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BAE Systems continues to build on its position as
one of the world’s largest and most geographically
diverse defence and security companies, focused
on delivering sustainable growth in shareholder
value through its commitment to Total Performance.

p20 For more Information on the Group s key home markets

For more Information visit our webslte: www baesystems com

How we report corporate responsibility {CR):

This report includes a summary cf the Group's corporate
responsibiity activities dunng the 2010 calendar year

It focuses on our strategy, and performance in the key
areas of business conduct, safety, diversity and inclusion,
emvironment and community The report also includes
case studies from our businesses around the world that
demonstrate our approach in practice

In this report-

— Summary of our 2010 corporate respons(bihty performance
- Update on our approach tobusiness conduct

On our webslte.

— Qurapproachto CR

-Managing CR

-~ Reporting and assurance

— Safety stories from ourbusinesses

—Education and early careers

—Training and development

—~ Support for local communities

www.baesystems com/corporateresponsibility/
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BAE Systems at a glance

BAE Systems Is a global defence and security company with
approximately 98,200 employees® worldwlde. The Group delivers
a full range of products and services for alr, land and naval forces,
as well as advanced electronlcs, security, Informatlon technology
solutions and support services

KPI KPI

ORDER BOOK?® BY OPERATING GROUP (%)

Top 15 orders Hemaimng order book
Land & Armaments
Munitions Acquisition
Supply Solution s

li Electronics Intelligence & Support

Land & Armaments
Programmes
& Support
International
Programmes & Support
Queen Elzabeth Class International
Awrcraft Carners P Saud Typhoon Awrcraft® P
Typhoon Tranche 3A Aircraft P Sauch Tornado Rote
TyphoonTranche 2 Aircraft P EqQuIpment P
Astute Class Submannes P |ancing HelicopterDock P
Tornade ATTAC S saudiBaush Defence
Type 45 Destroyers P Co-operation Programme §
Typhoon Support *S  Saud TyphoonSupport® $ s g::fvlg etsop 15
Hawk India Aircraft *P Saudi Tornado Upgrade  +$ P Plalfll)rms
1 Including share of eguity accounted nvestments
2 Before elimination of intra-group sales
3 Excluding HQ & Other Businesses
4 Earnings before amortisation and impairment of Intangible assets finance costs and taxation expense

(EBITA) excluding non-recumng items (see page 37}

Including share of equity aceounted investrnents  order beoks and before the elimination of intra-group

orders of £1 5bn

& The appropnate work share of the Saudi Typhoon Aircraft and Support contracts s reported within
Programmes & Support

o

BAE Systems, Inc.

Electronics, Intelligence
& Support (EI&S)

Principal operations

EI&S provides a wide range of electronic
systems and subsystems formiltary and
commercial applications, technical and
professicnal services for US national
security and federa! markets, and ship
repair and modernisation services

Electromic Solutions
Intelligence & Security
Platform Solutions
Support Sclutions

Main home markets

us
UK

Hey points

— Acquisitions of Atlantic Marnne and
QASYS Technology completed

— Central operating group
headquarters closed as part of the
restructuning of BAE Systems, Inc

— Continued to perform on legacy
programmes and secured several
strategic contract awards in new
markets

— US Army qualfied IMX-101asa
safer and effective atternative for
the potential replacement of TNT
inartillery

— Strong ship repai performance
conunued, with order intake totalling
$1bn (£0 6bn}in 2010

Sales'? No of employees!

£5,653m 30,800

p66 For more information or visit
www baesystems.com/businesses/




Land & Armaments

Principal operations

Programmes & Support

Principal operations

International

Principal operations

Land & Armaments designs, develops,
produces, supports and upgrades
armoured combat vehicles, tactical
wheeled vehicles, naval guns, missile
launchers, artillery systems, munitions
and law enforcement products

Global Combat Systems

Programmes & Support pnmarily
comprises the Group's UK-based arr,
maritime and Cyber & Intelligence
activities

Military Air Solutions

International comprises the Group's
businesses in Australia, India and
Saud Arabia, together with interests in
the pan-European MBDA joint venture
and Air Astana

BAE Systems Saud Arabia
BAE Systems Australia

Globat Tactical Systems BAE Systems Surface Ships BAeHAL Software (40% shareholding)
Secunty & Survivability Submarine Solutions Defence Land Systems India
US Combat Systems Detica (26% shareholding)
Products Group Integrated System Technologies MBDA (37 5% interest)
Aurr Astana (49% shareholding)
Matn home markets Mazin home markels Main home markets
us UK Australia
UK India
Saudi Arabla
Hey points Key ponts Hey points

-~ Restructured to create a leaner,
more responsive business to meet
customers' needs

— Net headcount reduced by 5,500
(including contractors)

— Demand continues for land vehicle
Readiness & Sustamment

— Continued progress in pursurt of
supply chain efficiencies

— Continued Mine Resistant Ambush
Protected vehicle activity

Salest?

£5,930m

No of empioyees?!

16,100

p68 For more information or vislt
www baesystems.com/businesses/
landarmaments/

— £537m Hawk India contract secured

— Thurd Type 45 destroyer accepted off
contract and sixth launched

— HMS Astute acceptance completed
and second boat, Ambush, launched

— Nimrod MRA4 programme
terminated and Harner to be taken
out of service In 2011 following
Strategic Defence and Secunty
Review (SDSR)

— Continued rationalisation and
efficiency activity across the
operating group and alignment
of cost base post SDSR

Sales®?

£6,680m

No of employees*

31,600

p70 For more information er visit
www baesystems.com/businesses/
programmessupport/

— Afurther ten Typhoon aircraft
delivered under the Salam
programme

- Typhoon operational capability bemng
provided under the support contract

- 157 Tactica vehicles accepted by the
Saudi Arabia National Guard

— BAE Systems Australia selected
as Lockheed Martin’s partner for
maintenance and upgrade support
onthe Austrahian F-35 programme

- Defence Land Systems India
Private Limited Joint venture
became operational

Sales*?

£4,534m

No of employees®

17,200

p72 For more Information or wisit
www baesysterns.com/businesses/
international/
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Sections 1 to 5 make up the Directors Report inaccordance with the

Companies Act 2006

operations and businesses of BAE Systems and its strategy plans and chjectives andthe markets and economees n which it operates, are fowardHooking statements Such forwarcHooking
statements which reflect management's assumptions made on the basis of Information avaitable to it at this time imvolve known and unknawn risks, uncertamnties and other IMportant factors

which could cause the actual results performance or achieverments of BAE Systems or the markets and econormies in which BAE Systems operates 1o be matenally different from future

resuits, performance or achievements expressed or imphied by such forwarcHooking statements Nothing in this document shalibe regarded as a profit forecast BAE Systerns picand its
directors accept no liabsiity to thid parties in respect of this report save as would anse under English law Accordingly, any liability o a person who has demonstrated reliance on any untrue

ormisleading statement or orission shall be determined in accardance with schedule 10A of the Financial Services and Markets Act 2000 R should be noted that schedule 10Aand

section 463 Compames Act 2006 contain imits on the liabdity of the directors of BAE Systems pl¢ 5o that their lability is solely ta BAE Systems pic

BAE Systems Annual Report 2010

1

Group performance Stratedy Overview

Segmental performance

Governance

Financial statements




Directors’ Report Busmess Review

2010 performance summary and outlook

RESULTS IN BRIEF

Results from continuing operations 2010 Res;(l)tggl
Sales? Kt £22,392m £21,990m
Underlying EBITA3 KP1 £2,214m £2,197m
Operating profit £1,636m £966m
Underlying earnings® per share 40.8p 40.1p
Basic earnings/(loss) per share® 28.9p {(2.3)p
Order book® £39.7bn  £46 3bn

Other results ncluding discontinued operations
Dwidend per share 17.5p 16.0p
Cash inflow from operating activities £1,535m £2,232m
Net (debt)/cash (as defined by the Groupy £(242)m £403m

Results from continuing operations

P

KPl1 References Key Performance Indicators (KP!s)
{sea pages 16 1o 19) throughout the Report adiscontinued operaton
Including share of equity accounted Investments

nonecurting ems (see page 37}

s wN

financial denvatives and nonrecumng items (see note 10 to the Group accourts)

Restated following the sale of half of the Group s 20 5% shareholding in Saab AB and subsequent classification as

Earmungs before amorusation and impa:rment of intangible assets finance cos1s and taxation expense (EBITA} excluding

Eamings excluding amortisation and impawrment of intangible assets noncash finance movements on pensions and

5 Basic earnings/(loss) per share in accordance with Internatienal Accounting Standard 33

8 Including share of eguity accounted ivestments order books and after the ehmination of intra-group orders of £1 Sbn
(2009 £1 7bn)

7  Seepage 39 and note 27 to the Group accounts

a Net cash Inflow from operating activities after capital expenditure {net) and financial mvestment dwidends from

equity accounted investments and assets contnbuted to Trust

2 www baesystems com




pi16
P36

pl8
p45

p64-74

For more information on the Groups
financial KPis

For more information on the Groups
financial performance

For mare information on the Group s
non-financial KPls

For more information on the Groups
corporate responsibility performance

For more Information on the
performance and outlook of the
Group s operating groups

KEY POINTS - FINANCIAL

— Headline sales? increased by 1 8%
— Underlying EBITA® up 0 8% to £2,214m (2009 £2,197m)

after a charge of £100m taken in respect of the terminated

Trinidad and Tobago ship contract

— Underlying earnings* per share increased by 1 7% to 40 8p

(2009 40 1p)

— The total dividend has increased by 9.4% to 17.5p
(2009 16.0p)

— £500m market purchase of shares completed

KEY POINTS - NON-FINANCIAL

— The Group i1s on schedule to meet 1ts three-year
commitment to implement the 23 recommendations
of the Woolf Committee by May 2011

— Good performance against targets for Customer Focus
and Programme Execution

— The number of days lost to work-related injuries has
reduced by 31%

— The Group's approach to diversity and inclusion was
strengthened 1in 2010 to better support the recruitment,
engagement and retention of talented people from
all backgrounds

QUTLOOK

In 2011, a reduction in sales? 1s anticipated as the volume
reduction in Land & Armaments 1s expected to complete and
as the changes ansing from the Strategic Defence and Security
Review reduce activity in the UK businesses. The continuing
actions to reduce cost and improve efficiency are expected to
benefit return on sales and mitigate the 1mpact of that lower
activity. In addition, the 2011 results will benefit from the
non-recurrence of the Tnnidad and Tobago charge. The 2011
performance I1s expected to be weighted to the second half of
the year With the re-basing of the Land business in2011,and
the cost and efficiency actions, the Group will have established
a resilient platform for future growth.

BAE Systemns Annual Report 2010

Group performance Strategy Overview

Segmental performance

Governance

Financial statements




Directors Report Business Review

BAE Systems’ business model

BAE Systems' business model 1s driven by Its strategy to deliver sustainable growth In
shareholder value Itis underpinned by the Group’s commitment to Total Performance.

A strong portfolio of
products, services
and capabilities...
BAE Systermns has three market
segments designed to meet the

evolving needs of its customers in
both lts home and export markets.

SERVICES

ELECTRONIC SYSTEMS

PLATFORMS

In Readiness & Sustainment, the Group
provides total support for mission
success, ranging fram preparation and
training programmes that are designed to
ensure miltary personnel and equipment
are ready for deployment (Readiness},
through to maintenance and
enhancement services (Sustainment)

In Cyber & Intelligence, the Group helps
government and commercial clients to
collect information to reveal intelligence,
maintain secunty, manage nsk and
strengthen resilience, and also provides
mission-cntical cyber secunity solutions,
Information technology, iInteligence and
analytical tools, and support solutions
to the intethigence, defence and civilian
communities

Contracts can be multiyear, thereby
providing the Group with strong incumbent
positions and intimacy with customers

BAE Systems has a track record of
delivenng both enhanced capability and
cost savings, and this 1s an area of potential

growth for the Group as customers’ budgets

remain under pressure

...and underpinned by
a culture of Total
Performance.

4 WWww baesystems com

The Group designs, develops,
manufactures and integrates a diverse
portfolio of mission-critical electronic
systems

The Group's capabilities help meet its
customers’ requirements in the areas
of electroruc warfare, signal processing
and battlespace management

The Group's wide range of products
include situational awareness and
survivability systems, intelligence,
survelllance and reconnaissance
systems, secure networked
communications and navigation
systems, precision targeting and
night vision systems

This high technology business i1s
underpinned by the investment ofa
significant proportion of the Group’s
research and development spend

BAE Systems is committed to
developing a cutture of Total
Performance, which encompasses
Customer Focus, Programme
Execution, Financial Performance and
Responsible Behavlour, and provides a
platform to deliver sustainable growth
In sharehokler value and enhance

the Group’s reputation. The Group’s
success s measured by the Board with
a range of financial and non-financial
Key Performance Indicators (KPis)

p16 For more information on the Group s KPIs

The Group designs, develops,
manufactures and integrates a broad
range of defence systems and equipment

In air, the Group provides advanced
military air capability through delivering
combat aircraft and jet trainers, and 1s
addressing the emerging global market
for autonomous systems and related
technologies

In land, the Group provides armoured
combat vehicles, tactical wheeled
vehicles, missile launchers, artillery
systems and munitions

In mantime, the Group provides above
and under water battlespace capability
through the delivery of surface ships and
nuclear powered submarines

CUSTOMER FOCUS

The Group's priority to all Its customers
1s to understand their needs and
expectations, and deliver on its
commitments throughout the life of the
products and services it has delivered
Customer Focus s measured through
schedule adherence metncs relating
to milestone performance across the
Group's major contracts, and customer
satisfaction




...across multiple
home markets...

BAE Systems’ buslness is based
around ldentifled home markets where
the Group has established, or seeks

to establish, a good position In the
defence industrial base.

- Untted States

— United Kingdom
—Saudi Arabla

- Australla
—India

For more Information on the
p20 Group s key home markets

...delivered by four
principal operating
groups...

BAE Systems has four principal
operating groups each with different
characteristics resulting from the
nature and phase In the lifecycle of
programmes, products and services
provided, procurement philosophles
of their princlpal customers, and
geographlcal areas in which they
operate.

- Electronlcs, Intelligence & Support
- Land & Armaments
- Programmes & Support

= International

p For more information on the
operating groups

...supported by
essential resources...

The Group's key resources and
arrangements, together with the
application of the mandated policies and
processes In the Operatlonal Framework,
help the Group achieve its strategy.

— Customers

- Subcontractors and other suppliers
—People

—Research and development

- Intellectual property

p3 2 For more information on the
Group s resources

4] For more infermation on the
Group s Operational Framework

PROGRAMME EXECUTION

FINANCIAL PERFORMANCE

RESPONSIBLE BEHAVIOUR

The Group's performance 1S dependent

on the successful execution of its projects
It1s iImportant that the Group wins and
contracts for high quality new prograimmes,
and delivers on those projects within tight
tolerances of quality, time and cost
performance ina reliable, predictable and
repeatable manner Programme Execution
15 measured by reference to outturn
projections of, and movements in, margin
of key customer-funded projects

1 Including share of equity accounted inwestments

The Group sets itself challenging financial
targets through the Integrated Business
Planning process Financial Performance
1s measured through a range of key
financial salients denved from the Group's
consolidated financial statements,
in¢luding order intake, sales, underlying
EBITA?, underlying Earnings per Share and
operating business cash flow

Responsible Behaviouris measured with
metrics relating to safety, the roll-out and
training of the Code of Conduct, and the
biennial employee opinion survey

BAE Systems’ global Code of Conductis a
summary of the pnnciples and standards
of business conduct expected of all
employees Togetherwith the Group's
Responsible Trading Principles, the Code
of Conduct underpins Its business
actwities

2 Eamingsbefore amorusation and impairment of Imangible assets, finance costs and taxation expense (EBITA) exciuding nonecurnng items (see page 37)
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Directors Report Business Review

Chairman’s letter

“BAE Systems
delivered a solid
performance in
2010, building on
the progress in
recent years.”

Dick Olver
Chairman

6 www baesystems com

Following six consecutlve years of strong growth, 2010 was
a year of robust performance across the Group — In the midst
of market challenges We continued to achleve progress by
developing the business within a clear strategic framework
(see page 14).

BAE Systems has a well-established strategic planning process
that generates clear objectives cascaded throughout the
business The strategy 1s continually reviewed, and 15 evolved

as objectives are achieved allowing us to proactively address
changes inthe business environment We beleve this structured
approach provides ¢lanty of our strategic direction for both our
external stakeholders and for our employees

There are three essential elements to the Group’s strategy which
have been incorporated into the Group Strategic Framework for
2011 Firstly, the Group plans to operate and target growth in the
defence and security market segments of Services, Electronic
Systems and Platforms Secondly, to build upon the geographic
diversity which has fostered growth to date, the Group will target
growth in existing home markets and develop new home markets
Finalty, bullding on its existing Platforms activity, the Group will
target growth from export business

The difficult global economic environment for many of our
customers 1s inevitably being felt in a business that works closely
with governments BAE Systems has an excellent track record of
adapting to market pressures and, whilst there willbe challenges,
such changes can present ocpportunities to generate new
business and help customers deliver capability in a more cost
effective way Within the Group's Services activities there are
numerous examples where we have enabled the armed forcesto
achieve large cost savings and to provide better value capablity

We believe there s further scope for value 1o be derved from

the way defence capability is generated, in particular where
traditional boundanes between industry and the armed forces
can be changed We look forward to continuing to help provide
value enhancing solutions for our customers in this more difficutt
environment

Recognising that secunty has become an increasing priority
for governments alongside therr tradisional commitments
to defence, our strategy has evolved to address these new
opportunities In particular, the Group 1s building a strong
position in the Cyber & Intelligence domain

In addition to pursuing financial goals, we remain comnutted
to becoming recognised as a leader in business conduct

We attach great importance to the way we do business as well
asto the results we achieve We are approaching this through
the development of a more integrated drive for performance
in alt aspects of our business life Good progress has been

A robust
governance
structure underpins
the delivery of the
Group’s strategy




made In embedding these principles of Total Performance,
including the setting of financial and non-financial objectives
for management This year's inclusion of the Corporate
Responsibility report within the pages of this Annual Report
reflects this more integrated approach

Achieving a culture of Total Performance depends on all our
employees Imng acommon set of Values — Trusted, Innovative
and Botd — in their day-to-day work Shared values and a global
Code of Conduct are particularly important in our increasingly
diverse global business

The report published by the Woolf Committee in 2008 has been
anmportant framework for the programme of ethical awareness
which extends throughout the Group We are on track to achieve
implementation of the Woolf Commuittee recommendations by
May 2011 The Company's core governance procedures and
policies were reviewed dunng the year and updated to incorporate
our Responsible Trading Pnnciples

In February 2010, the Company announced a global settiement
of certain regulatory investigations with the US Department of
Justice (DoJ) and the UK Senous Fraud Office (SFO), inctuding an
agreement with the SFO which provided for a payment of £30m
for the benefit of the people of Tanzania less any penalty imposed
by the Court inconnection with the agreed basis of settlement

A penalty of £600,000 (together with costs of £225,000) was
imposed by the Courtin December 2010 The remaining balance
of £29 5m (together with interest) will be apphied by the Company
for the benefit of the people of Tanzarwa in accordance with the
applicable Company policies, including those relating to business
conduct and the making of chantable contributions The Company
1S In the process of creating an advisory board compnsing suitably
qualified and expenenced indmviduals to guide the Company as to
the possible approaches to the realisation of this objective

Following the settlement with the DoJ, dialogue continues with
other US regulatory agencies in order to address their conicerns
regarding matters anstng from the settlement

The composition of the Group's Board continues to evolve
InFebruary 2010, Nick Rose was appointed a nor-executive
director of the Company Phil Carroll and Andy Inglis, also
non-executive directors, retired from the Beard in May and
July 2010, respectively Harnet Green was appointed a
non-executive director of the Company i November 2010

Ravi Uppal has adwvised us that, in order to dedicate more ime 10

his business activities in India, he wishes to stand down from the
Board at the end of his threeyear term on 1 Apnl this year | would
like to thank hum for the contnbution he has made to the Board,

George Rose, Group Finance Director, will retire from the Board
on 31 March 2011 after 19 years with the Group | would like to
thank George for his very sigrificant contribution to BAE Systems
Peter Lynas, currently Director, Financial Control, Reporting and
Treasury, has been appointed Group Finance Director with effect
from 1 Apri! 2011, and will join the Board and Executive
Committee on that date

The success of the business 1s buitt on the hard work, creativity
and commitment of our workforce | am pleasedto be able

1o formally recognise many of their achievements through the
annual Chairman’s Awards A new category was introduced

this year to recognise employees who have shown outstanding
success In implementing our Total Performance culture

In addition to BAE Systems’ own programme to recognise the
achievements of our people, we were delighted to also see
external recognition William Mclachian, a Safety, Health and
Environment Advisor for Surface Ships, was made a Member of
the Order of the Briuish Empire {MBE) for services to charity, and
Howard Robinson, Sentor Support Engineer Tornado Software
Support, was made MBE for services to the defence industry

High quality, insightful narrative reporting 1s anunportant element
of good governance Over the last few years we have looked to
develop the quality of our reporting s¢ as to provide a far and
balanced view of the Company that 1s informative and accessible
to readers |am pleased that forthe second year in a rowthis has
been recognised at the ICSA Hermes Transparency in Governance
Awards, with cur 2009 report jointly winning the overall Best
Annual Report award in 2010

BAE Systems 15 performing well and the Group’s strong position
on programmes that provide key capability for customers,
together with a large order book, provides good forward visibility

The Board has recommended a final dividend of 10 5p per share
making atotal of 17 Sp per share for the year, an increase of 9 4%
over 2009 At thus level, the annual dividend is covered 2 3times
by underlying earmings from continuing operations (20092 5
times) Subject to shareholder approval at the 2011 Annual
General Meeting, the dividend will be paid on 1 June 2011 to
holders of ordinary shares registered on 26 April 2011

especially the assistance he has provided in developing our Dick Olver
interests in India Chairman

| and my fellow directors are aware of The Board has

the important responsibility we have for

the good governance of the Company recommended

We conunue to review and evaluate the a final dividend Of
structure and quality of cur governance

arrangements with the aim of ensuring 10.5p making a total
that they remain robust and in line with Of 17_5p fOl' the year
evolving best practice Transparency 1S . 4
acntical element of good governance, an increase of 9.4%

and this Annual Report s the principal
means by which we express our
stewardship of the Company

p78_95 For more information on our
governance structure

on 2009
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Directors Report Business Review

Chief Executive’s review

“BAE Systems is one
of the world’s leading
defence and security
companies.”

lan King
Chief Executive

8 www baesystems com

BAE Systems has business operations providing key
natlonal capabilities In many of the world’s larger defence
and securlty markets. Although the Group faces a more
challenging trading environment as govemments look for
cost savings to address budgetary pressures, our broad
base of activity results in a resilient business that Is well
positloned to withstand near-term market pressures

Affordability and value for money are increasingly the priorities
for customers Early recognition by the Group of customer
budgetary pressures resulted in significant cost reduction and
efficiency actions being taken in 2009 which have continued
throughout 2010 These actions have resulted in net headcount
reduction of approximately 15,100 (including contractors) in the
past two years This cost reduction programme will enhance
competitiveness, deliver further mproved value for customers,
and be of sustained benefit to the Group’s performance

BAE Systems has a substantial presence in Services activities

n its defence and secunty markets These activities, which
represented 48% of sales 1n 2010, include Readiness &
Sustainment business in the air, land and mantime defence
domains, and provision of Cyber & Inteligence services The
Group 15 successfully growing 1ts Services businesses, delivering
enhanced capabiities whilst reducing costs forits customers

BAE Systems' business is based around home markets where
the Group has estabhshed, or seeks to establish, a strong
position (in the defence industnalbase The Group's key home
markets are in Australia, India, Saudi Arabia, the UK and the US
Sweden and South Africa remain an important part of the
Group's Land & Armaments business

us

Following a review of markets and customers’ needs inthe US,
changes to the Group's orgarnisation were implemented inthe
first half of the year to realign BAE Systems, Inc to better deliver
on its strategy Reductions incosts, benefiting both the Group's
customers and shareholders, are flowing from the simplified
organisation These changes enable BAE Systems to be more
competitive in a challenging environment and more agile In

BAE Systems Business conduct and safety

is committed contmuttadtobe ourgv:;;)ykey
corporate responsibil

to progressing prnomties in 2010 Achieving
high standardsin ethics and

towards a safetywill bulld trust and

H enhance ourrelationships

::::E:;: ie: with stakeholders

positionin

ResponSible p45 For more information

Behaviour ©n our approach to

Responsible Behaviour




responding effectively to customers’ needs In July, following
changes to the Group’s US organisation, Larry Prior was
appointed Executive Vice President, Service Sectors and

Bob Murphy was appointed Executive Vice President, Product
Sectors, both reporting to Linda Hudson, President and Chief
Executive Officer of BAE Systems, Inc  Larry and Bob are also
members of the Group's Executive Commitiee

Inearly February 2010, the US Quadrannial Defense Review
{QDR)was released The accompanying US defence budget
for Fiscal Year 2011 dentified growth in the ailocation to the
investment account element The QDR restated the US's
commitment to the large, next generation, F-35 combat aircraft
programme BAE Systems, through both its US and UK
businesses, 1s a significant participant on this programme

The US defence and security markets continue to generate
a number of business opportunities, despiie budgetary
pressures These pressures are leading to Department of
Defense programme reprioritisations and a drive for greater
efficiencies in procurement These efficiencies are expected
to help fund continued modest growth on investment in
defence capability

UK

Pressure to reduce government expenditure in the UK was
reflected in the Comprehensive Spending Review and the findings
ofthe UK Strategic Defence and Security Review (SDSR) were
published in October The review identified a number of changes
to UK defence and security priorities over the coming years

The Group continues to work with the UK Ministry of Defence
to address the detailed implications of the changes identified
by the SDSR The Group believes that it can continue to help in
delivering efficiency iImprovements and value for money in the
way capability 1s generated and delivered In aggregate, the
changes resulted in some modest impact on the performance
ofthe Group's UK business in 2010 and, thereafter, are
expected to result in a reduction of approximately one pence
In earnings per share, per annum, when compared with the
Group's priorfinancial planning assumptions

Our Services
activities
contributed
48% of Group
sales'in 2010

Other home markets

The Group continues to seek growth in Australia and the
Kingdom of Saudi Arabia where It has strong, established
home market positions

In Australia, the defence budget 1s expected to grow following
publication in 2002 of a Defence White Paper outhning the key
areas for defence spend over the coming years

In the Kingdom of Saudi Arabia, defence spending s expected
to continue to be a high priority, representing some 10 9% of
GDPn 2009

Defence spending in India 1s expected to grow substantially

In the year, the Group has taken a number of steps to develop
India as one of its home markets A second major contract for the
supply of Hawk aircraft to India was receved, with local assembly
to be undertaken by Hindustan Aeronautics Limited Aland
systems Joint venture with Mahindra & Mahindra Limned was
established, which 1s currently developing and marketing several
vehicles with the support of other BAE Systems’ businesses

ME&A activity

In addition to pursuing organic growth, the Group has continued
to make progress in developing its business through targeted
acquisitions Notably, acquisitions have been made since January
2010 n Services and Electronic Systems, specifically high
technology electronic and electro-optic systems BAE Systems
continues to target these areas, which are identified as prnorities
for customers and offer prospects for growth

In July 2010, the Group completed the acquisition of Atlantic
Marine Holding Company, a naval services business, for $372m
(£245m) The business employs approximately 1,500 people at
Mayport and Jacksonville, Flerida, Moss Point, Mississippl, and
Mobile, Alabama The acquisition complements BAE Systems’
existing ship repalr and upgrade capabilities serving the US Nawvy
The Group anticipates continued strong demand for naval support
capabilities in the US, and the acquisition 1S consistent with our
strategy to address anticipated growth in Services activities

Inchuging share of equity accounted investments
2 Including share cfequity actounted investmenits order books and befare the elimination of intra-group orders of £1 Sbn
3  Excluding HQ & Other Businesses
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Directors Report Business Review
Chief Executive’s review continued

In Cctober, BAE Systems completed the acquisition of CASYS
Technology, LLC, a US manufacturer of electro-optical systems
and sub-assemblies, for an imtial cash consideration of $24m
{£15m) and a potential earn out of up to $29m (£18m) The
acquisition complements BAE Systems' existing electro-optical
capabilities, technologies and product offerings

In January 2011, the Group completed the acquisition of
stratsec net Pty Limited, an Austratian information security
company supplying government and commercial customers
The A$24m (£16m) acquisition supports the Group's strategy
to add capabiliiies and footprnint in the growing area of Cyber
& intelligence

In February 2011, BAE Systems completed the acquisition

of L-1 Identity Solutions, Inc s Intelligence Services Group,

a leading provider of security and counter threat capabilities to
the US government, for a cash consideration of approximately
$297m{(£190m)

In Decembert, the Group entered into a definitive agreement to
acquire ETI A/S, a leading Danish Cyber & Intelligence company
providing advanced technology products and services to
government and commercial chents worldwide, for a cash
consideration of DKK1, 2bn (£138m)

In January 2011, the Group entered into an agreement to
acquire the 91 3% outstanding equity of Farrchild Imaging, Inc
for a cash consideration of $86m (£55m) The California-based
business provides solid-state electroniC iImaging components,
cameras, and systems for aerospace, industnal, medical and
sctentific imaging applications The acquisition complements
the Group's electro-optics and night vision capabilities

Market environment

The global defence market I1s expected to become increasingly
competitive as government budgets remain under pressure
The Group now has better clanty as to the prionties of 1ts UK
and US customers following the publication of the UK Strategic
Defence and Secunty Review, and the US Quadrenmal Defense
Review Long-term spending commitments are being
estabhshed across the Group's key home markets

Against this backdrop, BAE Systems 1s positioned to weather
market pressures with a geographically diverse and targeted
portfolio of businesses

Each of the Group’s market segments, Services, Electronic
Systems and Platforms, enjoy common attributes of long-term
demand, customers with whom the Group has strong
relationships and key intellectual property

p20 For more informatlon on the Groups home and export markets
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The proposed acquisitions of ETIA/S and Fairchild are
conditional, among otherthings, upon receving regulatory
approval

InJanuary 2011, the Group announced a recommended

€21 7m{£186m) cash offer for Norkom Group plc, a provider of
innovative counter-fraud and ant-money laundering solutions to
the global financial services industry

In June, BAE Systemns completed the sale of half of its
non-strategic 20 5% shareholding in Saab AB for a cash
consideration of SEK1,041m (£92m)} The sale of the Group's
remaining iInvestment in Saab 1s expected in due course

tn September, BAE Systems announced that 1t was reviewing
strategic options with regard to its Platform Solutions business
In January 2011, the Group announced that the sale of the
business was no longer being pursued

Cash flow

Good cash generation has been achieved in the year,and s
expected to continue, notwithstanding any short-term volatility
Use of this cash flow 1s expected to include a focus on pursuing
opportunities for enhanced equity returns through investment
In the business by way of organic development or precisely
targeted acquisitions In addition, the Group will continue to
meet its pension funding cbligations  Accelerated returns of
capital to shareholders remain an option to address extended
periods of balance sheet inefficiency

In 2009, BAE Systems was the second largest global defence supplier
This represented a continuation of the Group's position in its home and
export markets




Total Performance

Total Performance 1S not Just about what the Group does but
also about how we do it Bullding a culture of Total Performance
means focusing on delivering shareholder value, on meeting the
needs of our customers and acting responsibly at all imes

BAE Systems performed well m 2010, delivenng against both

its Financial Performance and non-financial objectives, including
Customer Focus, Programme Execution and Responsible
Behaviour Embedding the importance of nonfinancial
performance measures in the culture of the Group, through the
dnive for a more integrated, Total Performance, approach, has
contributed to this success

BAE Systems i1s committed to achieving the highest standards
of business conduct to give Its customers, suppliers, regulators,
employees and shareholders the confidence that it 1s a business
which they cantrust Durnng the year, a major focus has been

on embedding a cuiture of Responsible Behaviour across

the business Mandated policies and processes within our
Operational Framework have been comprehensively updated

to ensure they reflect our Responsible Trading Principles
Employees in all markets are receving refresher training to

help them to continue to apply our global Code of Conduct in
theirwork This tramung i1s scheduled to be compteted by

May 2011 We are pleased at the progress made and have
commissioned ethics consultancy, Ethical Leadership Group,

to review the work undertaken in response to the Woolf
Committee recommendations Interviews with a number of
senior leaders in each home market and more than 60 employee
focus groups across our businesses have been undertaken

The US continues to dominate global defence expenditure Itis estimated
to have accounted for approximately 44%? of the world s total defence
expenditure In 2009 As a major supplier in the US market, BAE Systems
remalns well positioned to capture returns from that market

1 Basedon BAE Systems intemal anatysis

We are deeply saddened to report the death of one of our
employees at our York faciity inthe US We have reviewed
the cause of this accident and co-operated fully with the
regulatory investigation The regulatory authority was
unable to determine a cause for the accident or identify any
non-compliances dunng the course of its iInvestigation and,
as aresult, has taken no further action Any lessons learnt
from thus incident will be applied across our global business

Maintaining and developing the skills and capabilities of our
people 15 a key factor in the sustamed success of the Group
As well as Total Performance Leadership (see page 34),
programmes for high potential employees, leadership and
competency frameworks were provided, and appropniately
tadored, to each of the Group’s home markets The Group's
‘Developing You' programme continued to deliver training
across a number of functional speciahitres and a Diversity

& Inclusion strategy was adopted to better support the
recruitment, retention and engagement of talented
employees from all backgrounds

BAE Systems remains a broadly-based and resilient business,
with a focus on busingss opportunities in Services, Electronic
Systems and Platforms In addition, cost efficiency will
continue to be a pnonty focus for management to the benefit
of customers and to extract greater performance from the
Group's large order book

Ian King
Chief Executive

Whilst persistent pressure on spending is expected across government
markets, defence and security expenditure Is expected to remaln an
investment priority in the Group's key home and export markets The Groupls
well positioned In Australia and the Kingdom of Saudi Arabla, and developing
its position In India These are markets In which defence spending is expected
to Increase over the medium term
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Directors Report Business Review
Chlef Executive's revlew continued

EXECUTIVE COMMITTEE TOP TEN OBJECTIVES - 2010 PERFORMANCE

The Board reviews and updates the Group’s strategy annually The Chief Executive and Executive Committee agree the Group’s
Strategy, Strategic Actions and Integrated Business Plans [n addition, there are ten annual objectives agreed by the Chief
Executive and Executive Committee with the Board which focus on specific deliverables in support of both delivery of short-term
results and the overall strategy The specific in-year performance indicators used to measure performance against the Executive
Committee’s top ten objectives are discussed below

For more -
Objective 2010 Performance information
1 Meet 2010 financial targets, The Group's targets forunderlying EBITA! and net debt were exceeded p36-41
and set challenging and
realistic longer-term plans
2 Furtherenhance Programme execution has been good with the Group delivenng an aggregated p19

programme execution improvement in outturn margin across Its major programmes
through cost performance

3 Focuson ourcommitments  The Group has continued to delver on its commitments to customers, deliveringan . p18
to our customers through aggregated improvement in schedule adherence on milestonas across major

schedule performance projects
4 Progress towards Management has continued to embed the Total Performance agenda across p45-55
recognised leadership the Group Objectives in respect of business conduct, safety, and diversity and
position in Responsible inclusion have been achieved
Behaviour
5 Grow our Electronics, The agreed efficiency milestones were implemented and the business delivered a p66-67
Intelligence & Support 1 6 percentage pomntimprovement inreturn on sales Order intake growth of 7 5%
business both organically was achieved The Group acquired Atlantic Manne and QASYS Technology dunng the
and via acquisitions, and year, and, in February 2011, completed the acquisition of L-1 Identity Selutions, Inc 's
improve efficiency Intelhgence Services Group, a leading provider of security and counter threat
capabilities to the US government
6 Implementourgloballand  Planned rationalisation milestones were implemented and headcount reduction 15 p68-69
systems strategy, and deliver exceeding plan The Group has conttnued to support the US Army’s Heavy Brigade
on our effictency and Combat Team-a $629m (£402m) contract to upgrade 1,700 Caiman Mine Resistant
rationalisation plans Ambush Protected (MRAP) vehicles was received, and the South African business was
awarded contracts for the manufacture and upgrade of MRAP RG31 vehicles
7 Estabhishinthe UK The Strategic Defence and Secunity Review has set the agenda and defined p70-71
sustainably profitable the areas for future UK spend in secunty and defence Transformation and }
through-hife business rationalisation plans within Military Air Solutions, Surface Ships and Insyte are
in air, land and sea continuing to plan In Submarine Sotutions, HMS Astute was accepted by the MoD

and the second boat, Ambush, was launched in January 2011 The Detica Cyber
& Intelhgence business delivered sales growth of 12 7%

8 Growour home marketsin  Within the International business, like-for-like sales grewby 15 3% In Saudi Arabia, p72-73
the Kingdom of Saud: an additional 162 Saudi nationals were recruited InIndia, the land systems jont
Arabia, Australia and Indha venture with Mahindra & Mahindra became operational and its first new product
unveiled The Indian Defence Acquisition Council approved an accelerated process
for the procurement of the M77 7 howitzer

9. Implement our global A global Cyber & Intelligence strategy and implementation plan across the pl15
initratives US, UK and Australia has been1ssued The Group acquired stratsec net, an
Australian information security company, in January 2011, and announced
the proposed acquisitions of ETI A/S and Norkom Group ple, both Cyber &
Intelhgence companies Aglobal Readiness & Sustainment plan has been
developed and Atlantic Marnine, a US naval services and manne fabrication
business, was acquired in the year

10 Continue to develop our Following successes in 2010 on MOKYS?, Hawk and Archer, the Group continues p21
global markets to pursue export opportunities, including on Typhoon, Hawk and land prospects

p 16 For more information on the quantitative p56 For more information on the Group s approach p 107 For more infarmatlon on how the Executive
Key Performance Indicators (KPls) used to to risk management Committee s top ten objectives relate to
measure performance against the Executive the remuneration of executive directors
Committee s top ten objectives

1 Eamuings befora amortisation and impaimment of intangible assets finance costs and taxation expense (EBITA) excluding nonrecurnng tems (see pege 37)
2 Mobile mulitary communications system
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TH

E EXECUTIVE COMMITTEE

The Executive Commuttee 1s the forum chaired by the Chief
Executive in which the operating group and functional leaders
come together to communicate, review and agree on Issues
and actions of Group-wide significance

Executive

Committee top ten

The Executive Committee has set the following cbjectives for 2011 Areview of
performance aganst these objectives will be contained in the Annual Report
2011 The amn of these objectives 1s to provide focus for the leadership and

objectives - 2011 engagement of employees at all levels in the Group in support of both delivery
of short-term results and the overall strategy
Objective
1 Financial Performance Meet 2011 financial targets and deliver sustainable growth in shareholder value
2 Programme Execution Further enhance programme execution through cost performance
3 Customer Focus Focus on our commitments to our customers through schedule performance
4 Responsible Behaviour  Progress towards recognised leadership position
5 International Grow our International presence through implementation of our home market strategy
6 US product businesses Deliver actions to drive increased shareholder value
7 Programmes &Support  Deliver In the UK sustainably profitable through-life business in the air and maritime sectors,
and grow our secunty business
8 USservices businesses  Build a foundation for sustained profitable growth
9 Globalinitiatives Implement our global iImtiatives within the five-year plan

10 Business development

Continue to develop and deliver business within export markets

BAE Systems Annual Repert 2010

13

Group performance Strategy Cverview

Segmental performance

Governance

Financial statements



Directors’ Report Business Review

Strategy

our strategy

The Group's strategy integrates s major goals and actions
Into a cohesive whole It provides the framework which defines
the direction and shape of the Group over the longterm This
enables the Group to priontise the deployment of iIts resources

To address evolving challenges and maxmise the Group’s
resihience in the current environment, it has reviewed and
refined the strategy, so as to ensure it remains robust, fit for

purpose and continues to deliver value The Group 1S not
complacent and efficiencies continue to be driven hard within
the business

Our business 1s focused on the defence and security markets,
and our home market investments in Australia, India, Saudi
Arabia, the UK and the US Sweden and South Africa are no
longer viewed as home markets, but remain an important part
of the Group's Land & Armaments business

GROUP STRATEGIC FRAMEWORK - 2011

Our Vislon is to be the premier global defence and security company

Our Mission is to deliver sustainable growth in shareholder
value through our commitment to Total Performance

Customer Focus Programme Execution Financial Performance Responsible Behaviour

Our Values are Trusted, Innovative and Bold

Qur Strategy

~ Operate and grow in the defence and security markets in the segments
of Services, Electronic Systems and Platforms

— Grow [n existing and develop new home markets

— Grow our export business

Strategic Actions

Invest and grow

in Services,

Implement the Develop new Implement

R;’;ﬂ;ﬂ:sg & '"l‘:. eztl ;’;:'oﬁ:gw S:?;:::r::‘ur home market home markets rationalisation
Sustainment System ositions strategy to grow  and grow our and efficiency
a:z gyhes Py ystems P our buslness export business programmes

Intelligence

Integrated Business Plans

p20 For mora information on the Group s home and export markets p64 For moere information on the performanca of the Group s operating groups
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The home markets in which the Group operates have been
refined on the basis of strategic alignment, market matenalty,
financial and risk profile, and the presence of a sustamnable
business The Group will continue to look for additional home
markets, and its current focus 1s on markets in South America
and Asia

At the core of the Group's strategy 1s the creation of long-term
sustatnable value for the Group's shareholders, and leadership

inthree market segments - Seraces, Electronic Systems and
Platforms The globaliniatives inLand, Security, Readiness
& Sustainment and Unmanned Atrcraft Systems have now
moved successfully from initiatives to fully embedded
operational plans within the businesses

The Group continues to evolve its strategy The Group Strategic
Framework has been refreshed for 2011

Vislon

The Group's conststent Vislon provides a clear definition of

the future state it wishes to attamn — 1t 1s “to be the premier global
defence and secunty company”

Misslon

The Group's Mission descnibes its overall goal and the
philosophy that underpins its activities —it1s “to deliver
sustainable growth in shareholder value through our
commitment to Total Performance” wherever we operate

Values

Achieving a culture of Tota! Trusted

Performance depends on all We deliver on our
employees ving the Group's commitments

Values — Trusted, Innovative —We are honest and take
and Bold Hawving shared responsibility

values helps to bind the —We can be relied upon
Group togetherandunderpins ~ — Everyone matters
delivery of its strategy

Strategy

There are three essential elements to the Group's Strategy
which have been incorporated into the Group Strategic
Framework for 2011

Firstly, the Group plans to operate and target growth inthe
defence and secunty market segments of Services, Electronic

Strategic Actions

For 2011, the Group has revised its s1x Strategic Actlons to
reflect the market environment They are designed to shape its
business portfolio and strengthen performance over the long
term These actions translate the Group's overarching strategy
into operational plans, delivered through its lines of business

Integrated Business Plans

The Integrated Business Planning process I1s anannual,
two-stage process that culminates in a BAE Systems Board and
Executive Committee approved five-year strategic and financial
plan, whichs used to shape the Strategic Actions

Whilst the Group's Vision defingsthe destination, a
commitment to Total Performance guides 1ts actions
This 1s embedded in the Group's Mission

The Group beleves that by embodying the four elements of
Total Performance — Customer Focus, Programme Execution,
Financial Performance and Responsible Behaviour — it will
deliver that growth in shareholdervalue

Innovative Bold

We create leading edge We constructively challenge

solutions and take the inthative

—We value imagination —We operate with tenacity
and expenence and resolve

- We empower teams —We accept challenges and

-Working togetherwe tum manage nsk
our ideas and technologies —We set stretching goals
into solutions

Systems and Platforms Secondly, to build upon the geographic
diversity which has fostered growth to date, the Group wall target
growth in existing home markets and develop new home
markets Finally, the Group will target growth from export
business

To this end, the Group plans to invest in Services, Including
Readiness & Sustainment and Cyber & Intelligence, and in
Electronic Systems It will seek to sustain the Group's Platforms
positions across air, mantime and land Whilst continuing to
implement the home market strategy, the Group will also seek
to develop both new home markets and its export business The
execution of the Group's strategy1s underpinned by continuous
implementation of rationalisation and efficiency programmes

The plan s based on individual Integrated Business Plans from
each of our businesses, which are prepared in accordance with
our Operationa! Framework (see page 84}
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Directors Report Business Review

Key Performance Indicators (KPIs)

The Board uses a range of quanthitative
financial and nonfinanclal performance
indlcators, reported on a perlodic basis,
to monitor the Group's performance
against its Total Performance and
Executive Committee top ten
oblectives. Executive directors’
remuneration Is linked to certain of
these measures. The specific in-year
performance Indicators used to
measure performance against the
Executive Committee's top ten
objectives are discussed on page 12.

Performance

Definiion

Comment

16 www baesysterns com

Financial Performance

The Group sets itself challenging financial targets through the Integrated Business Planming

process

Linktp 2010 1 Meet 2010 financial targets 5 Grow our Electronies Intelligence
Executive Committee & Support business, 6 Implement our global land systems strategy
1optenobjectives 7 Estabhishmthe UK sustainably profitable throughife business
pi2 nar land and sea, B Grow our home markets in the Kingdom of

Saud Arabia, Austrakia and India, 9 Implement our global intiatves
10 Continue todevelop our global markets

Linkto executive directors’
2010annual Incentive p107

Linkto prncipal nsks
P58 Financial Performance

£16.4bn

2009 £21 7bn?

Ordet Intake? represents the value of tunded
orders recetved from customers in the year
ftis ameasure of Inyear performance and
supports future years sales performance

The reduction in order intake? reflects the
significant awards received in 2009 for longterm
production of Typhoon Tranche 3A alrcraft,and
support for Typhoon, Harrler, Type 45, and
Spearfish and Sting Ray torpedoes

Group Eamings per Share Groupcash

Altof the Group's principal nsks could matenallyimpact ts

£22.4bn +1.8%

2009 £22 Obn?

Sales? represents the amounts derived from
the provision of goods and services, and
includes the Group's share of sales of its
equity accounted investments

A1 9% like-forlike decrease In sales? this year
has primarlly been driven by the expected lower
level of US land vehicle sales in the Land &
Armaments business, which was largely offset
by increased Typhoon deliveries and support
activities In the Kingdom of Saud! Arabla

All Financial Performance KPls with the exception of operating business cash flow reflect resutts from the Group s @oatinuing

operations

1 Restated foilowing the sale of half of the Group s 20 5% shareholkiing in Saab AB and subsequent class.i¢ation as a

discontinued operation
Including share of equity accounted inmvestments

norFeturnng tems (see page 37)

accountéd rvestments and assets contnbuted to Trust

S a6 WN

(562 page 15)

Earrungs before amortisation and impalrment of intangible assets finance costs and taxation expense (EBITA) excluding
Earnings excluding amartisation and impairment of intangibfe assets noncash finance mavernents on pensicns and
finangial dervatives, Bnd norHecurming items (see note 1C to the Group accounts)

Net cash infiow from operating actavities after capral expendsture (net) and financial Investment dividends From equity

The target 1S the Group s budget for the year, which represents the first year of the five year Integrated Business Plan




£2,214m +0.8%

2009 £2,197m*

Undertying EBITA? Is used to monltor the
year-on-year profitability of the Group It excludes
amortisation and impairment of intangible
assets, finance costs and taxation expense, and
non-recurring items {these are profit/loss on
disposal of businesses, penslon accounting
gains, and regulatory penaltles levied by the

US Department of Justice and the UK's Serlous
Fraud Office)

Excluding favourable exchange translation,
underlylng EBITA® was broadly unchanged
Excluging a charge of £100m taken in respect
of the terminated Trinidad and Tobago ship
contract, return on sales improved to 10 3%

40.8p +1.7%

2009 40 1p?
@ Target® achieved

° Part of the executive directors’
2010 annual Incentive

Underlying earnings* represent profit for the year
attributable to equity shareholders excluding
amortisation and Impairment of intangible
assets, non-cash finance movements on pensions
and financial derivatives, and nonrecurring items
(see note 10 to the Group accounts} Underlying
EPS provides a measure of shareholder return
that is comparable over time

The ¢charge of £100m taken in respect of the
terminated Trinidad and Tobago ship contract
amounted to a 2 1p redustion In reported EPS
Excluding this charge, underlylng EPS growth
was 7 0%

£1,187m

2009 £1,595m
D1 rget® achieved

° Part of the executive directors’
2010 annual Incentive

Dperating business cash flow® represents net
cash flow from operating acthvities after capital
expenditure (net) and financlal Investment
dividends from equity accounted investments,
and assets contributed to Trust

Relative to 2009, the reduction In operating
business cash flow® reflects the utilisation of
custorner advances In the Programmes &
Support and International operating groups,
Incremental deficit funding primariy in respect
of the UK pension schermes, and a payment
made In respect of the regulatory penatty levled
by the US Department of Justice

p For more information on the Group s
financial performance

p64 For more Information on the financial
performance of the operating groups
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Directors Report Business Review

Key Performance Indicators (KPIs) continued

Performance

Definition

Comment

18 www baesystems com

Customer Focus

The Group s priority 1s to understand its customers needs and expectations, and deliver
onits commitments throughout the life of its products and services

Linkte 2010 3 Focus on ourcommitments to our customers through

Executive Committee
top ten objectives p12

Linktoexecutive directors ~ Other objectves
2010 annual tncentive p107

Linkto pnncipalnsks
ns8 award iming

schedule performance

Defence spending government customers global market contract

SCHEDULE ADHERENCE

CUSTOMER SATISFACTION

The Group targets an aggregated improvement
In schedule adherence metrics relatingto
milestones across its major contracts.

Schedule adherence metrlcs can only be fully
Interpreted and understood on a contract-by-
contract basis and, therefore, aggregated data
is not presented

Q Target achieved

° Part of the executive directors’
2010 annual incentive

Schedule adherence measures the timing of
achlevement of key milestones It shows how
well the Group Is performing against key contract
commitments to lts customers

The data for the schedule adherence metric
included 91 (2009 88) contracts reportedin
Contract Reviews prepared under Lifecycle
Management (LCM} Performance was strong,
achleving the year s target

The Group targets an aggregated year-on-year
Improvement in customer satisfaction across
its major contracts

Customer satlstaction metrlcs can only be fully
Interpreted and understocd on a contract-by-
contract basis and, therefore, aggregated data
ts not presented

QTarget achieved

° Part of the executive directors’
2010 annual incentive

Customer satisfaction surveys are used to collect
customer opinions on key customer-funded
projects This provides an opportunity for
customers to share information on perceived
performance levels, and identify areas of
strengith and weakness

The data for the customer satisfaction metric
included 90 (2009 85) contracts reported in
Contract Reviews prepared under LCM The
year's target was achleved Planstoimprove
performance onthose contracts reporting a
deterioration in customer satisfaction are
being implemented

p 2 For more Information on LCM, whach provides a structured approach to managing contractual
commitments and investments throughout prefect and product lifecycles




Programme Execution

The Group's performance 1S dependent on the
successful execution of projects ftisimportantthat
the Group wins and contracts for high qualty new
programmes and delvers on its projects within tight
tolerances of quality time and cost performance
Linkto 2010 2 Furtherenhance
Executive Committee  programme execution
toptenobjectves pl2  through cost performance

Link to executive Other objectives

directors 2010 annual

incentive p107

Linkto principalrisks  Large contracts fixed-pnce

ps8 contracts,component
availlabilty subcontractar
performance and key supphers

Responsible Behaviour!

High standards of business conduct are essential to the Group’s mission to deliver

4 Progress towards recognised feadership position

sustainable growth

Link ta 2010

Executive Committee in Responsible Behaviour
top ten objectives p12

Link to executive directars Business conduct, safety

2010 annual Incentve p107

Linktoprincipal risks
p58

Laws and regulations

PROGRAMME MARGIN VARIATION

RESPONSIBLE BUSINESS CONDUCT
AWARENESS TRAINING?

SAFETY

The Group targets an aggregated year-on-year
Improvement in programme margin across its
major contracts

Programme margin variation metrics can onty be
tully interpreted and understood on a contract-
by-tontract basls and, therefore, aggregated data
is not presented

@ Target achieved

O Part of the executive directors’
2010 annual Incentive

Programme margin variation measures outturn
projections of and movements In margin of

key customer-funded projects It provides an
Indicator of the Group's abllity to effectively
manage major programmes

The data for the programme margin variation
metric included 105 (2009 105) contracts
reported In Contract Reviews prepared under
LCM, representing over 70% of the Group's order
book The target was achleved despite the
impact of tha terminatlon of the Trinidad and
Tobago ship contract

The Group's target is to train all employees during
the period May 2010 to May 2011

During the perod to 31 December 2010, more than
50% of employees were trained

Objective ongoing

The global Code of Conduct was launched In
January 2009 (t defines the princlples and
standards of responsible business conduct

the Group expects of employees wherever they
work globally Following the completion of the
roli-out of the global Code of Conduct In early
2010, managers throughout the Group were
asked to lead face-to-face tralning on responsible
business conduct to raise further the ethical
awareness of Its employees Accordingly, this
year, the global Code of Conduct KPI has been
replaced by the Responsible Business Conduct
Awareness Training? KPI

Tralning was completed by employees Inthe
Electronics, Intelligence & Support and Land &
Armaments businesses All other businesses are
on track to complete tralning by the end of

May 2011

An update on performance to 31 May 2011 will be
provided In next year's Annual Report.

The Group targeted a 20% Improvement inthe
Lost Work Day Case Rate compared with 2009

@ Target achieved

° Part of the executive directors’
2010 annual incentive

The number of incidents resuiting in days iost to
Injuries per 100,000 employees is monitored,
and actlons taken to minimise the risk to the
Group’s employees and its operations, and drive
continual performance Improvement

In 2010, the overall Group Improvement
was 31%

p45 For mare information on the Group s corporate respansibility performance

—_ For more information on the safety
p66 72 perfi e of the operating groups

Inthe Annual Report 2009 a KPlwas resented relating to a 20% targeted improvernent in the Group s Operational

Assurance Statement {0AS) scores below the mummum standard In 2010 the Executive Comeitiea s objective relating
ta OAS was 10 agree action plans in respect of all scores below mmimurn standards Whilst thus ebyective has been achieved,
115 not presented as a Responsible Behaviour KPI this year Further information on QAS 1S provided on page 87

The Responsible Business Conduct Awareness Training objective 1S not a 2010 Executive Committee objective but the

Executve Commuttee has committed to complete thes for all employees by 31 May 2011
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Directors Repart Business Review

Key home markets

Global positions in home
markets and export
opportunities

UNITED STATES

p22
6th

largest supplier to the Department
of Defense?

39,200

Employees?

$6660n (£4260n)

Defence expenditure?

4.7%

of GDP?
The G rou p’s Home markets
BAE Systems continues to benefit

five key home from a broad and diverse market base,
markets generated operating Indigenous businesses In

o 4 market segments where It sees good,
92% of GTOUP sales sustainable growth prospects Today,
in 2010 the Group ts focused on five key home

markets, in Australia, India, the Kingdom
of Saudi Arabia, the UK and the US

These markets are identified as having
a significant and sustained commitment

1 Based on 2008 Department of Defense expenditure
Sourte GovernmentExecutive com

2 Excluding the Group s share of equity
accounted ivestments
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UNITED KINGDOM

p24

No.1

suppher to the Ministry of Defence

38,400

Employees?

$5406n (£3506n)

Defence expenditure?

2.5%

of GDP3

to defence and security budgets across
multiple domains They are countries
that welcome foreign investment to
develop and sustain a domestic
industrial capability They are also
markets where we have established,
or seek to estabhish, a good position
in thewr defence industnal base along
with strong customer relationships
and high standards of responsible
business conduct

3 Based on 2009 data
4 Inctuding share of equity acoounted Ivestments
-] Mobile malitary communications system




SAUDI ARABIA

p26

No.1

incountry defence suppher

5,300

Employees?

$41bn (£26bn)

Defence expenditure?

10.9%

of GDP?

INDIA

p30
New

home market in 2009

$290n (£190n)

Defence expenditure?

2.4%

of GDP?

AUSTRALIA

p28

No.1

incountry defence supplier

5,700

Employees?

$24bn (.£15bn)

Defence expenditure?

2.4%

of GDP?

Export markets

Exports are an increasingly important part
of the Group’s business BAE Systems
has opportunities to export its products
to many countnes around the world There
1s renewed support from both the US and
UK governments for defence and secunty
export efforts

Export successes in 2010 include
MOKYSS to Slovakia, Hawk Advanced Jet
Trainer to India and Archer self-propelled
artillery systemto Norway

Many of the Group's products have export
potential, but the focus In 2011 will be

on the Typhoon combat aircraft, M7 77
howitzer, Bradley and CVO0 vehicles,

and Hawk trainer

The Group will continue to evaluate
potential new home markets in countries
that match the Group’s established
criteria The economic strength and
growing defence budgets of markets

in South America and Asia make them
particularly suitable
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Directors Report Business Review

Key home markets in detail

United States

Market context

The US remains the largest
single defence market with
2009 defence spending of
$666bn (£426bn). The 2010
Quadrennial Defense Review
(QDR) identified growth in
investment allocations and
confirmed strategic priorities.
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Our posltion

BAE Systems is a large and high-performing part
of the US defence Industrlal base, ranked the sixth
largest US defence contractorin 2009. The Group
Is well positioned to support its US customers with
a balance of products, technologles and services
The US business encompasses a diverse range

of customers and contracts with relatively low
exposure to any single programme

Atlantic Marine acquisition

in July 2010, BAE Systems acquired Atlantic
Marine, a naval services business The acquisition
has enhanced BAE Systerns’ abitity to support
current and future US Navy home-porting
strategles, broadened the customerbase, and
Increased capabilities in maritime maintenance
and modernisation activities




Outlook

After exceptional growth in the last decade, the US Department
of Defense now forecasts a declining rate of growth and
eventual flattening of the defence budget, representing an
overall reduction of approximately $78bn {£50bn) to the Five
Year Defense Plan 2010 to 2015 However, the US government
remains committed to protecting the size, reach and fighting
strength of the military, and has committed to substantial
investments tn high priority capabilties and programmes

Increases in procurement funding are expected to be largely
funded through new cost efficiencies as operations and
matntenance funding 1s expected to occupy an Increasing
proportion of the baseline budget More than $100bn (£64bn)
In savings have already been identified to allocate to high priority
programmes, and a new initiative has been launched to ensure
value from contracting for defence goods and services

In recognition of the growing importance of affordabiity and
efficiencies, BAE Systems streamlined the organisation of its
US business in 2010 to reduce costs and improve flexibility
With the Land & Armaments market impacted by lower demand
for new vehicies, BAE Systems continues to rationalise its
facilities and other costs to sustain profitability, and compete
more effectively for development, production, upgrade and
Readiness & Sustainment contracts

Opportunities In action »

Inthe US, the business is focused on expanding
capabllities and contracts In the Cyber &
Intelligence market segment - bringing

BAE Systems to new markets and customers

In September, BAE Systems was selected to
provide critical informatlon securlty safeguards,
Including certification and accreditation, to ensure
the confidentiality and privacy of US Federat
Bureau of Investigation (FBI) computer networks
In the US and around the world

Under this $40m (£26m) contract, BAE Systerns
serves as the prime contractor offering information
security risk assessments, a form of quality control
The information assurance process is continuousty
monitored and Improved as risks change so that
data, some of It classified, is transmitted, stored
and protected safely Contlnuous monltoringls a
technlque to address the security Impacts on an
Informatlon system resulting from changes to the
hardware or software during the litecycle

Following this win, BAE Systems was also selected
as ane of 45T contractors to particlpate in the
FBI's largest ever Indefinite Delivery, Indefinite
Quantity (ID1Q) contract, potentially worth up to
$30bn (£19bn) amongst the competing
contractors over an elght-year perlog

The Cyber & Intelligence market segment 1s a prionty area for
further investment by the US government and represents one
of the opportunities for growthin the US

Opportunities

BAE Systems continues to benefit from its presence in capabiiity
and product sectors that are expected to grow against the
general downturn and wider market pressures

The Group continues to invest indistinctive capabilities that
provide competitive advantage In Services, the acquisition

of Atlantic Manne in Juty enhances the ability of the Group's
ship repatr business to support maritime maintenance and
modermisation The acquisition of OASYS Technology enhances
the Group’s product offerings in growing markets for Electronic
Systems, as would the proposed acquisition of Fairchild
'maging In February 2011, the Group completed the acquisition
of L-1 Identity Solutions, Inc 's Inteligence Services Group,
which expands its existing presence In the US intelligence
community

BAE Systems will continue to focus its investment on
strengthening 1ts current posiions In these growing sectors
of the market
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Directors Report Business Review
Key home markets in detall continued

United Kingdom

Market context

The 2010 National Security
Strategy (NSS), and Strategic
Defence and Security Review
(SDSR) have defined the areas
for future UK spend in security
and defence.
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Our position

The Group has a key role in supporting the UK
armed forces, and the nation’s security and
intelligence capablities Together,the NSS and
SDSR have confirmed that the Group’s strategy for
the UK market Is focused on the appropriate areas.
In defence, the business has a secure backlog of
contracted business across alr, maritime and land
platforms, including significant Readiness &
Sustainment contracts. In Cyber & Intelligence,
the business continues to play a formative role
supporting customers In the growing intelligence,
clvll government and commerclal markets

Type 45 programme

The Type 45 build programme Is more than half
complete, with delivery of the third of class,
Dlamond, sea trials for fourth of class, Dragon,and
the launch of the final ship, Duncan, during 2010




Outlook

in the air domain, the SDSR committed the UK to modernise
and upgrade the capabilities of Typhoon, and to procure F-35
foroperation from the Queen Elizabeth class aircraft carriers
In addition, the UK and France are expected to develop ideas
forcloser co-operation on Unmanned Atrcraft Systems These
factors will contnbute 10 the future sustainment of the Group's
combat ar capabilty

In the mantime domain, the Group's surface warship design,
build and support capability 1s sustained by a 15-year Terms

of Business Agreement (ToBA) The SDSR's commitment to

the construction of two Queen Elizabeth class aircraft carners
underpins that capabtlity in the near and medium term, as does
the Type 26 Global Combat Ship programme in the longer term
The future of the Group’s submarine business 1s secured by the
government’s commitment to the procurement of seven Astute
class submarines, and the retention and planned renewal of a
submarine-launched continucus nuclear deterrent

The NSS outlined and prioritised the “different and more complex
range of threats from a myriad of sources” that the UK faces, and
identified an additional £650m of investment to be made inthe
next four years in the strengthening of naticnal cyber secunty

as part of that response BAE Systems s weli placed to access
growth 1n the emerging secunity market through its investments
in Detica and elsewhere

Opportunities in action »

During 2010, the Group launched the Detica
Treldan™ cyber threat detection service and is
working with a number of cllents including major
private sector organisations to detect and stop
sophisticated Intrusions into thelr IT systems

Bullding on the Group s capabilitles in data capture
and large scale data analytics, the Detlca Treldan™
service hunts out patterns of unusual behaviour In
orderto detect unauthorised intruders who have
galned access to protected systems using cyber
attacks, and to stop these incursions before the
attacker has had the opportunity to Identify and
compromise sensitive systems and information

Findings from these highly sensitive operations
confirm many of the messages inthe SDSR about
the threat to the UK's security and economic
prosperity The Group continues to Invest in awide
range of new technologles and approaches in this
area for which it forecasts growing demand as both
public and private sector organisations become
increasingly aware of the nature and scale of the
threat to their operations

Opportunities

Across all domans, the Group has been working with the
Ministry of Defence to reduce costs and deliver military
capability more effectively Broad service offerings, including
Readiness & Sustainment solutions, will be a key contributor to
delivenng additional savings and efficiencies The Group s well
positioned to expand these service offerings in support of the
UK customer

The Group's imvestment in Cyber & Intelligence positions it

for growth in this expanding market segment The Group IS
committed to delivering world class technologies and services
to assist the government and commercial sectors to detect
and defend against cyber attacks, prevent fraud and money
laundering, and ensure secure delivery of services
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QOtrectors’ Report Business Review
ey home markets In detail continued

Saudi Arabia

Market context

Regional tensions continue

to ensure that defence and
security remain a high priority
for the Kingdom of Saudi Arabia
(KSA). In 2009, defence
expenditure was 10.9% of GDP.

Investing in Saudi industry

BAE Systems continues to develop its presence
in Saudi Arabla and remailns committed to
developing a greater indigenous capability
tr-Kingdom The business Is pursuing a policy

of transferring technology and work to Saudi
Economic Offset companies in areas such as the
Tornado Programmed Depot Maintenance and
Upgrade facility
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Our position

BAE Systems acts as the prime contractor for

the UK /KSA government-to-government defence
agreement and also holds certain direct contracts
with the Saudl government. Progress Is ongolng

to modemise the Saudi armed forces in line with
the 2005 UK /KSA Understanding Document, and
the Group continues to support the operational
capabllity ofthe Royal Saud! Alr Force (RSAF) and
Royal Saudi Naval Forces {RSNF) through the Saud|

British Defence Co-operation Programme (SBDCP).




Outlook

Regional tensions combined with endunng high o1l prices result
in robust budgets and increasing opportunities The linking of
defence and securnty procurement to indigenous industrial
development and in-Kingdom job creation for Saudi nationals
will continue as a strategic objective for the KSA government
BAE Systems continues to invest in Saudi industry to help
dehver on this requirement

Opportunities in action »

The RSAF is now the sixth alr force in the world
to be flylng Typhoon alrcraft

In 2007, a contract to supply 72 Typhoon alrcraft
to K5A was agreed and 18 were dellvered by the
end of 2010 in [ine with the programme

1n 2009, to support continued aircraft availability,
the governments of the Kingdom of Saudi Arabia
and the UK reached agreement on detalled
arrangements under the Salam support solution
to provide support for operations by the RSAF
Typhoon fleet for a three-year perlod

Bullding on BAE Systems’ knowledge and
experience gained working alongside the Royal
Alr Force In supporting the UK's Typhoon fleet,
the Salam support sclution provides a full
avallability service contract - the first of its kind
for Typhoon The contract includes tzaining In the
UK for RSAF Typhoon pilots and multi-skilled
alrcraft techniclans In support of the contract,
BAE Systems continues to invest in tocal Saudl
companles, develop an Industrial technology
transfer plan and train Saudi natlonals to asslst
In the provision of Readiness 8 Sustalnment

Opportunities
BAE Systems IS seeking to extend its activities to support all
Saudi miltary and paramilitary forces

In the air domain, availability contracting and addtional support
on the Salam Typhoon contract represent opportunities for
the business

In the land and maritime domains, there are a number of
nearterm direct programme prospects for vehicle artillery
systems and mantime equipment

The secunty market continues to mature and near-term
opportunities are expected in Intelligence, Surveilllance
and Reconnaissance
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Directors Report Business Review
Key home markets in detail continued

Australia

Market context

Australia’s 2009 defence budget

was $24bn (£15bn) and, as its largest
defence contractor, BAE Systems s
well placed to provide the Australian
Defence Force {ADF) and security
community with a full range of products
and services.

Readiness & Sustainment

BAE Systems and Australlan Army personnel
Inspect an upgraded M113AS4 Armoured
Personnel Carrier at Bandiana, Victoria
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Ouwr posttion

BAE Systems Is the largest defence company

in Australia. It supplies total capabllity across
misslon systems, alr defence, land combat
systems, malntenance, loglstics support, and
intelligence, surveillance and reconnalssance,

In January 2014, the Group acquired stratsec.net,
an Information security company, adding to the
Group's capabilities and footprint in the growing
market segment of Cyber & Intelligence.




Outlook

The Australian government has detailed an expansive
acquisition programme for platforms and systems over the
next decade, and has committed to average real growth inthe
defence budget of 3% annually to 2017-18, with further growth
beyond in order to meet the defence and security objectives
outltned in its 2009 Defence White Paper Animportant
contributor to this growth will be savings and efficiencies in
Australia’s military sustainment expendiiure emerging from the
tenyear Strategic Reform Programme, which will be re-invested
Inthe acquisition programme This i1s expected to generate new
opportunities for service offerings in Readiness & Sustainment

Opportunities in action »

In January 2010, BAE Systerns began modifying
the first of the Royal Australlan Navy's ANZAC Class
frigates to be upgraded under the Ant-Ship Misslle
Defence project The upgrade will significantly
Improve the anti-ship self defence capabllities of
the ANZAC Class by Integrating leading-edge CEA
Phased Array Radar, Vampir New Generation
Infrared Search & Track, Sharpeye Navigation
Radar Systems and an upgraded Combat
Management System which will Include an
Improved Operations Reom layout The platform
Integration of these systems requires significant
structural medifications, and BAE Systems has
developed innovatlve design solutions to minimise
the impact onthe ship's welght and stability

In October 2010, the first ship departed from the
BAE Systems production facility, and entered its
test and trials phase, with delivery back to the
customer anticipated In mid-2011

This upgrade contract Is a key example of
BAE Systems’ strong position in the Services
segment of the Australlan maritime market,
a key focus for future growth

Opportunities

BAE Systems expects strong opportunities for Readiness

& Sustainment to the ADF in both the air and marntime domains
Cyber & Intelligence also represents an impaortant focus for the
Australian government

BAE Systems i1s well placed to offer a range of solutions that are
sourced both from indigenous capability within Australia and
capability sourced from elsewhere in the Group For example,
the business has recently experienced success in the Cyber

& Intelligence market segment through the transfer of Detica's
UK capability iInto BAE Systems Australia
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Directors Report Business Review
Key home markets in detall continued

India

Market context

India’s 2009 defence
expenditure was $29bn
(£19bn) and is in future
expected to growin line
with the country’s economy.

Land systems joint venture

This year, the Group established a land systems
joint venture with Mahindra & Mahindra Limited,
which is currently marketing several vehicles,
including the MPVYi shown, with the support of
BAE Systems businesses across the world
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Qur position

India is BAE Systems’ newest home market, building on the
Group’s long-standing relationship with Hindustan Aeronautics
Limited {(HAL) and Rolls-Royce, supplylng 66 Hawk Advanced
Jet Trainer {AJT) alrcraft to the Indian Alr Force. BAE Systems
also has a 40% interest in BAeHAL Software Limited, a joint
venture with HAL, speclalising In aerospace software and
engineering services In 2010, the Group secured a new crder
with HAL for a further 57 Hawk alrcraft, and established aland
systems Joint venture with Mahindra & Mahindra Limited,
Defence Land Systems Indla Private Limited, which is
currently developing and marketing several vehicles with the
support of BAE Systems’ businesses across the world.




Outlook

The Indian government has embarked upon a modernisation
programme across the ar, maritime and land domains, involving
the acquisition of new aircraft, missiles, artillery, combat
vehicles and naval vessels, and development of capabilities in
command, control, communications and intelligence gathering
The Indian secunty marketis less mature, but growing, as the
threat of terronism and internal insurgency continues

Currently, approximately 70% of India’s defence requirements
are sourced externally The Indian government has a stated
desire to reverse this situation and 1s locking increasingly

to source Its defence capabilities from indigenous Indian
companies, partnered with foreign suppliers where necessary

Opportunitles In action »

In 2010, BAE Systems secured a new order with
HAL, worth £537m, to supply products and
services to enable a further 57 Hawh AST alrcraft
to be bulilt under licence In India for the Indlan

Air Force and Indian Navy The aircraft will be
manufactured under licence at HAL's facilitles

in Bangalore, and BAE Systems will provide
speclalist englneering services, the raw materials
and equipment necessary for alrfframe production,
and the suppert package forthe customer

The new order extends the current partnership
with HAL for a further six years

The Hawk AJT fast Jet tralning solution enables
an alr force or navy to prepare front-line pllots for
the most medern fighter aircraft

Opportunitles

The Group 1s committed to a programme of investment

and technology transfer in support of iIts strategy to create
indigenous capability in the indian defence and secunty market,
and significant order opportunities exist for BAE Systems

In the air domain, BAE Systems continues to support EADS
in the promotion of Typhoon for the Indian Air Force Medium
Multi-Role Combat Aircraft competition, as well as working
with HAL on the supply of Hawk AJT aircraft

In land, Indha 15 trialling the M777 howitzer in advance of a
potential purchase and further opportunities exist to sell
FH77-BOS artillery

Opportunities also exist to import capability from other areas
ofthe Group to meet growing requirements in the security and
land domains
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Directors Report Business Review

Resources

The Group’s key resources and arrangements include its relationships with customers,
subcontractors and other suppliers, pecple, research and development, and intellectual
property. These resources, together with the application of the mandated policies and
processes in the Operational Framework, help the Group to achieve Its strategy

Customers

The Group’s core husinesses are primarily defence and
security-related, selling products and services in its home
and export markets both directly and Indirectly, mainly to
government, but also to commercial, customers Customer
relatlonships often extend over decades, and span the full
product and service lifecycle from Initial concept definltion,
through the system development phase, Into production and
then on to support for the system In service

— Improvements In schedule adherence and customer
satisfaction achleved

Principal customers

The Group’s most significant customers are the govemments

of the US, UK, Kingdom of Saudi Arabia and Australia Inthe US,
BAE Systems Is subjectto a Special Security Agreement that
safeguards US national secunty interests, as a result of which

BAE Systems I1s allowed to supply products and services of a highly
sensitive nature to the US government Agreements between the
governments of the Unted Kingdom and Kingdom of Saudi Arabia
relating to defence co-operation programmes remain essential to
the development of the Group’s business in Saudi Arabia In
Australia, BAE Systems i1s subject to an Overarching Deed with the
Commonweatth of Australia that protects their national security
and other interests, and allows the Group to own certain Australian
defence-related industral assets

Indian government policy on Foreign Direct investment mandates
that foreign partners can hold a maximum of 26% equity in
defence ventures

Lifecycle Management (LCM)

The application of LCM, which 1s a mandated project management
process, 1s fundamental to the Group's capability to deliver
projects on time, within cost and according to agreed
requirements, thereby meeting customer commitments It
provides a structured approach to managing the Group's projects
throughout their ifecycles, promoting the application of best
practice management, faciitating continuous iImprevement and
providing a competitive advantage in the way that projects are
managed

Working closely with the customer at the
Group’s new design and prototyping centre

BAE Systems opened a new state-of-the-art design and prototyping centre in
Sterling Helghts, Michigan, In close proximity to its customer to allow further
development of an ongoing, collaborative working relationship The centre
houses facllities for vehicle and subsystem rmodifications, integration and
testing, electrical assembly fabrication, software development and system
Integration of vehicle control and crew station electronics

32 www baesystems com

The lifecycle of a project comprises business winning and contract
execution phases During business winning, management
focuses onthe customer’s requirements and the atnlity of the
Group to deliver a product or service at acceptable nsk and
profitability Inthe contract execution phase, management
concentrates on developing and proving the product or service to
deliverto customers’ requirements and planned margins

Schedule adherence and customer satisfaction metrics are
regularly reviewed by the Board to monitor contract milestone
achievernent, and to ensure that the Group 1s delivenng on its
commitmentstoits customers

Customer Reviews

Throughout the project lifecycle, the Group engages extensively
with its customers and undertakes Customer Reviews todrive
change, and promote and sustamn the growth and development of
customer relationships

Under the Operational Framework, businesses are required to
undertake a Customer Review at least every two years with their
key custorners, using specified processes Customer Reviews
also include questions to determine customer perceptions of
BAE Systems’ ethics

These reviews help the Group to understand how Its customers
perceive its performance and behaviours, and help to understand
customer pnorties, and to reshape services and behaviours when
necessary

Responsible Behavliour - business conduct

BAE Systems does not compromise on the way it conducts
business, and consistency of this approach is key indefining its
reputation The Group has four Responsible Trading Principles
(see page 33), which underpin all of its business activity

The Group's corporate responsibility agenda, including its
commitment to be recognised as a leader inbusiness conduct,
contnbutes to successful fongterm relationships with customers

The Group measures the success of its customer relationships through the

KPI  sohedule adherence and customer satisfaction KPIs {see page 18)




Subcontractors and other suppliers

Subcontractors and other suppliers provide the products
and services needed to manage the business from design
to manufacturing to Readiness & Sustainment Managing
performance and expenditure with suppliers, which can
represent a signiflcant portion of project cost, is an
important value driver for the Group.

— Top 1,000 suppliers are provided with the Group’s global
Code of Conduct and encouraged to work to equivalent
standards

— Standard terms and conditions Introduced across the UK
and US

Busliness sustainability

BAE Systems 1s commutted to developing and improving
relationships with supphers to deliver better value and
innovation for customers To minimise nsk to the Group, the
financial health of key suppliers 1s assessed to ensure they can
continue to deliver essential products and services The Group's
global database of vulnerable suppliers 1dentifies those which
may be at nsk during the econom:c downturn, and which may
need support to ensure business continuity

Terms and conditions

Standard terms and conditions have now been introduced
across the Group’s UK businesses to help to ensure thata
consistent approach to supplier management 1s adopted for
routine purchases These include clauses on environmental
sustainability, business conduct and responsible trading Other
home markets are following surt Standard terms and conditions
had already been established by the Group’s businesses in the
US, and the majonity have adopted the standards

Capabllity development

Professional development of procurement staff 1s important

A training programme has been developed in partnership with
the Chartered Institute of Purchastng and Supply mthe UK, and
with the Institute of Supplier Management inthe US The UK
programme was launched in 2010, and the US version is
scheduled to pilot In 2011

Supporting employment in the UK

In 2009, the Group's UK businesses spent an estimated £5 Sbnon
procurement of equipment, components, raw materials, rent, energy and
services from its suppllers Itis estimated that some £4 1bnof this was
spent Inthe UK

Distributing BAE Systemns’ UK procurement spending across Industrial
sectors and examining the Impact of that spending ontotal sales of

different industries, using input/output tables, suggests that a typlcal jobin
BAE Systemns in the UK supports a total of 1 2 jobs elsewhere in the economy
Put another way, taking into account the first and second tiers of suppllers,
together the 42,360 Fult-Time Equivalent (FTE) UK Jobs at BAE Systems in
2009 supported a further 52,088 FTE Jobs further down the supply chain

Source Oxford Economics

Responsible Trading Principles

BAE Systems has four Responsible Trading Principles that underpln all of
the Group s business actlvity These are

— we undarstand and support our customers natlonal security and other
requirements,

— we work to BAE Systems’ Values inall that we do,

— we assess carefully our products and services with the objective that
neither BAE Systems nor our customers are exposed to significant
reputational risk, and

— we are as open as practicable about the nature of our business

Responsible Behaviour —business conduct

The behaviour of supphers could potentially impact the Group’s
reputation and performance, and the Group 1s taking steps to
encourage suppliers to adopt standards of Responsible
Behaviour consistent with the Group's InMarch 2010, the
Group's Code of Conduct was sent to the top 1,000 suppliers
who are encouraged to work to equivalent standards Tenders
from major suppliers are now also assessed against the Group's
Responsible Trading Principles (see above)

Guidance has been introduced to help procurement teams apply
the Group's Responsible Trading Principles, and cntena relating
to business conduct, safety and environmental management
have been integrated into supplier selection crniteria and ongoing
supplier management

Responsible Behaviour - environment

Reducing envircnmental impacts inthe supply chain continues to
be afocus, with guidance published by the Group’s Sustainable
Procurement Working Group BAE Systems remains committed
to the UK Ministry of Defence’s Sustainable Procurement Charter
that seeks to iImprove environmental standards in the defence
supply chain
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Directors' Report Business Review
Resources continued

People

The Group’s investment In Its current and potentlal future
workforce Is designed to provide the capabillties and skills
needed to deliver on the Total Performance objective. The
Group takes a through-career approach to skllis development,
from Influencing the cholces made by people in full time
education and early careers programmes to contlnuous
professional development Through the global application of
Its People Policy, the Group alms to provide an employment
proposition that attracts, retains and engages highly skilled,
maotivated and valued people.

— 98,200 employees® globally

— During 2010, the Group recruited 441 graduates and 338
apprentices globally

Responsible Behaviour - safety

The Group’s commitment to a strong safety performance Is
a fundamental responsibility, and contributes to business
performance and employee engagement (see page 50)

Responsible Behaviour - diversity and inclusion

Afocus on diversity and inclusion encourages innovation and
enhances productivity by helping the Group to recruit, motivate
and retain the best people (see page 51}

The People Policy within our Operational Framework obliges
each employee to contribute to the creation of an Inclusive work
environment where iIndividuals are respected and the value of
adiverse workforce 1s recognised Diversity and inclusion are
included in the performance objectives of senior leaders

The Group 1s committed to giving full and fair consideration to
applications for employment from disabled people who meet the
requirements for roles, and making available training opportunities
and appropnate accommodation to disabled people employed by the
Group Unlawful discnimunation against indmduals with disabilgies 1s
nottolerated The pnnciples set outin the People Policy are subject
torelevant legislative, regulatory and security requirements

Capability development

Focused training and development programmes helpto ensure
that employees have the skills and technical know-how to meet
ourcustomers’ changing needs A strategic approach to training
helps us to map employees’ skills against changing business
requirements and identify training priorities  Flexible training
and development programmes encourage a culture of lifelong
learning, helping employees to reach their full potential

Developing leadership capability
The Total Performance Leadership framework provides an
integrated approach 1o performance management, resourcing

BAE Systems’ commitment to future
capability development

BAE Systems’ graduate programmes are part of its wider commitment to
future capability development, and are designed to help meet its future
technology and leadership requirements BAE Systems’ core graduate
programmes provide graduates with a development programme, which
Includes a residential Graduate Developing You programme and an annual
conference The Group s new UK graduate recrultment website won the best
new corporate graduate recruitment website award at the 2010 Onrec
Awards, the leadIng industry online recruitment awards

Inthe UK, the Group Is one of the blggest recrulters of engineering
apprentices, employing 286 new apprentices In 2010

1 Including share of equity accounted investments
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and leadership development It aims to strengthen leadership
capabilities to optimise delivery of the Group’s strategy The
framework provides a set of tools for matching indwidual’s skills
and potential with business goals, as well as feedback from
employee surveys and customer reviews [t includes tramning,
coaching and mentoring to support managers and aspirning
leaders tn achieving their carcer goals

Education and early careers

Education programmes in the Group's home markets aimto
Interest young people in science and engineernng careers

The schools road show in the UK, and the Group's sponsorship
of FIRST (For Insprration and Recognition of Science and
Technology) in Australia and the US target school age students
The Group also partners with universities to develop courses
that meet the needs of industry and provide placement
opportunities for undergraduates

In 2010, the Group launched its Skilts 2020 strategy inthe
UK, a programme for delivenng the skills the engineening and
manufacturing sectors need over the nexttenyears Inthe US,
the Group 15 a member of Change the Equation (CTEQ), an
Inttiative to Improve Science, Technology, Engineenng and
Mathematics (STEM) education for children The goals of CTEq
are to improve teaching in STEM subjects and inspire student
learning and career choices in STEM

The Group's education and early careers programmes supportits
commitment to dversity and inclusion, by tackiing perceptions that
engineering |s a male career choice, and encouraging female and
minority students to consider a career i the industry (see page 51)

Employee engagement

Regular internal communication, including newsletters and the
intranet, keeps employees involved and motivated Results from
the 2010 bienmal Group-wide employee survey demonstrated
that the Group continues to engage proactively with its employees
despite ongoing restructunng activities The Groupwill analyse
the results and develop action plans to address areas where
appropnate to enhance Its engagement with employees

The Group has constructive relationships with trade unions, and
regularly communicates and discusses business developments
which impact the Group and Its employees

The Group welcomes employees becoming shareholders in
BAE Systems, and offers a number of employee share plans to
support this

The Group measures its safety performance using the Lost Work Day Case
KPI Rate KPI (see page 19)




Research and Development (R&D)

The Group is engaged In leading edge R&D programmes in
support of the Services, Electronic Systems and Platforms
that it provides to its customers.

— In 2010, R&D expenditure was £1,298m (2009 £1,211m)
of which £270m {2009 £278m) was funded by the Group

The Group's R&D actmities cover a wide range of programmes,
and include technological iInnovations and techniques to
improve the manufactunng and service of products

The Group funds strategic R&D across the business, particularly
inthe Electronic Systems, Cyber & Intelligence and muiitary
Services market segments Customers fund much of the
nearterm product development work undertaken by the Group

BAE Systems has an Investmentin Innovation programme
ammed at small and medium-sized enterpnses and academia
todentify and accelerate the development of new technologies
in support of customers’ requirements As well as providing
financial support, BAE Systems offers expertise and resources,
including the use of test and evaluation facilities Current
investments focus on the areas of cyber secunty, surveillance
and biometrics

An example of the Group's R&D activities within Cyber &
Inteligence 1s the development of a technology demonstrator
that iIntegrates biometrics in the form of face and inis recognition
to a prototype system that can recognise subjects on the move

Inmilitary Services, for example, the Group has developed
processes for the installation and testing of new capabihties on
Tornado aircraft, Including for urgent operational requirements,
which have reduced timescales for delivery to the customer

The Group continues to invest In autcnomous systems i the air
domain to address emerging global demand In conjunction with
its customer and industry partners, BAE Systems has designed,
developed and built the Taranis autonomous stealthy unmanned
combat air vehicle, which was unvelled dunng 2010

Intellectual property

Intellectual property Is vital to the Group's success in
obtaining and maintalning a competitive advantage,

~ In 2010, the Group filed patent applications covering over
250 new inventions

— At 31 December 2010, BAE Systems had a totzal portfolio
of patents and patent applications covering more than
2,000 Inventions worldwide

The Group’s Iintellectual property 1s a key competitive
differentiator to the business in all market segments — Services,
Electronic Systems and Platforms [t takes many forms, In
products, processes and know how

The Operational Framework mandates a policy to protect the
Group’s intellectual property (including patents, copyrights
and trade marks} through appropriate use and ohservance
of inteliectua! property law, so that returns made from

the investment in R&D and technological innovation are
protected, and commercial and business innovations are
adequately safeguarded

BAE Systems is developing ‘liquid armour’
to protect frontline troops

BAE Systems has developed a counterintultive liquid which hardens
when struck as part of 2 project to create future body armour, offering
soldlers greater balllstics protection and ease of movement in combat
situatlons The technology,referred to as ‘liquid armour’, harnesses the
unigue properties of shear thickening flulds which ‘lock’ together when
subjected to aforce to enhance the existing energy absorbing properties
of material structures hike Kevlar

Ceramic-based armour plates used in current body armour systems to
cover large areas of the torso are heavy and bulky, restricting movement
and contributing to fatigue, particularly In harsh environments like
Afghanistan

‘Liquid armour’ seeks to address a requirement for materlals which can
offer troops Increased protection with reduced mass, wider area cover,
greater manoeuvrability and easy Integration with other systems The
technology can be integrated into standard Kevlar body armour

DEMON demonstrates ‘flapless flight
technology’

In September, the DEMON Unmanned Alr Vehicle (UAV) successfully
demonstrated “flapless flight’ in the UK Developed by Cranfleld
Unlversity, BAE Systems and nine other UK universities, DEMON is
designed to be able te forgo the use of conventional mechanical
elevators and ailerons, which usually control the movement of an
aircraft, In favour of novel agrodynamic control devices using blown jets
of air The aircratt Is the coutcome of a five-year programme Jointly
funded by BAE Systems and the UK s Engineering and Physical Sclences
Research Council
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“A robust performance
evidencing the
quality and resilience
of the Group.”

George Rose
Group Finance Director
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FINANCIAL HIGHLIGHTS

— Headhne sales? increased by 1.8%

— Underlying EBITA®up 0.8%t0 £2,214m

(2009 £2,197m) after a charge of £100m
taken in respect of the terminated Tnnidad
and Tobago ship contract

— Underlying earnings* per share increased
by 1.7%t0 40.8p (2002 40.1p)

— The total dividend has increased by 9 4% to

17.5p (2009 16.0p)

— £500m market purchase of shares completed

SUMMARY INCOME STATEMENT - CONTINUING OPERATIONS

Restated!

2010 2009
£m £m
Sales? KRt 22,392 21,990
Underlying EBITA? HPY 2,214 2,197
[Return on sales 9 9% 10 0%|
Profiton disposal of businesses 1 68
Pension accounting gains 2 261
Regulatory penalties (18) (278)
EBITA 2,199 2,248
Amortisation of iIntangible assets {392) {286)
Impairment of intangible assets {125) {973)
Finance costs? (194) (698)
Taxation expense? (461) (352}
Profit/(loss) for the year 1,027 (61)
Exchange rates — average
£/% 1545 1 566
£/€ 1.166 1123
E/A$ 1.682 1990

Following the sale of half of the Group's 20 5% shareholding
In Saab AB, its share of the results of Saab AB to the date of
disposal are now shown within discontinued operations for the
current and prior penods (see note 9to the Group accounts)




Income statement — continuing operations

Sales? increased by 1 8% to £22 4bn (2009 £22 Obn)
Like-fordike sales?, after adjusting for the impact of exchange
translation, and acquisitions and disposatls, reduced by 1 9%
as increased Typhoon deliveries and support actimties inthe
Kingdom of Saudi Arabia were more than offset by the planned
lower level of land vehicle sales in the US

US-led businesses were responsible for 51% (2009 55%) of
sales?® Sales? generated from home markets represented
92% (2009 92%) of sales? The Group’s sales? performance
1s ilustrated in the bridge chart below

Underlying EBITA® Management uses an underlying profit
measure to monitor the year-onyear profitability of the Group
This i1s defined as earnings before amortisation of intangible
assets, finance costs and taxation expense (EBITA) excluding
non-recurring tems

Undertying EBITA? increased by 0 8% tc £2,214m {2009
£2,197m) This increase includes favourable exchange
translation of £25m Acharge of £100m was taken inthe year
inrespect of the terminated Trinidad and Tobago ship contract
Excluding that charge, return on sales increased to 10 3%

US-led businesses delivered 56% (2009 52%) of the Group’s
underlying EBITA3 The increase in underlying EBITA? 1s
IHustrated in the bridge chart below

Non-recurring items are defined as tems that are relevant to
an understanding of the Group's performance with reference
totheir matenality and nature The non-recurring items, which
are unchanged from the prior year, are as follows

In the prior year, profit on disposal of businesses of £68m
included £58m for the finalisation of the accounting gain
ansing from the BVT joint venture transaction

The penslon accounting galn in the prior year of £261m
resulted from pension benefit restructuring in the US

The regulatory penalties of £278m in the prior year reflect
the global settlement of the regulatory investigations by the
US Department of Justice (Dol) and the UK's Senous Fraud
Office The £18mcharge inthe currentyear reflects the US
dollar exchange rate movement on payment of the penalty
inrespect of the Dol

1 Restatad following the sale of half ofthe Group s 20 5% sharehald:ng in Saab AB and
subsequent classification as a discontinued operation

Including share of equity accounted investments

Earmings before amartisation and imparment of Intangible assets finance c0sts and
taxation expense (EBITA) excluding nonrecumng nems

(LR

Amortisation of Intangible assets 1s £106m higher at £392m
mainly reflecting the profile of vehicle delivenes under the Family
of Medium Tactical Vehicles (FMTV} contract

Impalment of Intanglble assets of £125mincludes £70m
relating to the Surface Ships business prnimarily ansing from
the underperformance of the ex-VT Group export ship contracts
The £973m charge in the pnor year pnimarily reflected the
non-award of the follow-on FMTV production contract (£592m)
and the weaker outlook for the USbased Products Group
business (£264m)

Finance costs? were £194m (2009 £698m) The underlying
interest charge was £191m (2009 £193m) A netexpense

of £3m (2009 £505m) arose from pension accounting,
marked to-market revaluation of financial instruments and
foreign currency movements The net expense In the prior year
arose from movements in exchange rates onthe unhedged
element of an intercompany loan from the UK to the US
business That loan has subsequently been capitalised

Taxatlon expense? reflects an effective tax rate of 29% (2009
28%) The effective tax rate 1s based on profit before taxation
excluding goodwill impairment of £84m (2009 £725m) and
regulatory penaities of £18m (2009 £278m) The underlying
tax rate for 2011 1s expected to be around 30%, with the finat
number dependent on the mix of profits between the UK and US
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Financial performance continued

Earnings per share — continuing operations

Dividends

RECONCILIATION FROM UNDERLYING EBITA® TO UNDERLYING
EARNINGS* - CONTINUING OPERATIONS

Restated!
2010 2009
£m £m
Underlying EBITA? w2214 2,197
Finance costs excluding non-cash
finance movements on pensions
and financmal derivatives (see
note 6 to the Group accounts) {191) (193}
2,023 2,004
Taxation {587) (567}
Non-controlling interests {29) (22)
Underlylng earnings* 1,307 1,415
Weighted average number of shares 3,451m  3,532m
Underlylng eamings* per share kPt 40 8p 40 1p

Underlying earnings® per share was 40 8p (2009 40 1p},an
increase of 1 7% The effect of the Trinidad and Tobago £100m
charge taken in 2010, net of tax, amounts to an earnings per
share reduction of 2 1p Excluding that charge, underlying
earnings* per share increased by 7 0% compared with 2009
The increase in underlying earmings* per share 15 llustrated
inthe bridge chart below

Basic eamings per share, \n accordance with IAS 33, Eamnings
per Share, ncreased to 28 9p compared with a loss in 2009
of 2 3p

1 Restated following the sale of half of the Group s 20 5% shareholding in Saab AB and
subsegquent ctassification as a discontinued operation

Including shase of equity accounted nvestments

Earnings before amortisation and tmpairment of iIntangible assets finance ¢osts and
taxation expense {EBITA) excluding non-recusring items.

WK
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The Board 1s recommending a final dividend of 10 5p per share
(2009 9 6p), bringing the total dividend for the yearto 17 5pper
share (2009 16 Op), anincrease of 9 4%

The proposed dvidend 15 covered 2 3 times by underlying
earnings* from continuing operations (2009 2 5 times), which
15 consistent with the Group's policy of growing the dividend
whilst maintaining a long-term sustainable earnings cover of
approximately two times

4 Earnings excluding amort:sation and impasrment of Intangible assets, noncash finance
movements an pensions and financial derlvatives and nonrecuming tems

5 d follawing fi 10f the faw values recognised on acquisition of the 45%
shareholding in BYT Surface Fleet Lumuted




Cash flow

RECONCILIATION OF CASH INFLOW FROM OPERATING
ACTIVITIES TO NET (DEBT)/CASH (AS DEFINED BY THE GROUP)®

2010 2009
£m £m

Cash inflow from operating actlvities 1,535 2,232
Capital expenditure {net) and financial

investment (364) (489)
Dwidends receved from equity

accountgd Investments L L S
Assets contrnibuted to Trust (25) (225)

Cash held for charntable contribution

Cash inflow from operating activities was £4,535m (2009
£2,232m), which includes contnbutions in excess of service
costs for the UK and US pension schemes totatling £554m
(2009 £475m), and the payment of the regulatory penalty to
the US Department of Justice (£266m)

There was an outflow from net capital expenditure and financial

investment of £364m (2009 £489m) The pnor yearincluded
£94m in respect of new residential and office facilities in
Saudi Arabia

Dividends recelved from equity accounted investments,
pnmanly MBDA, FNSS, Arr Astana, Advanced Electronics
Company and Eurofighter GmbH, totalled £71m (2009 £77m)

Overview

Strategy

Group performance

to Tanzania (30) — Assets contributed to Trust comprise a £25m payment made
Operating business cash flow’ k1,187 1,595 csig;:grg}] ;hé {)e(;as; ig ;hsenl:)eneflt of the Group’s main pension
Interest {(173) (186)
Taxation (352) (350) Cash held for charitable contributlon to Tanzanla Whilst the
Free cash flow 662 1.059 £29 5m chantable contnbution for the benefit of the people

! of Tanzama (referred toin the Chairman’s letter on page 7}

Acquisitions and disposals (88) {253} had not been made at the date of this Annual Report, the
Debt acquired on acquisition amount has been deducted from the Group's stated net debt

of subsidiary - (1) at31 December 2010 and, with effect from 1. January 2011,
Purchase of equily shares (net) (520) (20) 1sbemg held by the Company in a notional deposit account
Equity dvidends paid (574) (534) accruing interest for the benefitof the people of Tanzania at
Dmmdends paid to non-controlling the Sterling London Interbank Bid Rate

Interests (32) {5) Taxation payments were £352m (2009 £350m)
cﬁ::ég:g&:‘%:g‘g Ivrr:;?rmur:] :;:;‘ Sred (123) 36 Net cash outflow in respect of acquisitions and disposals of
Movement in cash collateral 11 (11) £88m mainly comprises the acquisttion of Atlantic Marnine and

0ASYS Technology (£260m), less the disposal of half of the

Movement in cash received on Group's 20 5% shareholding in Saab AB (£92m)and an initial

customers' account® 7 (12)  payment of A$112 5m (£65m, net of legal fees) recerved from
Foreign exchange translation (20) 262 the former owners of the Tenix Defence business relating to the
Other noncash movements 32 {157) resolution of outstanding 1ssues from the 2008 acquisition
Total cash {outflow)/inflow (645) 364 The prior year outflow of £253mmainly reflects £315m paid
Cpening net cash (as defined to acquire VT Group's 45% interest in BVT, less £70m deferred

by the Group)® 403 39 consideration received relating tothe 2008 disposal of a 50%
Closing net (debt)/cash (as defined interest in Flagship Training

by the Group)® (242) 403  The net purchase of equity shares of £520m (2009 £20m)

COMPONENTS OF NET (DEBT)/CASH (AS DEFINED
BY THE GROUP)®

2010 2009
£m £m
Debt-related derivative financial assets 45 39
Other iInvestments - current 260 211
Cash and cash equivalents 2,813 3,693
Loans — non-current (2,133) (2,840
Loans and overdrafts —current {920) (453
Less Cashreceived oncustomers’
_account® (186) (20

Less AssetsheldinTrust
Less Cash held forchantable

" (261) (227)

contribution to Tanzania (30) -
Net (debt) /cash (as defined by

the Group)® (242) 403
6  Seencte 27 to the Group accounts
7 See ngte 26 10 the Group accounts
8  Cashrecevgd oncustomers account 1s the unexpended cash recesved from customers in

advance of delivery which 1s subject to advance payment guarantees unrelated to Group
performance Itis ncluded withintrade and other payables In the Group s balance sheet

includes 144 million shares purchased under the buyback
programme at a cost of £6500m {excluding transaction costs
of £3m)

As a consequence of movements in the US dollar and Euro
exchange rates dunng the year, there has been a cash outfliow
from matured derivative financlal instruments of £123m
(2009 inflow £36m} from roliing hedges on balances with the
Group's subsidianes and equity accounted investments

Foreign exchange translatlon primarily anses in respect of

) the Group's US dollar-denominated borrowing
}
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Financlal performance continued

Penslons

Pension schemes

The Group's principal pension plans are funded defined benefit
plans The two largest schemes are the BAE Systems Pensions
Scheme (Main Scheme) and the BAE Systems 2000 Pension
Plan {2000 Plan) In aggregate, these two plans represent 73%
{2009 77%) of the total IAS 19, Employee benefits, deficit at

31 December 2010

Investment strategy

in aggregate, some 60% of the Group's pension assets are held
In equities due to the higher expected level of return over the
long term The iInvestment portfolios are highly diversified in
order to provide reasonable assurance that no single secunty
or type of security could have a matenally adverse impact on
the total portfolic In addition, some of the Group’s pension
schemes use derivative financial instruments as part of therr
investment strategy to manage the level of nsk

An analysis of pension scheme assets spht between equities,
bonds, property and other nvestments, together with the
expected returns on those investments, Is shown in note 21
to the Group accounts

Valuation

Pension plan valuations are performed by independent
actuanes for both IAS 19 accounting (see critical accounting
policies on page 44) and funding purposes

Accounting valuations
A summary of the Group’s pension scheme assets and liabilities
15 set out on the opposite page

Pension scheme assets are included in the valuation at bid value

The key assumptions used to calculate pension scheme
liabilihes for the principal plans are shown below

PRINCIPAL PENSION ACCOUNTING VALUATION ASSUMPTIONS

UK us
2010 2009 2010 2009
Real discount rate? (%) 21 22 25 29
Rate of Increase In
salanes (%) 4.4 45 4.5 45

Rate of Increase in
pensions inpayment (%) 2.3-3.6
Rate of Increase in
deferred pensions (%)
Life expectancy of
a male currently
aged 65 (years)
Life expectancy of
a female currently
aged 65 (years)

2337 n/a n/a

2.8-3.4 36 n/a n/a

19-23 19-23 19 19

2226 22-26 21 21

The discount rate assumptions are based on third party AA
corporate bond indices using yields that reflect the matunity
profile of the expected benefit payments

The valuation of the Group's pension liabtlities 1s highly sensitive
to movements in real discount rates During the year, these
rates have continued to be volatile Aten basis point movement
In the rate changes the pre-tax iability by some £0 3bn

The relationship between the UK pension deficit (as defined

by the Group) and the real discount rate 1s illustrated in the
chart opposite

9 Discountrate net of nflation

40 www baesysiems com

Certain of the Group's equity accounted investments participate
in the Group's defined benefit plans as well as Airbus SAS, the
Group's share of which was soldin 2006 As these are multi-
employer plans, the Group allocates an appropriate share of

the IAS 19 pension deficit to those equity accounted
investments and to Airbus SAS

Funding valuations

The tnennial funding valuations of the Group's two largest
pension schemes, the Main Scheme and 2000 Plan, were
performed as at 5 Apri 2008 and 2010, respectively

Pension scheme assets are included in the valuation at market
value, whilst the liabilities are determined based on prudent
assumptions set by the trustees following consultation with
scheme actuaries

The triennial funding valuations form the basis for the Group's
cash funding obligations to its pension schemes

The current deficit recovery plan agreed with the trustees of the
Ma:n Scheme runs until April 2026 and includes annual lump
sumcontnbutions of £40m until 2046 |n addition, as part of
the agreed deficit recovery plan, the Group contnbuted a further
£25m into Trustin 2010 The cumulative contributions into Trust
of £250m are reported within other iInvestments (£260m after
cumulative fairvalue gains of £11m), and cash and cash
equvalents (£1m) at 31 December 2010, and the use of these
assets 1s restricted under the terms of the Trust A final £25m1s
due to be paid into Trustin 2011 The Group considers these
contnbutions to be equivalent to other lump sum contributions
it makes into the Group's pension schemes and, accordingly,
presents a definiion of the pension deficit including them

During the year, the Group made anincremeantal lump sum
contribution of £51m into the 2000 Plan This payment was
made 1n advance of the finalisation of discussions between the
trustees and the Group to determine the funding implications of
the 2010 tniennial valuation The deficit recovery plan in respect
of the 2010 trenmial valuation was subsequently agreed and
runs until April 2026 It includes lump sum contnbutions of
£15min 2011 and £7 7min 2012, and annual lump sum
contnbutions of £54m thereafter

The Group also made contributions to the UK pension schemes
totalling £157m following the £500m share buyback
programme completed in July 2010

The results of future tnenmial valuations and associated funding
requirements will be impacted by the future performance of
investrment markets, and interest and inflation rates




Balance sheet

SUMMARY BALANCE SHEET

The movement in the pension deficit {as defined by the Group)
dunng the year was as follows

MOVEMENT IN THE PENSION DEFICIT (AS DEFINED

5
sorn e BY THE GROUP)
£m £m £m
intangible assets 11,216 11,306 Total IAS 19deficitat 1 January 2010 {5,616}
Property, plant and equipment, Actual return on assets above expected return 1,043
and investment property 2,848 2,663 Decrease in habilities due to changes in assumptions 55
Equity accounted investments Contnbutions in excess of service cost 554
and other investments 798 852  past service cost (39
Otherfinancial assets and liabilities (net) (10) (45} Curtaiment gains 2
Tax assets and habilities {net) 580 896  Net financing charge (103)
Pension deficit (as defined by the Group) (3,146} (4,410) Exchange translation {(21)
Working capital (6,641} (7,002) mMovementin US healthcare plans 22
Net (debt)/cash (as defined by the Group)® (242) 403  Total IAS 19 deficit at 31 December 2010 (4,103)
Net assets 5403 4,663 Allocated to equity accounted investments
and other participating employers 696
Exchange rates - year end Group's share of IAS 19 deficit
£/$ 1.565 1615 at 31 December 2010 (3,407)
£/€ 1166 1 125| AssetsheldinTrust 261
i£/AS 1.526 1 795| Penslon deficit (as defined by the Group) (3,146)

Exchange translation, principally in respect of the Group's
US dollar-denommated businesses, increased net assets
by £154m

The £80m reduction in Intangible assets to £11 2bn

(2009 £11 3bn) mainly reflects amortisation and impairments
(£517m), largely offset by the acquisition of Atlantic Manne
Holding Company {Atlantic Marine} (£170m) and exchange
translation (£277m) Intangible assets are accounted for in
accordance with IFRS 3, Business Combinations (see critical
accounting policies on page 44)

The reduction in equity accounted investments and other
investments from £852m t0 £798m includes a £155m impact
from the sale of half of the Group’s 20 5% shareholding

In Saab AB

5  Restatedfollowing finahsation of the far values recognised on acquisition of the 45%
shareholding in BVT Surface Fleet Limnted
€&  Seenote 27 to the Group accounts

Better than expected investment returns, a £348m impact
ansing from the change from the Retail Prices Index to the
Consumer Prices Index as the measure of price inflation for the
purposes of determining minimum statutory pension increases,
and deficit funding are the pnmary reasons for the Group's share
of the pre-tax pension deficit reducing With the exception of the
2000 Plan, the change to the measure for determining mimimum
statutory pension increases has affected all of the Group's UK
pension schemes for deferred pension increases, but has only
affected two of the Group’s smaller schemes for increases to
pensions In payment

PENSION ASSETS AND LIABILITIES

2010 2009
£m £m

17,203 15,023
(21,306) (20,639)

Fairvalue of plan assets
Present value of obligations

Total IAS 19 deficit, net (4,103) (5,616)
Allocated to equity accounted investments

and other participating employers 696 979
Group's share of IAS 19 deficit, net (3,407) (4,637)
Assets held in Trust 261 227
Pension deficit {(as defined by the Group) (3,148) (4,410)

Anet deferred tax asset of £1 Obn (2009 £1 4bn) relating to
the Group’s pension deficit 1s included within net tax assets
and liabihties, and disclosed in note 8 to the Group accounts

Further disclosure 1s provided opposite and in note 21 tothe
Group accounts

BAE Systems Annual Report 2010 41

Group performance Sirategy Cverview

Segmental performance

Governance

Financial statements



Directors Report Business Review
Financial performance continued

Capital

The Group funds its operations through a mixture of equrty
funding and debt financing, including bank and capital
market borrowings

At 31 December 2010, the Group's capital was £5,356m
(2009 £4,550m), which comprises total equity of £5,403m
(2009 £4,663m), less amounts accumulated 1n eqguity relating
to cash flow hedges of £47m (2009 £113m) Netdebt (as
defined by the Group)® was £242m (2009 net cash £403m)

The capital structure of the Group reftects the judgement of
the directors of an appropriate balance of funding required
The Group's policy I1s to maintain an investment grade credit
rating The Group's dividend policy 1s to grow the dividend
whilst maintaining a long-term sustainable earnings cover
of approximately two times

Tax

The Group's tax strategyis fully ahgned with its business
strategy and, as part of that, the Group seeks to build
constructive, cpen working relationships with tax authonttes
in all of the countries in which it operates

Treasury

The Group’s treasury activities are overseen by the Treasury
Review Management Committee (TRMC) Two executive
directors are members of the TRMC, including the Group
Finance Director who chairs the Committee The TRMC also
has representatives with legal and tax expertise

The Group operates a centralised reasury department that
15 accountable to the TRMC for managing treasury activities
in accordance with the framework of treasury policies and
guideiines approved by the Board It 1s an overriding pchicy
that trading in financial instruments for the purpose of profit
generation 1s prohibited, with all financial instruments being
used solely for nsk management purposes

The Group monitors compliance against the prnincipal policies
and guidelines {including the utilisation aganst credit hmits),
and any exceptions found are reported to the TRMC

€  Seenote 27 wthe Group accounts

42 www baesystems com

The Group's treasury policies in respect of the management

of debt, interest rates, iquidity, currency and credit quality are
discussed below All treasury policies remain under close review
given the continuing volatiity in the financial markets

Further disclosure on financial instruments 1s set out in note 30
tothe Group accounts

Debt

The Group's objective 1s to maintain a balance between the
continuity, flexibility and cost of debt funding through the use of
borrowings from a range of markets with a range of maturities,
currencies and rates of interest, reflecting the Group's nsk profile

Allthe Group’s matenial borrowings are arranged by the central
treasury department and funds raised are lent onward to
operating subsidiaries as required Surplus funds are lent
back to the central treasury department where appropriate

The maturnity profile of the Group’s borrowings is illustrated
graphically below and a more detailed analysis 1s provided in
note 19 1o the Group accounts

A $500m 4 75%bond was repaid in August 2010 This
repayment was pre-financed as part of $1 5bn raised in the
US bond market in 2009

Generally, excluding the impact of acquisition or disposal
financing and share repurchases, net cash/debt (as defined

by the Group)® Is driven by the operational performance of the
Group's subsidiaries and equity accounted investments, and the
level of receipts on major contracts Histoncally, the net cash/
debt position of the Group has been at its best at the yearend

It remains the Group's intention to ensure the business I1s
funded conservatively, and to be proactive in accessing bank
and capital markets in achieving this aim

Interest rates

The Group’s objective I1s to mitigate 1ts exposure to interest rate
fluctuations on borrowings and deposits through varying the
proportion of fixed rate debt relative to floating rate debt over the
forward time horizon by utihsing derivative instruments, mainly
Interest rate swaps




The Group's Interest rate management policy 1s thata minimum
of 50% and a maximum of 75% of gross debt 1s maintained at
fixed interest rates At 31 December 2010, the Group had 65%
(2009 62%) of fixed rate debt and 35% (2009 38%) of flcating
rate debt based on a gross debt of £3 0bn, including debt-
related dervative financial assets (2009 £3 3bn)

Liquidity
The Group's objectives are to

— maintain adequate undrawn committed borrowtng facilities,
and

— control and monitor bank credit nisk and credit capacity
utiisation

The Group's committed Revolving Credrt Facility {RCF) was
renegotiated in December and was ncreased to £2bn

(2009 £1 455bn) The RCFis syndicated amongst the
Group's core relationship banks and is available to meet
expected general corporate funding requirements The RCF s
contracted until 2015 and was undrawn throughout the year

The RCF acts as a back stop to Commercial Paperissued by
the Group The Group had £144m of Commercial Paper at
31 December 2010 {2009 £nil)

Cash flow forecasting 1s performed by each ine of business as
part of the annual Integrated Busmess Planming process and
the monthly reporting cycle The Group monitors a rolling
forecast of iquidity requirements to ensure It has sufficient
cash to meet aperational needs while maintaining sufficient
headroom on 1ts undrawn committed borrowing facilities

The Group adopts a conservative approach to the investment of
Its surplus cash It 1s deposited with strong financial nstitutions
forshort penods Bank counterparty credit nsk 1s monrtored
closely on a systematic and ongoing basis Acredithmitis
allocated to each institution taking account of its market
capitalisation, credit rating and credit default swap price

For internal credit risk assessment purposes, all transactions
are marked-to-market and any resultant exposure 15 allocated
against the credit it The Group had cash and short-term
investments at 31 December 2010 of £3,073m (2009
£3,904mj}, which was invested with 25 financial institutions
The maximum amount deposited with any individual bank as

at 31 December 2010 was less than £225m (2009 £300m)

Currency

The Group's objective 1s to reduce its exposure to volatility in
earnings and cash flows from movements in foreign currency
exchange rates The Group I1s exposed to a number of foreign
currencies, the most significant being the US dollar

Transactional nsk

The Group 15 exposed to movements In foreign currency
exchange rates in respect of foreign currency denominated
transactions Tomitigate this nsk, the Group's policy 1s to hedge
all matenal firm transactional exposures, unless otherwise
approved as an exception by the TRMC, as well as to manage
anticipated economic cash flows over the medium term

The Group aims, where possible, to apply hedge accounting
treatment for all derivatives that hedge matenal transactional
foreign currency exposures

Translational risk

The Group 1s also exposed to mevements in foreign currency
exchange rates in respect of the translation of net assets and
ncome statements of foreign subsidianes and equity
accounted investments The Group does not hedge the
translation effect of exchange rate movements on the Income
statement or balance sheet of overseas subsidianes and equity
accounted investments it regards as long-term investments
Hedges are, however, undertaken in respect of investments
that are not considered long termor core to the Group

Credit quality

The Group’s cbjective 1s to maintain an investment grade rating
In order to ensure access to the widest possible sources of
finance and mimmise the cost of debt funding to support the
efficient operation of the Group's activities This1s achieved
through the delivery of planned operating cash flows, and
management of its relationships with debt capital market
investors, banks and rating agencies

Three credit rating agencies, Moody's Investors Service,
Standard & Poor’s Ratings Services and Fitch's Investors
Service, publish credit ratings forthe Group During the year,
all three maintained the outlook for their ratlings as stable

As at 31 December 2010, the Group’s long-term credit ratings
provided by these agencies were as follows

Rating agency Rating Outlook Category

Moody's Baa2 Stable Investment grade
Standard & Poor's  BBB+ Stable Investment grade
Fitch’s BBB+ Stable Investment grade
Insurance

The Group operates a policy of partial self-insurance, with the
majonty of cover placed in the external market The Group
continues to monitor ItS Insurance arrangements to ensure
the quality and adequacy of cover

The Group insures its export contracts and assoclated on-
demand bank guarantees against political and corporate rnisks
The Group monitors and benchmarks this insurance to ensure
Its adequacy and appropriateness

Dunng 2010, the Group again sought external validation ofthe
credit rating of those insurers who have a significant proportion of
the insurance portfolio The views of a number of rating agencies
and insurance intermediane s were considered to assess the
long-term stability of the Group's insurers. It1s the Group’s policy
that all its insurers have a minimum credit rating of A-
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Directors Report Business Review
Financial performance continued

Critical accounting policles

The Group's significant accounting policies are outhined in note
1 tothe Group accounts Not all of these significant accounting
policies require management to make difficuit, subjective or
complex judgements or estimates

The following I1s intended to provide an understanding of those
policies that management considers critical because of the

level of complexity, judgement or estimation involved in thetr
application and their impact on the consolidated financial
statements Thesejudgements involve assumptions or
estimates inrespect of future events, which can vary fromwhat 1s
anticipated However, the directors believe that the consolidated
financial statements reflect appropnate jJudgements and
estimations, and provide a true and fair view of the Group’s
financial performance and position over the relevant penod

Revenue recognition

Long-term contracts (IAS 11, Construction Contracts)
Revenue on long-term contracts 1s recognised when
performance milestones have been completed and accepted
by the customer

No profit 1s recognised on contracts until the outcome of the
contract can be reliably estimated Profitis calculated by
reference to rehable estimates of contract revenue and forecast
costs after making suitable allowances for technical and other
nsks related to performance milestones yet to be achieved

Owing to the complexity of many of the contracts undertaken
by the Group, the cost estimation process requires significant
Judgement Itis based upon the knowledge and experience

of the Group's project managers, engineers, finance and
commercial professionals, and uses the Group’s contract
management processes Factors thatare considered in
estimating the cost of work to be completed and ultimate
profitability of the contract include the nature and complexity
of the work to be performed, availability and productivity of
labour, the effect of change orders, availability of matenais,
performance of subcontractors, and availability of and access
to government-furnished equipment

Cost and revenue estimates, and judgements are reviewed and
updated at least quarterly, and more frequently as determined
by events or circumstances When it1s probable that total
contract costs will exceed total contract revenue, the expected
loss 1s recognised iImmediately as an expense Contract costs
compnse directly attnibutable costs, iIncluding an allocation

of direct overheads Indirect overheads are oniy regarded as
contract costs when their recovery Is explicitly allowed for under
the terms of the contract Indirect costs are otherwise treated
as a penod cost and expensed as incurred Matenal changes in
one or more of these estimates, whilst not anticipated, would
affect the profitability of ndwvidual centracts

Other (IAS 18, Revenue)

Where goods are supplied, sales are recognised when

the significant nsks and rewards of ownership have been
transferred 10 the buyer, recovery of consideration is probable,
there 1s no continuing management involvement, and revenue
and costs can be reliably measured

Where services are rendered, sales are recognised in proportion
to the stage of completion when the stage of completion of

the services, and the related revenue and costs, can be
measured reliably

Additional details are in note 1 to the Group accounts
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Retirement beneflt plans (IAS 19, Employee Benefils)

For defined benefit retirement plans, the cost of proniding
benefits 1s determined penodically by independent actuarnes
and charged to the iIncome statement in the penod in which
those benefits are earned by the employees Actuanal gains
and losses are recognised in full in the period in which they
oceur, and are recognised in the statement of comprehensive
mncome Past service costis recognised immediately to the
extent the benefits are already vested, orotherwise 1s
recognised on a straightline basis over the average period j
until the benefits become vested

The retirement benefit obligations recognised in the balance
sheet represent the present value of the defined benefit
obligations as adjusted for unrecogmsed past service cost
and as reduced by the fair value of scheme assets

The main assumptions made in accounting for the Group's
post-retirement plans are summansed on page 40 For each
of these assumptions, there 1s a range of possible values and,
In consultation with actuanes, management decides the point
within that range that most appropriately reflects the Group's
circumstances Small changes In these assumptions can have
a significant impact on the size of the deficit

The Group has allocated an appropnate share of the pension
deficit to 1ts equity accounted investments and other
participating employers using a consistent and reasonable
method of allocation which represents, based on current
circumstances, the directors’ best estimate of the proportion
of the deficit anticipated to be funded by these entities

The Group’s share of the pension deficit allocated to equity
accounted investments 1s included on the balance sheet
within equity accounted investments

The valuing of assets and liabilities at a point in time rather
than matching expectations of assets and habilities overtime
has no impact on short-term cash contrtbutions to the penston
plans, which are calculated based on separate independent
actuanal valuations

Additional details are in notes 1 and 21 to the Group accounts

Intangible assets (IFRS 3, Business Comblnations)
From 1 January 2010, the Group adopted IFRS 3ona
prospective basis Acquisitions pnor to 1 January 2010
are accounted for in accordance with IFRS 3(2004)

Goodwill ansing on the acquisition of subsidiaries I1s capitalised
and included in intangible assets Goodwll on acquisition

of joint ventures and associates 1S Included in eguity
accounted investments

Goodwill 1s not amortised, but 1s tested annually for impatrment
and carned at cost less accumulated impairment losses The
impairment review calculations require the use of estimates
related to the future profitability and cash-generating ability

of the acquiredbusinesses

Other acquired intangible assets are identified and valued in ine
with internationally used models These models require the use
of estimates which may differ from actual outcomes

Other intangible assets are amortised over ther estimated
useful ives Future results are iImpacted by the amortisation
penods adopted and, potentially, any differences between
estimated and actual circumstances related to individual
intangible assets

Additional details are in notes 1 and 11 to the Group accounts




Directors Report Business Review

Corporate responsibility

“We are continuing to
embed a culture of
Total Performance.”

Deborah Allen
Managing Director,
Corporate Responsibility

Responsible Behaviour means doing business in a way

that reflects our values - Trusted, Innovative and Bold It s
a key element of Total Performance and works in harmony
with the other three elements. Customer Focus, Programme
Execution and Financlal Performance. Responsible
Behaviour Is embedded within our business through

delivery of our corporate responsibility (CR) strategy

Cur CR strategy covers the 1ssues that have been identified

as having the most potential to affect the sustainability of the
Group, by directly impacting the Group's reputation or ability to
operate These priornities are outliined below

We are committed to progressing our CR strategy by embedding
it into all areas of ourbusiness It supports the delivery of our
Group strategy (see page 14), and helps build and maintam
strong relationships with our stakeholders, ncluding customers,
regulators, investors, supphers, employees and communities

It enhances our reputation, contributes to greater operational
productivity and efficiency, and reduces nsk to cur business

Qur priorities

Business conduct and safety continued to be our two key CR
pnonties in 2010 Executive bonuses (see page 107)and
management objectives {see page 12} linked to performance
on these 1ssues support dnving the Group towards our desired
leadership position

We are increasing our focus on diversity and inclusion, and
environmental performance Both issues have the potential to
impact the long term sustainability of the Group diversity and
inclusion affects our abihty to recruit, engage and retain the
best people, and environmental management from increased
awareness of impacts, growing customer interest, Increasing
regulation and cost

Dunng 2010, business conduct, safety, and diversity and
inclusion were part of the Executive Commuttee objective
on progressing towards a recognised leadership position

in Respansible Behaviour {(see page 12} Environment has
been added to this chyective 1n 2011 Our 2011 objectives
for business conduct, safety, and diversity and inclusion are
covered on page 46, and for environment, on page 52

Govermance

Dunng 2010, CR key performance indicators, including business
conduct, safety, and diversity and inclusion, were reviewed by
the Executive Committee alongside financial and operational
performance The CR Committee, chaired by non-executive
director Paul Anderson, provides independent oversight, advice
and strategic direction on CR1ssues, and reviews progress
against our CR objectives quarterly (see the Committee’s report
on page 92} Selected CR performance information, reported on
pages 4610 53,15 also subject to external assurance by Deloitte
LLP {see their assurance statement on page 54)

BAE Systems' CR strategy 1s dnven by the Chief Executive and the
Executive Committee Anelement of semor executives’ (1 e thetop
250 emptoyees in the Group) remuneration in 2010 was directly
linked ta CR performance with up to 15% of potential annual
ncentive payment dependent onmeeting obyectives inthe prionty
areas of business conduct and safety AllGroup leveltargets
relating to these prionty areas have beenmet The performance of
the operating groups in respect of the Group's safety KPI 1s included
Inpages66to 72

The Managing Director, Corporate Responsibility (MD CR)
reports directly to the Chief Executive and leads our global

CR team, which provides support iIn embedding aspects of CR
throughout the Group Across-functicnal CR Forum, led by the
MD CR, enables us to raise employee awareness, share best
practice and drive improvements across the Group
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Directors Reporlt Business Review
Corporate responsibility continued

Performance in 2010 and objectives for 2011

Business conduct

2010 OBJECTIVES

PROGRESS

2011 OBJECTIVES

All Line Leaders and Functional Directors
are required to submit to the Chief
Executlve the level of Implementation

of core policles in thelr areas of
responsibility through the twice vearly
Operational Assurance Statement
{OAS). In cases where a policy Is judged
not to be fully implemented a plan is
required setting out the milestones to
full compllance The objective agreed

for 2010 is that by December all of the
milestones have been met and any future
milestones are on track to be met

Safety

Line Leaders and Functional Directors
confimed progress following the
revisions made to the core policies
resulting from the Woolf implementation
programme, through thelr six-monthly
OAS

Implementation of the Group's
programme to address the Woolf
recommendations to be complete

by May 2011 and confirmed through
external assurance at the end of 2011.

2010 OBJECTIVES

PROGRESS

2011 OBJECTIVES

Continue the progress towards a world
class level of safety performance:

- All businesses and BAE Systems’
controlled sites with more than 150
personnel to attain Level 4 of the
Safety Maturity Matrix (SMM}, and
those at Level 4 to show progress
towards achleving Level 5 by the end
of 2011,

—Deliver at least a 20% Improvement
in the Lost Work Day Case Rate
compared with 2009.

Diversity and inclusion

- Sites with more than 150 personnel
{other than those acquired during
2010) have now progressed to Level 4
on the SMM.

- An overall 31% Improvement In the Lost
Work Day Case Rate was achleved,
exceedIng our target of 20%

Continue to progress towards a world
class level of safety performance:

- Demonstrate continued progress
towards SMM Level 5 SMM
clariflcation
a. Level 5 achievement: All sites at
Leve! 4 In 2009 to achieve Level 5 by
the end of 2011;

b Level 5 progress Allsltes at Level 4
at the end of 2010 to demonstrate
progress to achieve Level 5 by the end
of2012,

c. Level 4 achlevement All remaining
shtes to achleve Level 4 by the end

of 2012,

- Continue to demonstrate year-on-year
Improvement In the Lost Work Day
Case Rate.

2010 OBJECTIVES

PROGRESS

2011 OBJECTIVES

Develap a global working climate which
embraces diversity and inclusion:

- Create a plan to deploy the Diversity &
Inclusion Maturity Matrix (D&IMM) by
the end of the first quarter and meet the
2010 milestones towards desired end

state to be achieved by the end of 2015.
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— Each business deployed the matrix by
the end of the first quarter. Business
units have developed plans and
milestones against the D&IMM
reflecting thelr individual starting
points and cultural context.

Continue to utilise the global DEIMM
to achleve an improved level of
performance for 2011,




Qur Ethics Helpline enables employees to request
information and advice or raise any concerns about
business conduct confidentially wherever they work
andwhatever theirrole? In 2010, employees made a
total of 734 enquiries tothe Helpline Allcaoncerns
raised with the Ethics Helpline were reviewed and
reported either to the Ethics Review Commuttee or in
BAE Systems, Inc tothe Ethics Executive Oversight
Committee

The Lost Work Day Case Rate fell from 562 in 2009
to 3891n 2010 equivalent to a 31% decrease
exceeding our target of 20% In 2011, we willcontinug
to monitor the number of ncidents resulting In days
tost to injury and take action to mininuse the nsk to
the Group s employees and its operations, and drive
centinual perfermance iImprovement

A+ See Assurance statermnent on pages 54 and 55

The number of major injuries recorded In 2010

has fallento 53 adecrease of 31% on 2009 data
The normalised rate of major Ijjunes per 100 000
employees has also decreased to 53 n 20107
This demonstrates an overall improvement in our
safety performance which reflects efforts to embed
a ‘safety first’ attitude across the Group

Diverssty data for both gender and age remained
consistent with 2009 figures During 2010 the Group
adopted a diversity and inclusion strategy 1o support
the recruitment, engagement and retention of
talented employees from all backgrounds

1 Incounties where there are no legal restrictions onthe

of our

If an employee 15 found to be in breach of sur Code
of Conduct or any other relevant policies, appropriate
disciplinary action is taken In 2010, 355 employees
were dismissed for reasons relating to breaches of
our standards and policies

Shps tnps and falls onthe same level were the main
causes of major injury in 2010 accounting for over 50%
of the total Accidents that resultininjury are
investigatedand solutians identified to help prevent
future occurrence

2010 ETHNIC DIVERSITY*

In Saud Arabla less than 40% of cur employees
are expatnates representing our commitment to
localising business talent We continue to focus
on skills transfer and increase the number of local
nationals inour workfarce In South Afnica, we are
working towards improving workplace diversity in line
with the business's transfoermation cbjectives and
the South African government s Broad Based
Black Ecanemic Empowerment {BBEEE} initiative
Currently, 41% of our workforce in South Africa is
black Inthe US, minonty group representation 1s
25%and inthe UK It remains low at 3%

We do not collect ethnic diversity data for Australia,
India and Sweden
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Directors Report Business Review
Corporate responsibility continued

Business conduct

Goal

BAE Systems s committed to becoming a recognised global
{eader in busingss conduct by continuing to embed policies and
processes across the Group, and integrate them into day-to-day
business practice

Strategy

We are placing business conduct at the heart of ourbusiness
through implementation of our global Code of Conduct, our
comprehensive response to the Woolf Committee Report,
and our commitment to Totat Performance

The Group's Code of Conduct sets out the principles and

standards we require all our employees to adopt Usedin
conjunction with our Responsible Trading Principles (see

page 33}, it supports our business activities

2010 performance

Training to ensure employees understand and comply with the
Code of Conduct forms a care part of raising awareness and
developing a culture of Total Performance throughout the
business This includes an induction for newly hired staff and
regular refresher courses for employees We have alsoissued
the latest verston of the Group's Integnty in Business Dealing
training, an online course covenng our Gifts and Hospitality,
Facilitation Payments, Company Giving and Conflicts of Interest
policies that 1s required to be taken by executives

We are on schedule to meet our three-year commiment to
address the 23 recommendations of the Woolf Committee — an
external, mdependent committee appointed by the BAE Systems
Board which reported its findings in May 2008 Aswellas
guiding us towards a culture of responsible business conduct,

+4  SeeAssurance statement on pages 54 and 55
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the recommendations have helped the Group review and
strengthen policies and processes as part of our governance
structure and integrate them into day to-day business
practice An update on progress will be available at

www baesystems com/corporateresponsibility/+

The Ethicat Leadership Group, an ethics consultancy, has

been commissioned to carry out an iIndependent assessment
of the Group’s Business Conduct programme and to review

the work undertaken In response to the Woolf Committee
recommendations Thisis based on a document review,
interviews with the Chairman, the Chief Executive, the Chairman
of the CR Commuttee and senior managers in each home
market, and over 60 emplayee focus groups across our
businesses This review covers the Group’s global operations
and I1s expected to be completed by Apnl 2011

Putting policles into practice

The Responsible Trading Principles introduced at the beginning
of 2010 are designed to ensure that the Group makes informed
decisions about the business opportunities we pursue
Opportunities are assessed according to the level of nisk
associated with the type of product, its intended use, the

end user and the country of sale The Principles are also being
used in the procurement process to assess major supphiers
Additional guidance 1s also beng introduced on anti-bribery
and anticorruption

The appointment of advisers for business development,
securnty, offset and lobbying activities (with the exception of
certain domestic lobbyists in the US whose appointment 1s
subject to separate legislative controls) s reviewed and

Embedding Responsible Behaviour

In 2010, we have focused on Integrating Responsible Behaviour inte our core
business policies and procedures, and ensuring that these fully reflect all four
elements of Total Performance

Policies relating to Responsible Behaviour are now integrated Into every
sectlon of the Operational Framework (OF), the set of mandated policies,
charters and processes that guide our work This has included adding

a number of new policies and strengthening existing policles, Including
those relating to Glfts and Hospltatity, Facliitation Payments and Conflicts
of Interest

Line leaders report compllance against each part of the OF twice ayearthrough
the Operational Assurance Statement

Our Lifecycle Management Framework (see page 32), used across all our major
projects, has also been revised to reflect the four elements of Total Performance
This means, for example, that reviews carried out at the start of projects now
Include consideration of responsible trading risks




assessed by our Business Development Adviser Compliance
Panel, chatred by independent lawyers All such advisers
appointed in 2010 were appointed in accordance with our
global adviser policy

Following the settlement reached with the US Department of
Justice in February 2010, the Group has appointed Lord Gold,
former Senior Partner at Herbert Smith LLP, as an independent
corporate manitor for a penod of up to three years As partof his
role, Lord Gold will serve as an ex-officio non-voting member of
our Business Development Adviser Comphiance Panel, review
and evaluate certain of the Group's policies and procedures,
and submit periodic reports to the Group’s Board and the US
Department of Justice

The Group Is currently reviewing its policies and procedures in
preparation for the implementation of the new UK Bribery Act
2010 We believe our business conduct policies, including
those covernng advisers, facilitation payments, gifts and
hospitality, confiicts of interest, offset and lobbying, wiit comply
withthe requirements of the Act +

Working to improve industry standards

As a member of the Aerospace Industries Association of Amenca
and the Aerospace and Defence Industnies Association of Europe,
we are working with other companies to continue to embed the
Global Principles of Business Ethics for the Aerospace and
Defence Industry, that were agreed in 2009, and to raise
standards of business conduct across the sector

Training on the Code of Conduct

Tralning on the Code of Conduct in 2010 emphasised employee engagement,
leadership and embedding a culture of Responsible Behaviour throughout
the Group This bulit on tralning in 2009, designed to raise awareness and
understanding of the Code

The tralning Is designed to prompt and promote discussion around ethical
dilemmas during face-to-face sessions led by managers Sessions include
ateam discussion looking at a serles of potentlal ethical dilemmas
employees could face Intheir work. An edearning option is also avaitable for
those working remotely to ensure that training reaches everyone in the Group
Supporting articles In our internal newsletters have been used to reinforce
messages from the training as well as position It as an important global
activity for employees to participate in

k For more Informabon about
- Code of Conduct

- Progress against Woolf C ittee r tations

~ How our business works
VISIT wwwb

tems comy/ corpe ibility/

Code of Conduct

Following the introduction of the Code of Conduct and imitial
traiming in 2009, the focus 1n 2010 has been to further embed
the Code throughout the Group Employees are required to
attend refresher training dunng the 12-month period tc May
2011 - more than 50%* had already been trained by the end
of 2010 (see KPl on page 19} New employees receive a copy
of the Code and are required to complete training as part of
their induction

Business conduct survey resuits

We conduct a comprehensive Group-wide employee opinion
survey every two years The survey Is designed and
administered by an external company, Towers Watson

The survey includes questions on business conduct In 2010,
the survey resulis showed an improvement for the comparable
questions on business conduct from 2008 The responses
demonstrated that our employees have a good awareness of
the business conduct standards we expect of them We are
pleased to be making progress but recognise that there 1s stili
much work to be done We will continue to improve business
conduct training and employee engagement to maintain high
standards within our working culture, and support our people in
speaking up and challenging any inappropriate behaviour they
observe Further analysis of the responses to the business
conduct employee opinion survey questions can be found on
www baesystems com/corporateresponsibility/ +
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Directors Repert Business Review
Corporate responsibliity continued

Safety

Goal

We aim to ensure consistently good safety management
across the Group and, over time, to drive performance to a level
comparable with the best performing global companies by
continuing to progress towards Level 5 on our Safety Matunty
Matrix (SMM)

Strategy

Protecting the health and safety of employees 1s a fundamental
responsibiity Embedding a commitment to safety across the
business Is a pnonty for the Group Education and awareness
campaigns remind employees that they must put safety first in
all their activities and speak up on safety 1ssues

Our safety management systems cover a wide range of nisks
associated with our manufacturing operations and diverse
global business The Group's Senior Safety Steenng Group
brings together business leaders who are responsible for driving
BAE Systems towards a comparable level of safety performance
with the best performing global companies

Progress at site level 1s measured using our five-level SMM to
help us dnve safety performance Businesses are required to
assess safety nsks associated with projects as part of the
Lifecycle Management process {see page 32)

2010 performance

Improvements in safety performance during 2010 reflect
continued efforts to embed a 'safety first’ attitude and improve
safety management in ine with the Group's SMM Sites with
more than 150 personnel (other than those acquired during
2010) have now progressed to Level 4 on the matrix,
demonstrating a proactive approach to safety across our sites
Businesses have also delivered a 31% improvement in the Lost
Work Day Case Rate {see KPl on page 19)and a 31% reduction
In MAjor INjuries

*  See Assurance statement on pages 54 and 55
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During 2010, a benchmarking exercise was carried out which
compared our safety performance in 2009 with other large
global engineenng and manufactunng companies with a proven
track-record of world class safety performance This benchmark
has helped us to identify the gap in our performance against
these companies to help us dnve improvements for 2011

Product safety

In Cctober 2009, the Haddon-Cave report into the loss of
Nimrod XV230was published After carefully studying the
report, In December 2009, lan King announced a review of the
Group's approach to product safety in the UK businesses

Nigel Whitehead, Group Managing Director, Programmes &
Support, led that review, which examined current policies,
processes, governance, actions and behaviours associated with
product safety The review has develcped a set of four principles
of product safety which are being tested with the Group’s
businesses inthe UK and across the world

Although onginaily UK-specific, the principles are intended to be
recognised by all business units as a sound basis for product
safety The review has now handed over to the Product Safety
Implementation Project, which will ensure that the principles are
translated into policies and processes

Fatality

We are deeply saddened to report the death of one of our
employees at our York facility in the US* We have reviewed
the cause of this accident and co-operated fully with the
regulatory investigation The regulatory authorty was
unable to determine a cause for the accident or identify any
noncomphances dunng the course of its investigation and,
as aresult, has taken no further acticn Any lessons learnt
from this incident will be apphed across our giochal business

Safety First

Safety First Is helping BAE Systems’ businesses develop a commen safety
cutture by encouraging employees to challenge unsate practices and promote
safe behaviour Examples Include

— Submarine Solutlons has established safety and environmental
management systems for all its operatlonal sites in line with the |
occupational health and safety standard OHSAS 18001 and environmental |
management standard 1S0 14001 Safety, health and environment advisers |
have been appointed and additional training provided for employees
Safety systems have also been standardised to ensure a ¢onsistent
approach is taken across Submarine Solutions' ditferent UK sites

— Military Alr Solutlons launched ‘Think Safety First - Everyone’s ‘
Responsibllity’ to raise safety awareness across its operatlons
The programme focuses on all aspects of safety and includes an |
employee guide providing informatlon and advice on what employees |
should do If they have a safety concern

k For more information about.
- Qur approach to safety
- Safety Matunty Matrix
VISIT www baesystems com/corporateresponslbility/




Diversity and inclusion

Goal

We are working to create an inclusive work environment
where all ndividuals are respected, and where diversity 1s
managed effectively via our Diversity & Inclusion Matunity
Matrix (D&IMM), 1o improve business performance and
enhance competitive advantage

Strategy

A focus on diversity and inclusion encourages inngvation and
enhances productivity by helping us torecruit, engage and
retain the best people It 1s increasingly important to achieving
business success inthe diverse locations and cultures in which
we operate

The Group adopted a diversity and inclusicn strategy in 2010
to support the recruitment, engagement and retention of
talented employees from all backgrounds It will help us to
build a workforce that more closely reflects the diversity of the
local population in each of our markets and will underpin the
future sustainability of our business

Our strategy also encompasses our education programmes
(see page 34), which focus on supporting the teaching of
science-based subjects and encouraging greater numbers

of young people to study science, technology, engineenng and
mathematics This is designed to ensure the Group has the
rnight skills to remain competitive and operate successfully over
the next decade, mto 2020 and beyond

A D&IMM 15 used to measure progress It establishes

a consistent benchmark to help ocur businesses chart
progress from legal compliance (Level 1) to creating a
culture that embraces diversity as a source of competitive
advantage (Level 5)

The matnx provides sufficient flexipility within each home
market for our business units to adapt their approach to meet
operational charactensucs and respect local cuitures

2010 performance

A communications plan was implemented to help employees
understand the importance of diversity and inclusion, and how

it contributes to Total Performance This inciuded a senes of
features in our internal newsletters and intranet sites, and a
workshop at which senior leaders discussed and agreed the
business benefits of diversity and inclusion BAE Systems’ Chief
Executive, lan King, signed the UK Resource Centre for Women
1n Science, Engineering and Technology’s {UKRC) CEO Charter
on Diversity, making public our commitment

During 2010, in Australia and the UK, we reviewed our approach
to external recruitment, including bnefings to recrustment and
advertising companies, to ensure that our recruitment
processes support our commitment to diversity and inclusion

Gender diversity

Achieving greater gender diversity remains a challenge for the
defence and engineenng sector In the UK, for example, women
account for just 10% of engineenng graduates Oureducation
and early careers programmes are aimed at encouraging
women to constder science, engineering and technical careers
(see page 34)

We participate in and sponsor events organised by external
organisations, Including the UK Confederation of British
industry’s First Women Awards and, in Europe, the International
women of Excellence tnthe US, the Group1s a member of the
Society of Women Engineers, which promotes engineenng as a
desirable career option, whilst supporting females in advancing
their careers in the field of engineering

The Group’s Women's Global Virtual Forums provide
development and networking opportunities for female
employees, complementing efforts by our business units
to improve female representation at executive level through
career planmng and creating more flexible work cultures

Integrating diversity and inclusion

Our businesses are taking steps to Improve diversity and Inclusion at all
stages of employment Examples Include

— Land & Armaments has integrated diversity and inclusion goals into
succession planning and recruitment processes for its South African,
Swedish, UK and US businesses, and developed diversity and inclusion
training for fine managers The businesses will use a metrics dashboard to
track progress and performance viaguarterly business reviews

Military Alr Solutlons has published a briefing pack, launched a website and
held a series of events to help employees understand the business case for
diversity and inclusion It introduced a Maternity Leave Workshop, to
support mothers returning to work, and taunched a Lesblan, Gay, Blsexual
and Transgender Awareness Network

- BAE Systems Australia’s diversity and inclusion strategy, launched in 2010,
is focused on Increasing representation of women by promoting flexible
working, Increasing the number of part-time roles, and introducing talent
managemernit plans, women s networks and mentoring

K For mere information about
~ Our approach to diversity and Inclusion
- Our Diversity & Inclusion Maturity Matrix
VISIT www baesystems com/corporateresponsibiiity/
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Directors Report Business Review
Corporate responsibility continued

Environment

Goal

We aim to improve the environmentat performance of our
products and operations by developing and launching an
environmental sustainability programme

Strategy

Reducing our use of resources and the waste we produce
will improve operational efficiency, reduce costs and help
us to comply with changing regulatory requirements The
envircnmental performance of our products 1s of Increasing
importance to our customers

Environmental impacts ncluding greenhouse gas emissions,
matenal and solvent usage, waste products, and emissions to
the atmosphere are managed by individual business units

Our commitment to reduce the environmental impacts of our
operations and products s outlined 1n our Environment Palicy,
and other key documents including our Code of Conduct

2010 performance

An Environmental Sustainability Steenng Group was established
1n 2010, compnsing senior business and functional managers
It1s chaired by the Managing Director, Corporate Responstbility,
and sponsored by Executive Committee member, Nigel
Whitehead, Group Managing Director, Programmes & Support
The Executive Committee has agreed goals and targets for the
business 1n 2011 as part of an overall objective to Improve
environmental performance

QOur carbon footprint 1s calculated annually by the Coefficient
Company We also monitor and manage other environmental
Impacts

The Group has made a number of Improvements inthe accuracy
and expansion of data collection systems to include energy use
from coal in the US and estimated data for a further 102 sites
representing small offices across the markets in which we work
These data collection improvements and bustness acquisitions,
ptus a slight increase in energy use, Increased our reported
carbon footprint by 14%1n 2009 2010 data was not avallable
at the time of this report, but will be available on our website

in 2011

Source Coefficient Company Source Coefficient Company

Our 2010 global carbon footprint will be extemnally compiled by the
Coefficient Company

52 www baesystems com

Seal of Sustalnability

BAE Systems has been awarded the Seal of Sustainability by the
Sustainable Business Institute for progress at its Greenlawn site In
New York. This recognisas the site s achlevements including.

- Participation In PowerPay! NY, a smart grld programme that manages
energy demand

- Adoption of a recycling progratnme
= Water conservation eftorts

- Use of renewable energy systems Including a solar water heating
system
The sea! Is awarded to companles that demonstrate a continuous
commitment to sustainable practices and helps the public to identify
businesses that promote sustainability Each company Is evaluated
against criterla relating to the economy, society and environment
Applications are revlewed by the US National Pollution Prevention
Roundtable, a non-profit membership organisation

2011 objectives
Develop and taunch an environmental sustainability
programme

- Agree and implement an Ermironmental Sustamnability Matunty
Matnx (ESMM)

— Businessestoconfirma 2010 baseling, and set 2011 targets
for energy, water and waste

Source Coefficient Company

R For more information about.
~ Our Environmental Management System
- 2011 goals and targets
VISIT wwwb

comy/corp ibitity/




Community

Goal
QOur goal 1s to support charities that make a positive contribution
to the communities in which we operate

Strategy

The BAE Systems Company Giving programme, which 1S
underpinned by our Company Giving Policy, includes donations
and other support for local, national and international charnities
and not-for-profit orgamisations We focus on four areas that are
relevant to our business

- the armed forces and ther families,

— science, technology, engineering and maths education,
— local commumities, and

— employee volunteering

Our approach 1s implemented locally to reflect the different
needs of the communities tn which we operate

Chanty Challenge 1s our Group-wide employee fundraising and
volunteenng programme Employees in Australia, the UK and
the US elect partner chanties for a two-year penod Selected
charities must fit within one of our ¢ore themes to be eligible for
partner status As well as fundraising and volunteenng support
from employees, partner charities receive supplementary
funding from our Company Giving programme

2010 performance

In 2010, our total community investment was more than
£3 3m* This includes donations in cash as part of our
Company Giving and Charity Chalienge programmes

Qur partner charities included Make a Wish Foundation in
Australia, Operation Homefrontinthe US, and armed forces
charities, including Soldiers, Sailors, Airmen and Families
Association {(SSAFA), The Royal British Legion and The Army
Benevolent Fund, inthe UK

*  SeeAssurance statement on pages 54 and 55

Community involvement

Inthe UK, BAE Systems Is a founding supporter of the ukdu Thanks'
2010 Christrnas Box campaign, which supports 22,500 boxes full of
festive cheer being sent to servicemen and women across the world on
active duty who are working away from their families during the holiday
season Tosupport this activity closer to home, our UK employees
donated items for Christmas parcels for veterans, and hospitals and care
homes where Injured soldiers receive treatment for their injurles while
also spending Christmas with thelr famllies

BAE Systems, Inc employees were so moved by the destruction and
suffering in Halti following the earthquake In January 2010, that they
donated $4 36,000 {£282.000) to the American Red Cross s Haiti
Relief and Development Fund and the International Response Fund
The Group matched employee contributions doliar for dollar, to donate
atotal of $872,000 (£564,000) In addition to the cash donations,
BAE Systems employees at sites across the US volunteered thelr time
helping pack over one million dehydrated meals for the Kids Against
Hunger programme The Group alsc offered materlaisupport to the
American Red Cross In the form of technology and systems For
example, Firstintercom®, a first responders radio systern, was offered
toruse inthe relief efforts

The devastating floods In Australia have had a shatteringimpact on
most people in Queensland and Northern New South Wales, including
some of our employees, thelr families and many custamers In January
2011, the Group donated A$200,000 (£119,000)! tothe Queensland
Premiers Disaster Recovery Rellef Fund Qur employees have also
supported fundralsing efforts and some have volunteered supporting
emergency services

1 This figure 1s not included within 2010 community investment totals or the chart below

The Group uses the London Benchmarking Group methodalogy for calculating
community gving

The focus of our community Investment activities ingludes Company
donations and employee fundraising through Charity Challenge and payroll
gvng programmes

QOur total community investment in 2040 1s made up of more than £2 6min
Company donations, and more than £715 000 in employee fundraising and
payroll gving

k For more information about
- Our approach to communlty relations
- Our employee fundraising and volunteering activities
VISIT www baesystams com/corporateresponsibillty/
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Directors Report Business Review
Corporate responsibliity continued

Assurance statement

Independent assurance report by Deloltte LLP to BAE Systems
plc on the Corporate Responsibllity sectlon In the Directors’
Report. Business Review of BAE Systems’ Annual Report for
the year ended 31 December 2010

What we looked at: scope of our work
BAE Systems plc (‘BAE Systems’) has engaged us to provide
assurance on

Limited assurance

— The Group level business conduct, safety, diversity and
inclusion, and community performance indicators on
pages 47 and 53 indicated with a *

— Therr statements on progress towards the Group level
corporate responsibility (CR) objectives on page 46

Reasonable assurance

- Their statements on business conduct made under the
heading ‘Business conduct’ on pages 48 and 49, excluding all
forward-locking sentences indicated witha +

— Their statement on safety strategy made underthe heading
*Strategy’ on page 50

— The business conduct performance indicators on page 47
ndicated witha A

What standards we used basis of our work and level of assurance
Qur work was carnied out by a multi-disciplinary team of CR and
business ethics assurance specialists in accordance with the
International Standard on Assurance Engagements 3000

(ISAE 3000}

For the business conduct, safety, diversity and inclusion, and
community performance indicators we planned and performed
the work to provide imited assurance as to whether the

BAE Systemns' data on pages 47 and 53, indicated with a *,

15 not materrally misstated For the corporate responsitlity
ohjectives, we planned and performed the work to provide
Iimited assurance as to whether the BAE Systems’ statements
on page 46 under the heading ‘Performance in 2010 and
objectives for 2011" are not matenatly misstated This provides
less assurance and i1s substantially less in scope than
reasonable assurance

For the statements on business conduct and safety strategy
we planned and performed the work to obtain reasonable —
not absolute — assurance as to whether the statements on
business conduct on pages 48 and 49, excluding all forward-
looking sentences indicated with a ¥, and on safety strategy
on page 50 are a fair description of the activities undertaken
For the business conduct performance indicators we planned

Find out more
about corporate
responsibility in
BAE Systems...

54 www baesystems com

and performed our work to obtain reasonable assurance that
the business conduct indicators on page 47, indicated witha A,
are farrly stated

The gualitative and subjective nature of non-financial
information poses a number of inherent imitations for
assurance engagements The basts of reporting for
each indicator marked with a * ora #1s provided at

www baesystems com/reporting/ and should be read in
conjunction with statements made in this Annual Report

What we did- key assurance procedures

Considenng the nsk of matenal error, we planned and
performed the work to obtain all the information and
explanations considered necessary to provide sufficient
evidence to support our assurance concluston The key
procedures we carrnied out were

— Interviewing sentor managers at BAE Systems inrelation
to activities undertaken dunng 2010 regarding responsible
business conduct and CR performance reporting,

- Interviewing managers at BAE Systems’ head office, including
the CR and Safety, Health and Environment (SHE) team, and
those with responsibility for CR management and reporting
systems,

- Gaining an understanding of BAE Systems' own process to
collect information from 1ssue owners, and the process for
collation and validation of performance data at Group leve!
by the Group CR team,

— Analysing and reviewing oh a sample basis the key structures,
systems, processes, procedures and controls relating to the
Group level collation, vahdation and reporting processes of
the Annual Report, Including

- the selection of 1Issues to be reported on, related key
performance indicators and other matters to be reported on,

— the collection, collation, validation and reporting of selected
safety, diversity, community and business conduct
performance data at the year end, and

— undertaking questionnaires and interviews with a hmited
purpose non-statistical sample of sites to gain an
understanding of key processes and controls for reporting
selected performance data to the Group CR team Sres
were selected based on safety performance, matenality
to the Group and inherent risk of the location We did not
perform any site visits during our work

~ Interviewing members of BAE Systems' Legal department to
understand the process followed to monitor compliance with

On our website

\ - Our approach to CR
- Managing CR
- Reporting and assurance
- Safety stories from our businesses
- Education and early careers
- Traming and development
- Support for local communlties

VISIT www baesystems com/
corporateresponsibility/




the Business Development Adviser Policy during 2010 and
to prepare for compliance with the Bribery Act 2010,

— Performing imited purpose non-statistical sample testing to
venfy that a selection of advisers added to the BAE Systems’
Approved Adviser Register dunng 2010 were appointed in
comphance with the BAE Systems Adviser Policy,

— Interviewing members of BAE Systems’ management to
understand the scope and coverage of Code of Conduct
refresher and induction training activities during 2010,

— Performing imited purpose non-statistical sample testingto
verify the nature and extent of the roll out of Code of Conduct
training for new and existing employees,

— Interviewing members of BAE Systems’ management to
understand the process followed to capture, investigate
and report employee enquines to the Ethics Helplhine,

— Performing imited purpose non-statistical sample testing
to verify that a selection of employee enquines to the
Ethics Helpline were appropriately captured, investigated,
categonsed and reported to the Ethics Committee,

— Examining underlying documents to corroborate interview
outcomes and to inform our assessment of the subject matter
tobe assured, and

- Reviewing the CR section of the Annual Report against the
findings of our work whilst assessing that the Annual Report
has been compiled as descnbed on page 55 inthe section
‘Scope and data’

The scope of our work did not include the provision of assurance
over whether BAE Systems’ programme of work IS adequately
designed to, or will, meet the requirements of the Woolf Report

What we found: our assurance opinion

Limited assurance conclusion

— Based on the assurance work performed nothing has come
to our attention to suggest that the business conduct,
safety, diversity and inclusion, and community performance
indicators on pages 47 and 53, indicated with a *, are
matenally misstated

— Based on the assurance work performed nothing has come to
our attention to suggest that the progress towards the Group
level corporate responsibility objectives on page 46 1s
matertally misstated

Reasonable assurance opinlon
— BAE Systems' statements on business conduct made under
the heading ‘Business conduct’ on pages 48 and 49,

Scope and data

The data and performance measures In this report cover
the penod January to December 2010 with the exception
of environment data which covers the penod January 1o
December 2009 Qualitative information and quantitative
data for the report are provided by indmviduals across our
husiness Quantitative data 1s recorded on centralised
systems, and content and data are reviewed at head office

Unless otherwise explained, the data in this report cover
the Group's major operations globally, excluding those
acquired or divested during the year

excluding all forward-looking sentences indicated witha +,
are, in our opinion, In all material respects fairly stated as
at 18 February 2011

— BAE Systems’ statement on safety strategy made under the
heading ‘Strategy’ on page 50 1, in our opinion, in all matenal
respects fairly stated as at 18 February 2011

— The business conduct indicators on page 47, indicated with
a A, are, in our opinion, in all matenal respects farrly stated

Responsibilities of directors and Independent assurance provider

BAE Systems'responsibliities

— The directors are responsible for the preparation of the Annual
Report, and for the information and statements contained
n connection with it They are responstble for determining
BAE Systems’ objectives in respect of CR performance, and
for establishing and maintaining appropriate performance
management and internal control systems from which the
reported information is derived

Deloitte s responsibliities

— Qur responsibility is to iIndependently express conclusions
on the reliability of management's assertions on the selected
subject matters as defined within the scope of work above

— This report 1s made solely to BAE Systems plc in accordance
with our letter of engagerment for the purpose of the directors’
governance and stewardship Our wark has been undertaken
so that we might state to the Company those matters we
are required to state to them in this report and for no other
purpose Tothe fullest extent permitted by law, we donot
accept or assume responsibility to anyone other than
BAE Systems plc for our work, for thus report, or for the
conglusions we have formed

— Our multi-disciplinary team of CR and business ethics
assurance specialists performed the engagementin
accordance with Deloitte’s independence policies, which
cover all of the requirements of the International Federation
of Accountants (IFAC) Code of Ethics and In some areas are
more restrictive We confirm to BAE Systems that we have
mamtained our independence and objectivity throughout the
year, including the fact that there were no events or prohibited
services provided which could impair that independence and
objectivity In the proviston of this engagement

Deloltte LLP
London, United Kingdom

18 February 2011
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Directors® Report Business Review

Risk management

HOW BAE SYSTEMS MANAGES RISK

Effective management of risks and opportunities Is essential
to the dellvery of the Group's objectives, achievement of
sustalnable shareholder value, protection of Its reputation
and meeting the requirements of good corporate governance.

The Group’'s approach to nsk management 1s aimed at the early
identfication of key nsks, and then to remove or reduce the
likelihood and effect of those nisks before they occur, and dea!
effectively with actual problems ifthey crystallise

The Group 1s committed to the protection of its assets, which
include human, preperty and financial resources, through

an effective nsk management process, underpinned where
appropnate by insurance The Group s also committed to the
effective management of matenal nen-financial and reputational
nisks, inciuding those ansing in connection with business
conduct, the environment, and health and safety

The Board has overall responsibility for ensuning that risk s
effectively managed across the Group

Reporting within the Group 1s structured so that key 1Issues

are escalated through the management team, ultimately to

the Board if appropriate The underlying pninciples of the
Group’s risk management policy are that nsks are continuously
monitored, associated action plans reviewed, appropriate
contingencies provisioned and this information reported
through established management control procedures

The Board has delegated

— to the Audit Commuttee, the responsibility for reviewing in
detail the effectiveness of the Group’s system of internal
control policie s and procedures for the identification,
assessment and reporting of nsk, and

— to the Corporate Responsibility Committee, the responsibility
for monitoring and reviewing the Group's performance in
managing business conduct, environmental, and health and
safety nisks

Both the Audit and Corporate Responsibility committees report
the findings oftheir reviews to the Board

BusIness risk management

The responsibility for nsk identification, analysts, evaluation,
mitigation, reporting and monitoring rests with {ine management
Guidance for managers Is given in the Group's Risk Management
Policy tn the Operational Framework and, in respect of projects,
inthe Lifecycle Management (LCM) Framework and a Risk
Management Matunty self-assessment tool

Project nsks are reported and monitored in Group-mandated
format Contract Review Packs, which are reviewed by
management at monthly Contract Rewiews The financial
performance of projects 1s reported and monitored using
Contract Status Reports, which form part of the Contract
Review Pack Project profit1s recognised after making suitable
allowances fortechnical and other nsks related to performance
milestones yet to be achieved

Identified nsks are documented in controlled risk registers
showing the nsks that have been identified, charactenstics of
the nisk, the basis for determiming mitigation strategy, and what
reviews and monitoring are necessary Each nsks allocated an
owner who has authority and responsibility for assessing and
managing it

In addition, the Group has a six-monthly Operational Assurance
Statement (0OAS) process, which 1s mandated by the Group’s
Operational Framework The OAS 1S intwo parts a self-
assessment of compliance with the Operational Framework,
and a report showing the key nisks for the relevant business
Together with independent reviews undertaken by Internal Audit
and the work of the external auditors, the OAS forms the
Group's process for reviewing the effectiveness of the system
of internal controls

The output fromthe risk assessment processes are collated
and reviewed by the Executive Committee to identify those
1ssues where the cumulative nisk, or possible reputational
impacts, could be significant The Executive Committee’s
nsk workshops allocate management responsibility for the
management of the Group's most significant non-financial
nsks The non-financial nsk registeris reviewed regularly
by the Executive Committee to monitor the ongoing status
and progressiwon of mitigation plans Inaddition, t1s
reviewed on a regular basis by the Board and Corporate
Responsibility Commitiee

BUSINESS RISK IDENTIFICATION

Business nsks are ientified ona
continucus basis, through robust,

five-year plan for each operating group

mandated processes, from monthly
Contract Reviews through to the annual
five-year Integrated Business Plan

Management self-assessment of
comphance with the Operaticnal Framework
and summary of key business nsks

Management review of the performance of
each ofthe Group s businesses aga:nst
therr objectives measures and milestones

Management review of project performance
and 1ssues 10 ensurg that appropriate
decisions and actions are taken

56 www baesystems com

Board approved long term strategy and A
Integrated Business Plan
Core Business Process Annually
Operational Assurance Statement
Mandated Policy Six marithly
Quarterly Business Review Quarterly

Core Business Process

Lifecycle Management Contract Review Monthly
Core Business Process




As with any system of internal control,
the policies and processes that are
mandated in the Gperationa! Framework

are designed to manage rather than L
eliminate the rnisk of failure to achieve

business objectives, and can only provide
reasonable, and not absolute, assurance BOARD COMMITTEE REVIEW

against matenal misstatement or loss EXECUTIVE COMMITTEE REVIEW —Audit Commitiee —Corporate Responsibility
Committee

BOARD REVIEW

REPORTING/MONITORING

Princlpal risks

The principal nsks identified by the Group,
which are consistent with the pnor year, REPORTING/MONITORING
are shown on pages 58t0 63

ASSURANCE/SELF-ASSESSMENT

OPERATICNAL FRAMEWORK

Core Business
| Total Performance Orgamisation Govemance Processes

Mandated Policies,

Delegated Authorities Processes and Charters

BAE Systems' Businesses

BUSINESS RISK MANAGEMENT
]
IDENTIFICATION ANALYSIS
— Full nsk review undertaken at least —Risks analysed for impact
six monthly by each business and prabability to determine
and function Eross exposure

— Both financtal and non financial risks
recorded in controlled registers

—Risk owners allocated to assess
and manage risk

MITIGATION EVALUATION
— Risk owners identified — Risk exposure reviewed and
- Action plans implemented to nsks priontised

manage, or respond t¢ nsks - Risk evalfuation documented
— Robust mitigation strategy subject n controlled nsk registers

1o regular and ngarous review

REPORTING AND MONITORING

of the Board and its commuttees

! —Risks and mitgation — Key risks reported —Risk workshops —Risks reviewed by
plans monitored, through morrthly conducted by the the Board, and ns
and rgorously Contract Reviews and Executve Committee Auditand Corporate
reviewed regularly Quarterly Business 10 analyse and allocate Responsibiity

| —Significant nsks notified Reviews twice-yearly management COMMItEEs on

i through the business through the Operational responsibility for aregular basts

i reporling sysiems Assurante Statement managmg sigrficant

‘ selfassessment norHinancial nsks

andannually
| through the Integrated
1 p78_99 For morg informatlon on the activities Business Plan

p87_88 For more informatlon on the
Group s business processes and
| mandated policies
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Directors Reporl Business Review

Principal risks

SUMMARY OF PRINCIPAL RISKS

The Group’s principal nsks are identified below, together with an
estimate of the size of ther potential impact on the Group were

they to crystallise

Link to
Total Performance

High impact

Medium impact

FInancial Performance

Customer Focus Programme Execution

p58 Defence spending

p59 Government
customers

p59 Global market

p60 Large contracts
p60 Fixed-price contracts

p5%9 Contract award p60 Component
tming availability,
subcontractor
performance and
key suppliers

Responsible Behavlour Other

p61 Laws and regulations | p61 Competition

p62 Pension funding

p62 Export controts and
other restrictions

p62 Acquisitions

p63 Consortia and
Jomtventures
p€3 Exchange rates

DEFENCE SPENDING

The Group 15
dependenton
defence spending
and reductions

in suchspending
could adversely
affect the Group

Description

The Group’s core businesses are primarily defence
and security related, selling products and services
directly and indirectly, primanly to the US, UK, Saud
Arabian, and other national governments Defence
spending depends on a complex mix of political
considerations, budgetary constraints, and the
ability of the armed forces to meet specific threats
and perform certain missions Because of these
factors, defence spending may be subjectto
significant fluctuations from year to year

Despite budgetary pressures, the US defence
rmarket continues to generate a substantial number
of business opportunities Inthe UK, pressure to
reduce government expenditure has been reflected

1n the Strategic Defence and Secunty Review (SDSR),

which identified a number of changes in priorities,
with consequent implications for certain of the
Group’'s programmes Saud Arabia 1s expected to
remain one of the largest defence spenders in the
world, with defence expenditure of 10 9% of GDP
In 2009

58 www baesystems com

Impact

A decrease in defence purchases by the Group's
major customers could have a matenal adverse
effect on the Group's future results of operations
and financial condition

Mstigation

The Group’s business 1s geographically spread
across five key home markets, and its products

are marketed across a range of sectors within the
defence and security arenas The Greup has a highly
sustainable Services business, which represented
48% of sales in 2010 This 1s an area for growth as
customers’ operations and maintenance budgets
come under pressure The Group has already made
significant cost reductions in anticipation of the
increased budgetary pressure The Group continues
1o use realistic assumptions to underpin its

financial and operational planntng

p20 For more information on the Groups five key home markets

p24 For more information on the SDSR




GOVERNMENT CUSTOMERS

The Group's largest

Descrniption

Impact

customer contracts The governments of the US, UK and Kingdom of The termination of one or more of the contracts for
are government Saudi Arabia are the Group's three largest end the Group’s programmes by governments, or the
contracts customers Any significant disruption or detenioration  failure of the relevant agencies to obtain expected
in the relationship with these governments and a funding appropnations for the Group's programmes,
corresponding reducticn 1n government contracts could have a matenal adverse effect onthe Group's
would significantly reduce the Group's revenues future results of operations and financial conditron
Companies engaged in the supply of defence
and security related equipment and services to Mitigation ,
government agencies are subjectto certain business The Board regularly reviews the Group’s
risks particular to the defence and secunty performance in these home markets, and the
industnes These governments could madify Executive Committee continues to work closely
contracts or terminate them at short notice and with these customers to ensure the Group strategy
attherr conveniance For example, long-term US 15 aligned with therrs in the event of a customer
government contracts are normall,yfunded annually termination for convenience, the Group would
and are subject to cancellation or delay if funding typically be paid for work done and commitments
appropriations for subsequent performance pertods made at the time of termination Having sovereign
are not made Terms and rnisk shanng agreements governments as major customers offers the
can also be amended In addition, the Group, as a benefits of dealing with mature procurement
y ' organisations with which the Group can have
government contractor, 1s subject to financial audits
and other reviews by some of Its governmental long-standing business relationships, and well
established and understood terms of trade
customers with respect to the performance of, and
the accounting and general practices relating to, p14 For more information on the Group s strategy
government contracts As aresult of these audits
and reviews, costs and prices under these contracts P32 For more information on the Group s customers
may be subject to adjustment
GLOBAL MARKET
The Groupis Descrniption Impact
exposed to nsks BAE Systems 15 a global company which conducts The occurrence of any such events could have
inherent in business in @ humber of regions, including the a material adverse effect on the Group’s future

operatingin a
global market.

Middle East, and, as a result, assumes certain
risks associated with businesses with a broad
geographical reach In some countnies, these rnisks
include, and are not imited to, the following
government regulations and administrative policies

could change quickly and restramnts on the movement

of capital could be imposed, governments could
expropnate the Group’s assets, burdensome taxes
or tanffs could be introduced, political changes could
lead to changes inthe busingss envircnment In
which the Group operates, and economig downturns,
poliical instability and civil disturbances could
disrupt the Group's business activities

operational performance and financial condition

Mitigation
The Group has a balanced portfolio of businesses
with five key home markets

p20 For more informaticn on the Group s five key home markets

CONTRACT AWARD TIMING

The timing of
contract awards
could matenally
affect the Group's
future results of
operations and
financial condition

Description

The Group's operating performance and cash flows
are dependent, to a significant extent, on the award
of defence contracts

Impact

Because the arnounts payable under these contracts

can be substantial, the tuming of award or fallure 1o
receive anticipated orders could matenally affect
the Group's operating results and cash flow for the
periods affected

Mitigation

The Board regularly reviews the Group’s performance
with regard to contract awards, and the Executive
Committee actively manages the assets and
resources of the Group in line with the timing

of awards

p32 Far more informaton on Ufecycle Management (LCM) which
mandates project management processes from business
winning to contract execution
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Directors’ Report Business Review
Principal risks continued

LARGE CONTRACTS

Certain parts of the

Description

Group’s business are A significant proportion of the Group’s revenue comes

dependentona
small number of
large contracts

from a small number of large contracts Each ofthese
contracts, which are pnmarily in the Programmes &

Support and International operating groups, 1s
typically worth or potentially worth over £1bn

Impact

The loss, expiration, suspension, cancellation or
termination of any one of these contracts, for any
reason, could have a material adverse effect on
the Group's future results of operations and
financial condition

Mitigation

The Group has a large forward order book and a
well-balanced spread of programmes, which provides
long-termvisibility An analysis of the Group's order
book by major programme and operating group 1s
presented onthe inside front cover of this report

The Board regularly reviews the Group's performance
onthese contracts, and the Executive Committee
continues to work closely with these customers to
ensure the Group’'s strategy 1s aligned with theirs

p 414 For more information on the Group s strategy

FIXED-PRICE CONTRACTS

The Group has
fixed-price contracts

Description

A significant portion of the Group's revenue 1s derived
from fixed-price contracts An inherent nsk in these
fixed-price contracts 1s that actual performance costs
may exceed the projected costs on which the fixed
pnces for such contracts are agreed These
contracts can extend over many years and it can

be difficult to predict the ultimate outturn costs
associated with the terms on which they are based

Impact

The Group's failure to anticipate technical problems,
estimate costs accurately or control costs durng
performance of a fixed-pnce contract may reduce the
profitability of such a contract or result in a loss

Mitigation

The Group has reduced Its exposure to fixed-price
design and development activity which 1s in general
more nsk intenswve than fixed-price production
activity To manage contract-related risks and
uncertainties, contracts are managed through the
application of the Lifecycle Management {(LCM)
business process mandated by the Operational
Framework at the cperational level 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 delegations of authonty The consistent
application of metrics I1s used to support the review
of indvidual contract performance

p32 For more Information on LCM

COMPONENT AVAILABILITY, SUBCONTRACTOR PERFORMANCE AND KEY SUPPLIERS

The Group s
dependent upon
component
availlabiity,
subcontractor
performance and
key suppliers

Description

The Group 1s dependent upon the delivery of
materials by suppliers and the assembly of
components and subsystems by subcontractors
used In its products in a timely and satisfactory
manner, and In full comphance with applicable
terms and conditions

Impact

Some of the Group’s suppliers or subcontractors may be
impacted by the economic environment and constraints
on avallable financing, which could impair their ability to
meet their obligations tothe Group In some instances,
the Group Is dependent on one or 2 imited number of
suppliers If any of these supphers or subcontractors
fails to meet the Group’s needs, the Group may not,
nthe short term, have readily available altematives,
thereby iImpacting its abulity to complete its customer
obligations satisfactonly and inatimely manner These
events could have a negative Impact onthe Group's
future results of operations and financial condrtion
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Mitigation

The Group's procurement function Is responsible
forestablishing and managing endto-end integrated
supplier arrangements [tis led by a member of the
Executive Committee The Executive Committee
conbinues to monitor this nsk and the Group has
experienced no matenal negative impact to date

The Group reviews the financial health of strategically
important suppliers globally on an ongoing basis

p3 For more information on the Group s subcontractors and
other suppliers



LAWS AND REGULATIONS

The Group 1s subject Descnption
to nsk from a failure The Group has contracts and operations in many parts
to comply with laws  of the world, operates in a highly regulated environment

and regulations

and 1s subject to applicable laws and regulations of
many Junsdictions These include, without imitation,
regulations relating to import-export controls,
money-laundenng, false accounting, ant-brbery

and anti-boycott provisions Non-compliance could
expose the Group to fines, penalties, suspenston or
debarment, which could have a matenal adverse effect
onthe Group Fromtime to tume, the Group s subject to
government investigations relating to its operations

Impact

Fallure by the Group or its sales representatives,
marketing advisers or cthers acting on its behalf to
comply with these laws and regulations could result in
administrative, civilor cniminal habilities resulting in
significant fines and penalties and/or result in the

Mitigation

Durning the year, the Group has continued to add
resources dedicated to legal and regulatory
compliance in order to further enhance its capabulity
to identify and manage the nsk of compliance falure
Internal and external market nsk assessments form
anmportant element of the ongoing corporate
development process A uniform global policy and
process for the appointment of advisers engaged

in business development s in effect Pursuantto

its commitments concerning ongoing regulatory
compliance made i the course of the setilement
reached with the US Department of Justice {DoJ}

in February 2010, the Group has appointed an
independent monitor for a penod of up to three
years to monitor the Group's compliance with

such commitments

p48 For more information on the Group s approach to

suspension or debarment of the Group from business conduct
government contracts for some penod of time or
suspension ofthe Group's export privileges

COMPETITION

The Group’s Descnption Impact

business.is subject
to significant
competition

Most of the Group's businesses are focused on

the defence and security sectors, and subject to
competition from national and multknational firms with
substantial resources and caprtal, and many contracts
are obtained through a competitive bidding process

The Group's ability to compete for contracts depends

to alarge extent on the strength of its intellectual
property nghts and technical know-how, together with
the effectiveness and innovation of its research and
development programmes, Its ability to offer better
programme performance than its competitors at a lower
costto itscustomers, and the readiness of its faciities,
equipment and personnel to undertake the programmes
forwhich it competes

In some nstances, governments direct to a single
suppher allwork for a particular programme, commonly
known as a sole-source programme  Atthough
governments have histoncally awarded certan
programmes to the Group on a sole-source basis, they
may in the future determine to open such programmes
to acompetiwve bidding process Government contracts
for defencerelated products can, in certain countries,
be awarded on the basis of home country preference

In the event that the Group 1s unable adequately to
compete inthe markets in which it operates, the
Group's business and results of operations may be
adversely affected

Mitigation

The Group’s global, multrhome market presence,
balanced portfolio of businesses, leading capabilittes
and performance continue to address this nsk

p20 For more information on the Group s five key home markets
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Directors Report Busminess Review
Princlpal risks continued '

PENSION FUNDING

The Group s
exposed to funding
rnisks in relation to

Description
The Group operates certain defined benefit pension
schemes At present, in aggregate, there s an

the defined benefits actuanal deficit between the value of the projected
underits pension liabilities of these schemes and the value of the
schemes assets they hold The Group continues to implement

the deficit recovery ptans agreed with the respective
scheme trustees based on actuarial advice and
funding valuation results

Impact

The amount of the deficits may be adversely affected
by changes in a number of factors, including
investment returns, long-term interest rate and price
inflation expectations, and anticipated members’
longevity Further increases in pension scheme
deficits may require the Group to increase the amount
of cash contributions payable to these schemes,
thereby reducing cash available to meet the Group’s
other operating, investing and financing requirements

Mitigation

The performance of the Group’s pension schemes and
deficit recovery plans are regularly reviewed by both the
Group and the trustees of the schemes taking actuanal
and investment advice as applicable The results of
these reviews are discussed with the Board and
appropnate action taken

p4 For more informatlon on the Groups penslon accounting
and funding valuations and deficit recovery plans

EXPORT CONTROLS AND OTHER RESTRICTIONS

The Group 1s subject Description
to exportcontrols A portion of the Group's sales 1s derived fromthe
and other export of its products The export of defence and
restrictions security products outside the junisdictions in which
they are produced s subject to licensing and export
controls, and other restrnictions No assurance can
be given that the export controls to which the Group
1s subject will not become more restrictive, that new
generations of the Group’s products will not also
be subject to simitar or more stringent controls,
or that politucai factors or changing international
circumstances wili pot result in the Group being
unable to obtain necessary export licences

Impact

Reduced access to export markets could have a
matenal adverse effect on the Group’s future results
of operations and financial condition Fallure to comply
with export controls and wider regulations could
expose the Grouptoe fines, penalties, suspension or
debarment, which could have a material adverse
effect on the Group

Mitigation

The Group has formal systems and policies in place
which are mandated under the Operationat Framework
to ensure adherence to regulatory requirements and
identify any restnctions that could adversely impact the

Group's future activities

p21 For more information on exports
ACQUISITIONS
The Group has Description Mitigation
expenenced The Group has experienced growth through The Group has established policies in place te
growth through acquisitions and continues to pursue acquisitions manage the acquisition process, integrate acquired
acquisitions In order to meet its strategic objectives Whetherthe businesses, and monitor performance and potential

Anticipated benefits Group realises the anticipated benefits fromthese

of acquisitions may transactions depends upon the integration of the

not be realised acquired businesses and ther performance relative
to the Group's acquisiion expectations

Impact

The diversion of management attention to integration
efforts, difficulties in combining operations and the
performance of the acquired businesses below
expectations could adversely affect the Group’s
business, and create the nsk of iImparrments ans:ng
on goodwilland other ntangble assets
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impairments

pg For more Information on M&A activity during the year

p 132 For more information on impairment testing




CONSORTIA AND JOINT VENTURES

The Group is Descnption Impact
involved in The Group participates in various consortia, joint In the event of disagreement within a consortium,
consortia, joint ventures and eguity holdings, exercising varying and  joint venture or equity holding and the business
ventures and equity evolving degrees of control While the Group seeks arrangement failing to meet its strategic objectives
holdings where it to participate only in ventures in which its interests or expected benefits, the Group's business and
does not have are ahgned with those of its partners, the nsk of results of operations may be adversely affected
control disagreement 1s inherent in any jointly controlled Mitigation
ot e gy T GIOUphas fomalsystems and proccres
to major decisions and that specify restncted rlgghts place to monitor the performance of such business
! P arrangements, and identify and manage any
adverse scenario ansing
p155 For mere information on the Group s principal joint
ventures
EXCHANGE RATES
The Group is Description Mitigation
exposed to volatility The global nature of the Group’s business means it In order to protect itself against currency
In curréncy 15 exposed to volatility In currency exchange ratesin fluctuations, the Group's policy is to hedge all

exchange rates

respect of foreign currency denominated transactions,
and the translation of net assets and income
statements of foreign subsidianes and equity
accounted investments The Group s exposedtoa
number of foreign currencies, the most significant
beingthe US dollar

Impact

Significant fluctuations in exchange rates to which
the Group 1s exposed could have a material adverse
effect on the Group's future results of operations and
financial condition

matenal firm transactional exposures, unless
otherwise approved as an exception by the Treasury
Review Management Committee, and to manage
anticipated economic cash flow exposures The
Group does not hedge the translation effect of
exchange rate movements on the income statement
or balance sheet of overseas subsidianes and
equity accounted investments it regards as
long-term investments Hedges are, however,
undertaken in respect of Investments that are

not considered long term or core to the Group

p42 For more information on the Group s treasury policies

Additional nsks and uncertainties currently unknown to the Group, or which the Group currently deems immatenial, may also have
an adverse effect on the financial condition or business of the Group
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Directors' Report Business Review

Operating group overview

BAE Systems has four principal operating groups each with different
characteristics resulting from the nature and phase In the lifecycle of

programmes, products and services provided, procurement phllosophles

of thelr principal customers, and geographical areas in which they operate.

BAE Systems, Inc.

Electronics, Intelligence
& Support (EI&S)

Description of activities

OPERATING GROUP FINANCIAL PERFORMANCE SUMMARY -

CONTINUING OPERATIONS

KP1 KPI KPI KP
Order Order Underlying Return Cash
Intake* book Sales EBITA? onsales flow®
2010 £m £bn £m £m % £m
Electronics, Intelligence
& Support 5,823 48 5,653 668 118 568
Land & Armaments 3,707 5.9 5,930 604 10.2 858
Programmes & Support 4,139 211 6,680 529 7.9 227
International 2,908 9.1 4,534 478 10.5 195
HQ & Cther Businesses 207 0.3 278 (65) {665)
Discontinued operations - - - - 4
16,784 412 23,075 2,214 1,187
Less intra-group (400) {(1.5) (683) - -
16,384 39.7 22,392 2,214 99 1,187
2009 (restated?)
Electronics, Intelhgence
& Support 5,416 45 5,637 575 102 380
Land & Armaments 3,934 78 8,738 604 90 480
Programmes & Support 8,789 243 6,298 670 106 285
International 4,564 110 3,828 419 109 813
HQ & Other Businesses 175 o4 254 (7T1) (366)
Discontinued operations — — — - 3
22,878 480 22,755 2,197 1,595
Less intra-group (1,170) (17) {765) - =
21,708 463 21,080 2,197 i00 1,595

p36 For more informatgn on the
Groups financial performance

(SR

Inctuding share of egunty accounted investments
Earnings before amortisation and impairment of intang ble assets

finance costs and taxauon expense (EBITA) excluding nonreciaring

itemns (see page 37)

3 Net cash inflow/ (outflow) from operating actvities after capral

expenditure {net) and financial nvestment dwvidends from equity
accounted investrments and assets contributed to Trust

4  Restatedfollowing the sale of hatf of the Group s 20 5%
sharehelding in Saab AB and subseguem classification as

adiscontinued operation

84 www baesystemns com

Electronic Systems business
comprises many relatively small,
shortcycle contracts, applying high
technology solutions to complex
problems

Services activities include Readiness
& Sustainment, such as the support
business, which includes US ship
repalr and modernisation activities,
and Cyber & Intelligence, which
supports US and international
governments in their natienal
secunty missions

Contracting structures include
Indefinite Delivery, Indefimte Quantity
(IDIQ) contracts, where orders are
made against an overall budget spend,
and Mult-Ship, Mult-Option (MSMO)
contracts, which enable work to be
undertaken during successive US Navy
ship dockings The order book 1s
tymically one year's sales or less
reflecting the value of business drawn
agamnst |DIQ or MSMO contracts, and
the annual budget appropriation
methodology for procurement in

the US




Land & Armaments

Descnption of activities

Programmes & Support

Description of activities

International

Description of activities

The business typically comprises
medium to long-term contracts or IDIQ
contracts for design, development,
production, support and upgrade of
armoured combat vehicles, tactical
wheeled vehicles, missile launchers,
artillery systems and munitions

Significant vehicle Platforms include
Mine Resistant Ambush Protected
(MRAP}, the final delivenies on the
Family of Medium Tactical Vehicles
{FMTV) contract, and sales of CV30
vehicles OtherPlatforms business
Iincludes the manufacture of artillery
systems, such as the M777 howitzer,
and naval guns

Services activities include the 15-year
munitions supply contract with the UK
Ministry of Defence, and contracts for
the reset and remanufacture of Bradley
Fighting Vehicles for the US Army

The business s In the process of
restructurnng to match the lower sales
volume and cost base as the FMTV
programme concludes and Bradley
reset activity reduces

This operating group has a small
number of large Platforms contracts
Most of the businessiswith the UK
government Contracts are typically
awarded as multiyear programmes

Development programmes are
contracted such that appropriate levels
of risk are iniially held by the customer
Subsequent production programmes
are priced when a system’s
development has reached sufficient
maturity for specifications to be
stabilised and costs known Production
contracts may be awarded cna
fixed-pnce basis, often with indices to
adjust prices where they extend over
fong periods Contracts may also have
incentive arrangements whereby the
customer and contractor share cost
savings against agreed target pnces

The significant Services business forair
and maritime programmes 1s also
usually contracted over multryear
penods, and includes business where
the Group prowvides an overall capablity
These contracts may alsc have
Incentivised profitability, the customer
and contractor sharing cost savings

The Deticabusiness operates inthe
Cyber & Intelligence domain

International has businesses in

Saudi Arabsa and Australia, as well as
shareholdings in MBDA, Air Astana,
and Indian land systems and software
businesses

The business provides operational
capahility supportto Saudi Arabia’s

air and naval forces on UK/ Saudi
government-to-government contracts
Servicescontracts, suchasthe

Saudi British Defence Co-operation
Programme and Typhoon support,
tend to be multryear, Including fixed
price elements Platforms business
includes multiyear, fixed price contracts,
often with price vanation formula, such
as the Salam Typhoon contract

In Australia, the business delivers
production and support/upgrade
programmes for the Australian
government across air, mantime, land
and security Services contracts include
the provision of support and upgrades
Contracts for Platforms include naval
ships and fand vehicles Contracts are
often multryear and fixed pnce, but wath
price varation formula

The business 1s developing its position
in Omanand an order for Typhoon
aircraft 1s actively being pursued
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Directors Report Business Review

Operating group reviews

Electronics, Intelligence & Support

OVERVIEW

Electronics, Intelligence & Support, with 30,800
employees?, provides a wilde range of electronic systems
and subsystems for military and commercial applications,
technical and professlonal services for US natlional security
and federal markets, and ship repair and modernisation
services

KEY POINTS - FINANCIAL

— Order intake* growth of 7.5%
— Retum on sales Increased to 11.8%
— Cash flow® converslon of underlying EBITA? at 85%

PERFORMANCE

2010 2009 2008
Financial
Order intake* we £5,823m £5,416m £4,904m
Order book? £4.8bn £4 5bn £5 2bn
Sales? wm  £5,653m £5637Tm £4,459m
Underlying EBITA? KPI £668m £575m £508m
Return on sales 11.8% 10 2% 11 3%
Cash inflow? KPI £568m £380m £380m
Safety
Lost Work Day Case
Rate (per 100,000
employees) KPI 262 315 472

KEY POINTS - OPERATIONAL

— Acquisitions of Atlantic Marine and OASYS Technology
completed

— Central operating group headquarters closed as part of
the restructuring of BAE Systems, Inc

— Continued to perform on legacy programmes and secured
several strateglc contract awards in new markets

— US Army qualiflied IMX-101 as a safer and effective
alternative for the potential replacement of TNT
In artillery

— Strong ship repair performance continued, with order
intake totalling $1bn (£0.6bn) in 2010

In 2010, Electronics, Intelligence & Support sales* were
£5,653m (2009 £5,637m). On a like-for-like basls, sales?
decreased by 2.4% over 2009 primarily reflecting the Impact
of contracting delays caused by the extended Continuing
Resolution funding at the end of 2009,

Return on sales increased to 11 8% (2009 10 2%) reflecting
good programme execution on certain matunng programmes,
and ongoing cost reduction and efficiency programmes

Operating cash inflow? was £568m (2009 £380m;) reflecting
good working capital management

The busmess reduced its Lost Work Day Case Rate by 17% In
2010, driven by good performance in high sk areas Although
the overall target of a 20% reduction was not achieved, the safety
performance of the businesses has continued to demonstrate a
year-onyear mprovement Withthe exception of Atlantic Marine
sites acquired in 2010, all sites with more than 150 personnel
progressed to Level 4 on the Group's Safety Maturity Matrix

Electronic Solutions

Electronic Solutions completed the $53m (£33m) acquisition
of OASYS Technology, an electro-optical systems manufacturer,
which strengthens BAE Systems’ Electronic Systems
capabilities, providing a wide range of night viston, soldier-borne
imaging systems

The business maintained its leadership position in electronc
warfare, with strong performance on Low-Rate Initia! Production
(LRIP) of electronic warfare suites for F-35 The initial
countermeasures system was delivered, with significant
improvements made to its mission systems flight testing software

The F-22 electronic warfare programme completed its required
delivenes, retired all nisk items as planned and exceeded its
cost reduction expectations

The US Army continues to order the Common Missile Warning
System, a helicopter missile warning system, with contract
awards of $34m(£22m)in 2010 The business also unveiled
its directable, infrared countermeasures suite, Boldstroke™,
an Integrated aircraft survivability system for protecting aircraft
from infrared-guided missiles and other threats

A $46m (£29m) LRIP contract was signed with the US Nawy for
the Advanced Precision Kill Weapon System BAE Systems
designed the laser guidance and controls on this cost-effective
guidance kit that transforms standard unguided rockets into
tughly precise laserguided missiles

2010 Executive Committee objective
Grow our EI&S
business both
organically and

via acquisitions,
and improve
efficiency

ncluding share of equey accounted Investments
Earnings before amortisation and impairment of
ntangible assets finance costs and taxation expense
(EBITA) excluding nonrrectiming stems (see page 37)

(SRS
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Support Solutions

BAE Systems received a Multi-Ship, Multi-Optlon
{MSMO) contract, with a potential value of $365m
{£233m), for executing planning, modernisation,
maintenance and repair work on 11 Arleigh Burke
DDG-51 class destroyers at its Norfolk, Virginia,
facliity This contract, and existing contracts for
CG~47 class cruisers and amphiblious ships,
support work at the Group s Norfolk, 5an Diego and
Hawali shipyards, and positions BAE Systems as a
major supplier of support services to the US Navy

3 Netcash inflow from operating activities after capital
expenditure {net) and financial nvestment dividends
from equity accounted investments and assets
contributed to Trust




The busingss continues to Invest in research and development As
part of a three-year, $70m (£45m) investment in the development
of state-of-the-art manufacturing and systems engineenng
facilities for integrated awcraft survivability equipment, the
Worrell/ Weeks Aircrew Protection Center, a newtesting and
equipment evaluation laboratory, was dedicated during the year

Fallowing strong performance by the business on legacy contracts,
US Army demand for thermal weapon sights continued in 2010
with the award of an additional $123m (£79m) contract undera
fiveyear, Indefinite-Delivery, Indefinite-Quantity contract The order
increases the total thermal weapon sight contract value to more
than $1bn (£0 6bn) since 2004

In 2010, the Driver's Vision Enhancer Family of Systems
completed the hardware gqualification phase and began
production delivenies, with orders totalling more than $92m
(£59m) The combat-proven Check 6® thermal camera system
received additional contracts worth more than $120m (£77m)
and deliveries exceeded 21,000 units

In an emerging market related to unmanngad aerial vehicle
opportunities, BAE Systems was awarded several wide-area
persistent survelllance contracts totalling over $100m (£64m)

In export markets, the business secured a $67m (£43m)
contract with the Slovak Ministry of Defence for a newly designed
mobile military communications system {MOKYS) The system
supports secure transfer of information in the form of voice, data
and images at both operational and tactical levels of command

Intelligence & Security

In February 2011, BAE Systems completed the acquisition of
L-1 Identity Solutions, Inc s Intelhigence Services Group, which
expands Its existing presence in the US intelligence community,
for a cash consideration of approximately $297m (£190m)

Within the Services market segment, Inteligence & Security
continues to support US and international government and
commercial clients in the collection and management of
information to gather intelligence, maintain security, manage
nsks and strengthen resilience in today's complex operating
environments Key focus areas are Intelligence and
counterintelligence, homeland security, law enforcement,
and support of military operations

with sustained intelligence and secunty operations around the
world, the business captured significant, indefinite-quantity
contract vehicles to provide knowledge management, cyber,
information technology, and analysis support to defence

and intelligence agencies, and the US Federal Bureau of
Investigation (FBI)

Other key contract awards included Next Generation Desktop
forup to $300m (£192m) that will deploy over 12,000 analyst
workstations across the intelligence community, a $40m
(£26m) contract for the FBI supporting enterprise network
operations and information assurance, and acommand and
control system contract for the US Navy with an estimated value
of $100m (£64m) that leverages BAE Systems' market-leading
capabilities i full-motion video analysis, geospatial imagery
analysis and mission planning

Platform Solutions
Inthe air domain, the business extended a long-term agreement
with Boelng, securing its exclusive position for Boeing original

equipment and aftermarket work through to 2019 The contract
covers commercial electronics forthe Boeing 737,747, 767
and 777 arcraft, with a potential value of $800m (£511m)

In the UK, the business delivered the first order of new helmet-
mounted optical sighting systems to the Royal Navy, addressing
amission-critical need for Increased air door gunner situational
awareness

BAE Systems began production deliveries of its HybriDrive®
propulsion system to British bus builder Alexander Dennis under
the UK Green Bus Fund ntiative, with over 100 systems in
service to date The business began the development ofa
hydrogen fuel cell system for SunLine Transit, delvered its first
production bus to the Seattle Transit System, and was selected
to power New Flyer hybrid buses in Atlanta, Georgla and Everett,
Washington Transit buses powered by BAE Systems’
HybriDrive® green propulsion systems surpassed 200 million
miles of clean, reliable revenue service

Support Solutions

Consistent with the Group's strategy to grow its Readiness &
Sustainment activities, Atlantic Manne was acquired in July for
$372m (£245m) The acquisition enhances the Group’s ability
to meet ongoing demand for ship maintenance, repair, overhaul
and conversion services, marine fabrication, and construction
Integration of the business 15 largely complete

A five-year, $400m (£256m) MSMO contract was secured to
repair and modernise elght combatant ships for the US Navy
The contract includes docking and non-docking work on four
CG-47 Tieonderoga class cruisers and four DDG-51 Arleigh
Burke class destroyers

In another Services market, the US Army awarded the business
a contract worth up to $95m (£61m) to install and maintain
autornated access control systems at US Army bases and other
installations This award expands BAE Systems’ support of
physical secunty at US government sites

BAE Systems has been approved to provide engineenng and
technical services to the US Army and other federal customers
under the Rapid Response — 3rd Generation $16 4bn (£10 &bn)
government-wide contract, making it eligible to bid on a range of
task orders during the ten-year ife of the contract

QUTLOOK

Pressures continug on the US defence budget The US
Secretary of Defense recently announced a directive aimed

at reducing funding for multiple programmes and services
Whilst these funding reductions and expected slowing or
ultimate cancellations of new programmes could impact the
business, BAE Systems remains well positioned to support
1ts US customers with a balance of products, technologies
and services In recognition of the growing importance of
affordability and efficiencies, BAE Systems streamlined the
organisation of its US husiness in 2010 to reduce costs and
improve flexibility BAE Systems expects to benefitfrom its
presence in markets that are forecast to grow despite general
market pressures, such as Cyber & Intelligence and ship repair
services The business will continue to focus its investment in
market areas where growth s expected

p For more inforrnatlion on the Group s
2010 Executive Committee objectives
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Directors’ Report Business Review
Operating group reviews continued

Land & Armaments

OVERVIEW

Land & Armaments, with 16,100 employees?, designs,
develops, produces, supports and upgrades armoured
combat vehicles, tactical wheeled vehicles, naval guns,
missile launchers, artlllery systems, munitions and law
enforcement products.

KEY POINTS - FINANCIAL

— Return on sales increased to 10.2% (2009 9 0%)
— Cash flow® conversion of underlylng EBITA? at 142 1%

PERFORMANCE

2010 2009 2008
FInancial
Order intake! i £3,707Tm £3,934m £8,568m
Order book! £5.9bn £7 8bn  £11 5bn
Sales® w £5,930m £6,738m £6,407m
Underlytng EBITA? KRl £604m £604m £566m
Return on sales 10.2% 9 0% 8 8%
Cash inflow? KP1 £858m £480m £467m
Safety
Lost Work Day Case
Rate (per 100,000
employees) “m 277 500 737

KEY POINTS - OPERATIONAL

— Restructured to create a leaner, more responsive
business to meet customers’ needs
— Net headcount reduced by 5,500 {Including contractors)
- Demand continues for land vehicle Readiness
& Sustalnment
— Continued progress In pursult of supply chain efflclencles
— Continued Mine Reslstant Ambush Protected vehicle
activity

2010 Executive Committee objective
Implement our
global land systems
strategy, and deliver
on our efficiency and

Programme

In 2010, Land & Armaments sales® were £5,930m (2009
£6,738m) On a like-fordike basls, and as expected, sates*
were 13.7% below 2009 reflecting the lower level of land
vehicle activity, primarily Bradley and Family of Medium
Tactical Vehicles (FMTV).

Underlying EBITA? was £604m (2009 £604m) Return on sales
increased to 10 2% (2009 9 0%) benefiting from both
performance on the FMTV and Bradley programmes, and
continuing ratilonahsation and efficiency activities Underlying
EB!TA2 In the prior year included £42m of costs associated with
the unsuccessful Mine Resistant Ambush Protected (MRAP)
All-Terrain Vehicle (ATV) bid

Operating cash inflow? was £858m (2009 £480m) reflecting
strong working capital management

The business reduced 1ts Lost Work Day Case Rate by 45%,
exceeding the 2010 objective of a 20% improvement on 2009
All sites with more than 150 personnel progressed to Level 4
onthe Group's Safety Matunity Matnx

In 2010, Land & Armaments restructured its operations to
reflect the expected lower demand for new vehicles As aresult
of the rationalisation programmes, total headcount (Including
contractors) was reduced by 5,500

United States

BAE Systems has reset and upgraded more than 3,390 Bradley
vehicles to support its customers since 2007 The business I1s
extending the lives of 552 Bradley Fighting Vehicles by replacing
old and damaged compenents under a $21m (£58m) contract
modtficatton from the US Army Tank-automaotive and Armaments
Commaand Life Cycle Management Command This s in addiiion
to contracts totalling $440m (£281m) awarded on other Bradley
and HERCULES upgrades The January statements by the US
Secretary of Defense included the need to continue to upgrade
the Bradley family of vehicles

Early in 2010, following a rapid design and development
process, BAE Systems introduced the Caiman Mult-Terrain
Vehicle to provide an effective combination of intenor
capacity, tactical mobility, operator comfort and survivability
The business was awarded a $629m (£402m) contract from
the US MRAP Joint Program Office to upgrade 1,700 Caiman
MRAP vehicles

Caiman MRAP Upgrade

BAE Systems has been awarded a $629m
{£402m} contract fromthe US Mine Resistant
Ambush Protected (MRAP) Joint Program Cffice
to upgrade 1,700 Calman MRAP vehicles The

rationalisation plans

Including share of equrty accounted investments
Earrings before amortisation and impairment of
intangible assets finance costs and taxation expense
{EBITA) excluding nonHrecurring tems (see page 37)
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upgraded vehicle, called the Calman Multi-Terraln
Vehicle, includes a refurbished and improved
armoured capsule, a new high power automotive
power train, chassis and independent suspenslon
This award demonstrates BAE Systems support of
the customer s current and future requirements by
rapidly Improving product performance to protect
troops during combat missions

3 Net cash inflow from operating actmties after capital
expenditure {net) and financial imvestrnent dwidends.
from equity accountad investments, and assets
contnbuted to Trust




BAE Systems 1s on schedule to deliver seven Paladin Integrated
Management prototype vehicles to the US Army under the
exsuing research and development contract The upgraded
vehicles use combat-proven technoelogies from the Bradley
vehicle family and feature the Group's enhanced on-board
power management capability

BAE Systems receved orders fromthe US Marine Corps
Systems Command worth $170m (£109m) to produce 32 US
Special Operations Command (SOCOM}) Armored Utility Vehicles
{AUV) and provide major upgrades to existing vehicles The

US SOCOM AUV 1s one of several MRAP variants based on the
RG33 famuly of vehicles To date, nearly 350 SOCOM MRAP
vehicles have been produced and, in total, the business has
delivered more than 6,400 MRAP vehicles to support urgent
needs In traq and Afghanistan, with nearly $5bn (£3 2bn) In
contract awards for the production and service of MRAPs

Two new Services facilities were opened to provide the US Army
with work areas to maintain the RG33 SOCOM vehicles in
theatre These facilities provide complete maintenance and
service capabilities in support of the Group's products in the
field, training classrooms to assist soldiers, and Iving quarters
forworkers Expansion plans include support of all the Group's
products in service with the US armed forces in the region

During the year, the US business was awarded over $30m
(£19m)n orders to deliver armour protection kits for Armored
Security Vehicles (ASV), demonstrating BAE Systems' position
as a leader ininnovative armouring technologies BAE Systems
has produced more than 2,500 armour kits for the hightly
manoeuvrable, four-wheel drive ASV

BAE Systems opened a new state-ofthe-art design and
prototyping centre in Sterling Heights, Michigan, housing
facilities for vehicle and subsystem medifications, integration
and testing, electrical assembly fabrication, software
development, and system integration of vehicle control

and crew station electronics

The business continues to deliver ahead of schedule and to
cost under its existing FMTV contract, producing over 7,000
vehicles at a record high quality level, with sales of some
$2bn(£1 3bn)in 2010 This contract Is expected to complete
inthe first quarter of 2011

Following the subrmission of abid for the development phase of
the US Army's new Ground Combat Vehicle programme in May, the
business was notified of a change inthe customer’s requirements
and re-submitted its bid The technology demonstration phase of
the programme 1s expected to be awarded late in 2011

United Kingdom

The munitions business has seen significant investment

and transformation activity during the year, with work on new
faciities at Radway Green and Washington Throughout this
pernod, the business has continued to perform under its 15-year
partnership with the UK Ministry of Defence (MoD) to deliver
small arms ammunition, achieving cumulative schedule
adherence of 99% and sales of £302mn 2010

The vehicles business received Readiness & Sustainment
contracts from the UK MoD, valued at £30m, for the design,
production and embodiment of upgrade kits for 78 British Army
Warrior infantry fighting vehicles In March, the business
delivered the last of the latest tranche of BYs10 Viking Mk2
vehicles

In March, the UK government announced that it had not selected
BAE Systems’ proposal for the Future Rapid Effect System
(FRES) Speciahst Vehicles requirement

The weapons business received an order for 93 additional
M777 howitzers, taking total cumulative orders since product
launch to 955 systems, worth inexcess of £1bn

Sweden

The weapons business was awarded a £135m contract for the
production of 48 Archer 155mm seli-propelled artillery gun
systems for the Swedish and Norweglan armed forces

The vehicles business was awarded a long-term contract from
the Dutch MoD to supply spares for their CY8035 infantry
fighting vehicles

In June, BAE Systems launched the latest member of the CV90
family, the CV30 Armadiflo, which has been modified to provide
ahigher degree of payload and flexibility to address new threats,
and adapt to rapidly changing operational environments, thereby
mtroducing a new build standard

Despite its upheld legal appeal agamnst the decision of the
Swedish Defence Matenel Administration, the Group's proposed
modular 8x8 vehicle, named Alligator, was not selected for the
Armoured Wheeled Vehicle programme

South Africa

Through a partnership with General Dynamics Land Systems
Canada, the business received a $160m (£102m) follow-on
contract award to bulld 250 RG31 Mk5E vehicles in support
of the MRAP vehicle programme for use 1n Afghanistan

In December, the business receved a contract for $130m
(£83m) for the upgrade of approximately 700 MRAP RG31
vehicles The upgrade includes new engines, and new
independent suspension and tyre inflation systerns

Joint ventures

FNSS, a 49% owned joint venture with Nurgl Group of Turkey,
signed a letter of intent for appreximately $500m (£320m) with
DEFTECH of Malaysia for the design and manufacture of 250
armoured wheeled vehicles for the Malaysian armed forces

OUTLOOK

Land & Armaments faces a challenging market environment
It1s expected that pressures on defence budgets, particularly
inthe US and UK, wilicontinue Recent statements by the US
Secretary of Defense indicated that the 2011 US defence
budget I1s likely to include anticipated cost efficiencies,
programme reductions and potential cancellations However,
the business 1s well positioned to compete for sustainment
and upgrade work on its exasting platforms inthe event of new
vehicle programme terminations

Sales 1n 2011 will be impacted by approximately $1 6bn
{£1 Obn) on completion of the current FIMTV contract and by
approximately $1 Obn (£0 6bn)for the lower level of Bradley
reset/remanufacture activity

Going forward, the focus will be on securing key new
programmes, pursuing export opportunities, and sustaining
the margin mprovement frorn the business's ongoing
restructunng and efficiency initiatives

p12 For more Information on the Group s
2010 Executive Committee objectives
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Directors Report Business Review
Qperating group revlews continued

Programmes & Support

OVERVIEW

Programmes & Support, with 31,600 employees?, primarily
comprises the Group’s UK-based alr, maritime and Cyber &
Inteltigence activities.

KEY POINTS - FINANCIAL

— Underlylng EBITA? Includes a charge of £100m on the
terminated Trinidad and Tobago Offshore Patrol Vessel
(OPV) programme

PERFORMANCE

2010 2009 2008
Financlal
Order intake! i £4,139m £8,789m £4,195m
Order book ! £21.1bn £24 3bn £19 8bn
Salest w £6,680m £6,208m £4,638m
Underlying EBITA? Pt £529m £670m £491m
Return on sales 7.9% 10 6% 10 6%
Cash inflow? P £227m £285m £651m
Safety
Lost Work Day Case
Rate (per 100,000
employees) KPI 426 812 992

KEY POINTS - OPERATIONAL

— £537m Hawk India contract secured

— Third Type 45 destroyer accepted off contract and sixth
launched

— HMS Astute acceptance completed and second boat,
Ambush, launched

— Nimrod MRA4 programme terminated and Harrler to be
taken out of service in 2011 following Strategic Defence
and Securlty Review (SDSR)

— Continued ratlonallsatlon and efficlency activity across the
operating group and allghment of cost base post SDSR

Order intake! in the year was £4.1bn (2009 £8.8bn).

The prlor year intake Included long-term orders for production
of Typhoon Tranche 3A alrcraft, and support for Typhoon,
Harrier, Type 45, and Spearfish and Sting Ray torpedoes

Sales? in 2010 were £6 7bn, which, on a ike-for-like basis,
were broadly unchanged from 2009

Underlying EBITA? was £529m (2009 £670m) with a return

on sales of 7 9% (2009 10 6%) Underlying EBITA? in 2010
mcludes a £100m charge on the terminated Trinidad and
Tobago OPV programme  As expected, margins were impacted
by higher pension service costs arising from a fall in the
discount rates applied to pension habilities

The business reduced its Lost Work Day Case Rate by 48%,
exceeding the 2010 objective of a 20% improvement on 2009
There were particular improvements in safety inthe Surface Ships
business All stes with more than 150 personnel progressed to
Level 4 on the Group's Safety Matunty Matrix

In addition to approximately 1,750 redundancies announced in
2009, a further 2,900 were announced across the operating
groupin 2010 to continue to deliver efficiencies and align the
cost base following the SDSR

Military Alr Solutions

Delwvery of Typhoon Tranche 2 arcraft to the four partner nations
continued with 41 aircraft delivered in the year Deliveries tothe
Royal Saud: Arr Force {RSAF) were made in accordance with the
programme, with 18 of the 72 contracted amrcraft delivered to date

A £111m, four and a half-year Services contract was awarded on
the Hawk Advanced Jet Trainer (AJT) fleet at RAF Valley Twenty-frve
of the 28 Hawk AJT aircraft for the RAF have now been accepted

BAE Systems has secured a £537m contract from Hindustan
Aeronautics Limited to supply products and services to enable an
additional 57 Hawk AJT aircraft to be built under licence in India

On F-35%, major unit delivenes 1o Lockheed Martin have been
completed forthe development programme and the first two
production contract lots Production continues to schedule on
Lot 3, which includes the first two UK operational test and
evaluation aircraft The SDSR decision to acquire the F-35
Carner vanantinstead of the F-35 Short Take Off and Vertical
Landing vaniant will not change BAE Systems'’ role onthe
programme BAE Systems' workshare arrangements are

20190 Executive Committee objective BAE Syste ms wins
Establish in the pan-European Readiness
UK sustainably & Sustainment contract
profitable In May 2010, a five-year, E150m contract was

through-life business
in air,land and sea

Including share of equity accounted nvestments
Earnings befare amortisation and mpairment of
intangible assels finance costs and taxation expense
(EBITA) excluding nonrecumming tems (see page 37)

(S
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awarded for the dellvery of Typhoon Avionics
Equipment Repalr to the Air Forces of Germany,
Spain and the UK Combined with the £400m
Radar and Defensive Alds Sub-System (DASS)
contract awarded In 2009, the contracts offera
range of repair services, halving the customer’s
avlonic repalr costs for Typhoon and improving
avatiabllity

3 Netcashinflow from operating actvities after Capital
expenditure {net) and financial investment, dividends
from equity accounted mvestments and assets
contnbuted to Trust




not matched against the UK government’s decisions on aircraft
type or quantities

Onthe Tornado and Harrier programmes, operational
reguirements continued to be met through the delivery of
contractual mifestones and Urgent Operational Requirements

BAE Systems continues to show good progress in its Unmanned
Aircraft Systems activities, with the roll out of the joint MoD

and industry Tarams Unmanned Combat Arrcraft System
demoenstrator in July

Surface Ships

Programmes for the Royal Navy have progressed to plan, with
construction well advanced on sections of the first Queen
Ehzabeth Class aircraft carrier in Portsmouth andg Glasgow

The Type 45 build programme continues, with delivery of
third of class, Diamond, sea trials for fourth of class, Dragon,
and launch of the sixth and final ship, Duncan, during 2010
The Type 45 support solution has been contracted for and
established in Portsmouth

Considerable achievements have been made to transform the
business and drive cost savings under the Terms of Business
Agreement (TOBA) with the MoD, including efficiency savings
generated in the year to March 2010 for the MoD of £66m

BAE Systems was awarded a four-year, £127m contract by the
MoD to develop a highly flexible, multi-role frigate for the Royal
Nawy, the Type 26

The export contracts for Oman, and Tnnidad and Tobago have
encountered significant difficulties duning construction that
have led to further delays and losses of £163m The fairvalues
of these contracts have been updated accordingly (see note 29
to the Group accounts)

In September, BAE Systems received written notice from the
Government of the Republic of Tnnidad and Tobago (GORTT) of
its intention to cance! the contract for three OPVs The Group
has challenged GORTT's entitlerment to cancel and has tself
1ssued a termination for default notice on GORTT The parties
are now proceeding in accordance with the contract's dispute
resolution provisions and a charge of £100m has been taken

Submarine Solutions

HMS Astute, the first of class attack submarine for the Royal
Navy, was accepted by the MoD in November Ambush, the
second of class, was launched in January 2011 and will now
undertake commissioning activities prior to commencing sea
tnals Construction continues on the third and fourth boats

A £360m order, which includes commencement of construction
of the fifth boat and long lead procurement for the sixth boat,
has been received

The concept phase for the successorto the Vanguardclass
submarnne 1s scheduled to complete InMarch 2011, with the
assessment, design and development phases then to follow

Detica

Detica’s Cyber & Intelligence actmty, which focuses on cyber
security and information assurance, countenng terronsm and
organised cnime, and border secunty, has maintained sales growth
desprte reduced UK government spending Growth opportunities
in other BAE Systems home markets, and elsewhere inthe Middle
East and Europe, have secured sales into the law enforcement,
telecommunications and financial services sectors

In the UK, cyber security has been highlighted as a significant
threat in the National Secunty Strategy Detica continues to be
well placed as a strategic partnerto UK government In 2010,
Detica launched a new cyber security service, Detica Treidan™,
and 15 advising commercial and government customers on
preventing and responding to attacks on their networks

The Detica NetReveal® solution continues to show global
sales growth with some key wins, particularly in the financial
services sector

In July 2010, the Home Office terminated the e-Borders
contract Detica was a subcontractor to Raytheon on that
programme and has submitted a claim in connection with
the termination for convenience of its subcontract

In December 2010 and January 2011, respectively, the Group
announced the proposed acquisitions of ETI A/S and Norkom
Group pic inthe Cyber & Intelligence domain

Integrated System Technologles (Insyte})

The FALCON secure deployable broadband communication
system forthe British Army and RAF completed Technical
Field Evaluation in July The contract provides for the initial
operational capability to be accepted in 2011 The business
1S in discusstons with the customer with regard to a revision
to the programme schedule

Are-baselined programme on the Mantime Composite Training
System has been agreed with the customer Arevised ready for
training date ts planned for September 2011

The ARTISAN 3D radar successfully completed Customer
Cnitical Design Review in June, allowing the programme to
progress towards full production

The Sting Ray lightweight torpedo main production order for the
Royal Navy completed production deliveries in May The delivery
contract for the government of Norway 1s on schedule, with initial
delivernes achieved in December

OUTLOOK

Anticipating the impact of pressure on government spending
and the SDSR, the business has worked ciosely with the MoD
to align objectives and transformation plans Programmes &
Support was re-organised with effect from 1 January 2011

A new Maritime business has been created, encompassing

all UK maritime activities, and the new Military Air & Information
line of business integrates the military air and information
systems activities

Mantime 1s underpinned by the Type 45, Queen Elizabeth carrier
and Astute class submarine manufacturing programmes,

the 15vyear ToBA, and the concept design of the successor
submarine

In Military Air & Information, growth 1s inked to increasing
combat aircraft production The business i1s underpinned by
the Typhoon and F-35 programmes

Detica's position In the UK market, and its development as

a solutions integrator and prowider of cyber security services,
means that it 1s well positioned to support the UK government's
National Secunty Strategy, the increased focus on itelligence and
secunty inthe UK and overseas, and growing commercial markets

p12 For more information on the Groups
2010 Executive Committee objectives
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Orrectors Report Business Review
Operating group revlews continued

International

OVERVIEW

International, with 17,200 employee'.i.-‘, comprises the
Group’s businesses In Australia, India and Saudi Arabla,
together with interests in the pan-European MEDA joint
venture and Air Astana.

KEY POINTS - FINANCIAL

— Like-forlike sales® growth of 15 3% over 2009
— Settlement achieved with the former owners of Tenix Defence

PERFORMANCE
Restated* Restated*

2010 2009 2008
Financial
Order intake?! k. £2908m £4,564m £3,559m
Order book* £91bn £11 0Obn £10 2bn
Salest i £4,534m £3,828m £2,926m
Underlying EBITA? kPt £478m £419m £417m
Return on sales 10 5% 10 9% 14 3%
Cash inflow® KPI £195m £813m £163m
Safety
Lost Work Day Case
Rate {per 100,000
employees) KPI 896 746 1,393

KEY POINTS - OPERATIONAL

— A further ten Typhoon aircraft delivered under the
Salam programme

— Typhoon operational capabllity belng provided under
the support contract

— 157 Tactica vehicles accepted by the Saudl Arabia
National Guard

— BAE Systems Australia selected as Lockheed Martin's
partner for maintenance and upgrade support on the
Australian F-35 programme

— Defence Land Systems India Private Limited joint venture
became operational

During 2010, Intemational sales* were £4,534m {2009
£3,828m). The Increase In sales was predominantly a result of
increased actlvity on the Saudi British Defence Co-operation
Programme (SBDCP) In the Kingdom of Saudi Arabla and
progress on the Landing Helicopter Dock programme in
Australia.

Underiying EBITA? of £478m (2009 £419m) generated a return
on sales of 10 5% (2009 10 9%) The reduction inreturn on
sales Is due to the low margin being traded on increased activity
on the early stages of the Salam and Landing Helicopter Dock
programmes

Operating cash inflow® was £195m (2009 £813m) reflecting the
expected utihisation of advance funding on the Salam programme

The Lost Work Day Case Rate increased by 20% compared

with 2009 The overall trend In safety performance has been
improving since 2007, but this level of improvement was not
maintained N 2010 Senior management are reviewing safety
processes In order to put in place an improvement plan All sites
with mare than 150 personnel progressed to Level 4 onthe
Group’s Safety Matunty Matrix

Saudi Arabla

The business continues to develop its presence In Sauch Arabia
and remains committed to developing a greater indigenous
capabiiity in the Kingdom This strategy I1s being enhanced by

the entry into service of Typhoon aircraft and subsequent
development of the Typhoon in-country industnal base Of the 72
Typhoon aircraft contracted under the Salam programme, 18 have
been delivered to the customer Six of the ten aircraft delivered
this year are the twin-seat vanant which will atlow the Royal Saudi
Air Force (RSAF) to conduct their own training misstons

Whilst delivenies on the Salam programme remain on schedule,
the programme Is likely to be adjusted to accommodate some
customer changes These may include rejocating final assembly
of the last 48 of the 72 aircraft, the creation of a maintenance and
upgrade facility in the Kingdom of Saudi Arabia and, in addition,
the last 24 of the 72 alrcraft might be delivered with modifications
to allow future incorporation of Tranche 3 capability

The business continues to provide support to the operational
capabihity of both the RSAF and Royal Saudi Naval Force through
the SBOCP Customer discussions are ongoing for the next
phases of SBDCP and the Salam programme The Group expects
the customerto place a greater emphasis on performance-based
contracting and use of the Saudi industnial base

2010 Executive Committee objective
Grow our home
markets in the
Kingdom of Saudi
Arabia, Australia
and India

Including share of egunty accounted invastments
Farnings before amortisation and impairment of
intangible assets finance costs and taxaticn expense
(EBITA} excluding nor-recurring tems (see page 37)
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BAE Systems Australia-F-35

BAE Systerns Australla has been selected as a key
Australian partner for Readiness & Sustalnment
support for the F-35 combat alrcraft BAE Systems
ts ideally placed to provide support for the F-35
through its established capabllities at Willlamtown
where its 400-strong workforce already provides
malntenance and through-llfe support to the
F/A-18 Hornet and Hawk Lead-In Fighter fleets

3 Netcash inflow from operating sctivities after capral
expenditure {net) and financial investment, dividends
fromeguity accounted investments and assets
contributed to Trust

Restated following the sale of half of the Group s 20 5%
shareholding In Saab AB and subsequent classification
as a discontinued operation

Command Contral Communications Computers and
Intelligence




All 200 Tactica land vehicles have been delivered to the Saudi
Arabia National Guard In 2010, 157 vehicles were accepted
by the customer and entered into service The remaining 43
vehicles are expected to be accepted in the first quarter of
2011 The business continues to support these vehicles in
accordance with a separate contract

The C41° programme remains challenging, but good progress
continues towards design completion

Australia

In 2010, BAE Systerns consolidated its position as a strategic
support provider to the Australhan Defence Force (ADF) The
Australian government's parallel commitments to maintain
defence funding in real terms until 2018 and achieve A$20bn
(£13 1bn) of savings through its ten-year Strategic Reform
Programme represent both an opportunity and a challenge
tothe business

The business has formally presented a proposal to the
customer that 1s expected to deliver savings of at least 20% on
the support contract for the Royal Australian Air Force's (RAAF)
Hawk Lead-In Fighter fleet without impacting aircraft availability

A Memorandum of Understanding was signed with Lockheed
Martin to establish BAE Systems as the preferred Australian
partner for maintenance and upgrade support for the F-35 that
will form the mainstay of the RAAF's air combat capability later
this decade

The business 1s a subcontractor to Boeing on the Wedgetall
Early Warning and Control aircraft programme  Durning the year,
the business completed delivery of the arborne components
of the Electronic Support Measures package under the
programme

The mantime business achieved on-schedule performance
forthe Landing Helicopter Dock project On the AirWarfare
Destroyer programme, work continues to recover the schedule
for the construction of hull blocks following initial fabrication
difficulties

The business was not down-selected as a preferred tenderer
forthe Land 121 Phase 3 project 1o supply medium and heavy
tactical vehicles to the ADF

Outstanding 1ssues concerning the acquisition of the Tenix
Defence business in 2008 have been resolved Payments
totalling A$127 5m(£74m, net of legal fees) are to be made
to us by the former owners of the business

MBDA
MBDA has delivered increased sales and increased return on
sales compared to 2009

Order intake 1n 2010 was below the level achieved In 2009 as
global budgetary constraints meant certain export contracts
were delayed Orderintake with domestic customers was good
with new production orders received for additional Mistral
surface-to-air missiles in France, the development and early
manufacture contract for Fire Shadow loitering munitions, and
the assessment phase, development and early manufacture for
SPEAR (Selectable Precision Effects At Range) weapons under
the Complex Weapons contract inthe UK

Key delivenes included Aster surface-to-air missiles, Mica
awrto-air missiles, Eryx anti-armour missiles, Taurus stand-off

missiles, Milan anti-armour missiles and Exocet anti-ship
missiles

Development programmes continue to progress well, with

key milestones being passed on the MEADS air-defence
programme, SCALP Naval stand-off missile programme, Meteor
beyond visual range airto-air missile, and all assessment and
development phases of the UK Complex Weapons Programmes

The 1ssues anstng during last year's Sea Viper finngs have been
resolved, culminating in a number of successfultnal test finngs
of the Astermissile A successful system finng involving an
Aster 30 missile was also made in October, to achieve Europe’s
first ever intercept of atactical ballistic missile

Indla

In 2010, Defence Land Systems India Pnivate Limited, the
Group's 26% joint venture with Mahindra & Matundra Lirnited,
became operational, giving BAE Systems a domestic capabiiity
inthe land sector The first new product, Mine Protected Vehicle
india, was unvelled in Delhnin February

BAeHAL Software Limited, the Group's 40% joint venture with
Hindustan Aeronautics Limited, has undertaken a senes of
inihiatives to expand its scope of operations and provide IT
solutions to a wider range of customers

Alr Astana

Air Astana achieved another year of strong performance The
Group’s share of revenue increased by 18% to $321m (£208m),
with an improvement n profit driven by rising passenger demand
and strong cost base control across its portfolio of international
and domestic routes

Oman

The business has strengthened its presence in Oman during
the year and significant activity 1S ongoing to agree an order for
the supply of Typhoon awrcraft to the Royal Arr Force of Oman

A number of other longerterm prospects are being pursued,
and the business Is also developing strategies to improve

its Services offerings across the significant instalted and
anticipated future product base

OUTLOOK

The Group seeks to sustain its long-term presence in the
Kingdom of Saudi Arabia through delivering current programmes
and industnalisation, and developing neéw business in support
of all Saudi military and paramilitary forces

The Salam programme changes referred to will necessitate
contract and pricing revisions that will need to be concluded in
2011 These will bias both sales and profits to the second half
of 2011

In Austraha, BAE Systems aims to capture its share of the
growth in defence spending through delivery of innovative, value
for money solutions across both new and existing programmes
in close co-operation with its major customer, the Australian
Defence Materiel Qrganisation

Inindia, BAE Systems plans to develop ts home market strategy
through existing and, If appropnate, additional joint ventures
and partnerships to address the future requirements of the
Indian armed forces, i new product and support activities

p12 For more infarmation on the Groups
20110 Executive Commlttee objectives
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Directers Report Business Review
Operating group reviews continued

HQ & Other Businesses

OVERVIEW

HQ & Other Businesses, with 2,500 employees?, comprises
the reglonal aircraft asset management and support
activities, head office and UK shared services activity,
including research centres and property management

KEY POINTS - FINANCIAL

— Reglonal Alrcraft underlying EBITA? of £35m In the year
— Payment of the regulatory penalty to the US Department
of Justice

PERFORMANCE

2010 2009 2008
Financlal
Order intake? Ket £207m £175m £212m
Order book? £0 3bn £0 4bn £0 4bn
Salest Kel £278m £254m £235m
Underlying EBITA? i £(65)m £(71)m  E£{101)m
Cash outflow?® we £{6B5)m £(366)m £(66)m

KEY POINTS - OPERATIONAL

— 52 aircraft placements contracted

— Long-term lease of slx RJ100 aircraft with Swiss
International Airlines

In 2010, HQ & Other Businesses reported a loss® of £65m
{2009 £71m) on sales! of £278m (2009 £259m).

Operating cash outflow?® in 2010 was £665m (2009 £366m)
This Includes the payment of the regulatory penalty tothe US
Department of Justice (£266m) and addrtional contributions
In respect of UK pension schemes totalling £326m (2009
£310m)

Regional Aircraft

Conditions inthe commercial aviation sector remain challenging
Despite this, the business has secured 52 arcraft placements
to new and existing customers in the year, including a long-term
lease of six RILOC aircraft with Swiss International Airlines

Lease and sale discussions continue with operators with
regard to both current and future fleet requirements and
support needs Marketing activity continues to focus on both
uncontracteddle aircraft and those returning off lease

Whilst market conditions have continued to impact airline
profitability, the portfofio customer base remains relatively
robust and the business continues to closely monitor operator
performance agamnst default nsk

Support revenues have remained under pressure reflecting the
current trading conditions  This has been partially offset by good
performance within the engineering business

The balance sheet carrying vatue of arcraft in the Regional
Airrcraft business (£166m) 1s based on the net present value
of forecast net leasing or disposal income

OUTLOOK

Trading conditions far the commercial aircraft market are
anticipated to remain challenging given the restricted availlability
of credit to smaller operators and competition from surplus
used aircraft

N

74

Including share of equity accounted (nvestments
Earnings before amortisauon and impaiment of
intangible assets, finance costs and taxation eéxpense
(EBITA) excluding nor-recarning iterms (see page 37)

www baesystems com

Advanced Technology Centre

BAE Systems’ Advanced Technology Centre
provides research and development, consuttancy,
speciallst manufacturing and technology broketing
services [nto defence, aerospace and commercial
markets With 400 sclentists and engineers,

the Advanced Technology Centre works in
collaboration and partnership with academia
and Inncvatlve organisations throughout the
supply chain, Identifying, pulling through, and
Integrating technologies and capabillties to
deliver discriminating solutions to its customers

3 Net cash outflow from cperating activities after capital
expenditure (net) and fnancial mvestment dmidends
tfrom equity accounted rvestrments and assets
contributed to Trust




Directors Report

Governance

Armadillc unveiled

1n June 2010, BAE Systems unveifled a new bulld
standard of the CV0 ked ar d

named Armadillo The BAE Systems advanced
laboratory In Ornskeldsvlk, Sweden incorporates an
englne test cell in which both upgrade and platform
bulld projects can be carried out
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Directors Report Governance

Board of directors

1. Dick Olver
Chairman

Appointed to the Boand 2004

3 Linda Hudson

President and Chief Executive Officer of
BAE Systems, Inc

5 Paul Anderson

Non-executive director
Appomted to the Board 2009

Naticnality Bntigh

Appointed to the Board 2009

Nationaiity' US

Skills and experience Achartered cwvil engineer
with extensive expenence of managing complex
ntermational engineenng projects, he held a
varety of senior management positions in the
ol industry cuimmating In his appcintment to
the board of BP p | ¢ as CEQ of Exploration and
Production in 1998 Subsequently appointed
Deputy Group Chuef Executive of BPin 2003,
stepping down from that role when he assumed
the chatrmanship of BAE Systems

Other appointments Business Ambassador for
UK Trade & Investment, and member of the
Pnme Minister's Business Adwisory Group and
Pnme Minister’s India/UK CEQ Forum Alsca
member of the Multinational Chairman’s Group
and the Tnlateral Commussion, a Fellow of the
Royal Academy of Engineenng and Chairman of
the Education for Engineenng {E4E) Pohicy Group

Past appointments Nonexecutive director of
Thomson Reuters plc

Committee membership Chairman of the
Nominations Committee and the NonExecutive
Directors’ Fees Committee

2 tanKing
Chief Executive

Appointed to the Board 2007

Nationality British

Skills and experience Appointed as Chief
Executive tn 2007 having been onginally
appointed to the Board as Chief Operating
Officer, UK and Rest of the World He was
previously Group Managing Director of the
Company’s Customer Solutions & Support
business and, pnorte that, Group Strategy and
Planming Director Pnor to the BAe/MES merger
he was Chief Executive of Alenia Marcom
Systems, having previously served as Finance
Director of Marcom Electronic Systems

Other appointrnents Non-executive director and
Senior Independent Director of Rotork plc

Committee membership Nor-Executive
Directors” Fees Committee

76 www baesystems com

Nationalty US

Shills and expenence Appointed to the Board

as President and Chief Executive Officer of

BAE Systems, Inc , she was previously President
of the Company's UShased Land & Armaments
operatinggroup Shejoined the Companyin
2006 from General Dynamics where she

had worked since 13992 in avanety of roles
culminating in her appomtment as Corporate
Vice President and President, Armmament and
Techmecal Products

Other appointments Member of the United
Service Organizations Worldwide Board of
Governors, the Association of the United States
Army Counc of Trustees, and engineering
advisory boards for engingenng programmes
at the universities of Maryland and Flenda

Committee membership Non-Executive
Directors’ Fees Committee

4 George Rose
Group Finance Director

Skilis and expenence Paul Anderson has
extensive global business expenence in the
energy and mining sectors He spent more
than 20 years intwo spells at Duke Energy
Corporation and its predecessor companias,
culminating in bis appointment as Charman,
President and Chief Executive Officer He was
subsequently Chairman of Spectra Energy
Corporation until 2009 and inthe intervening
penod he served as Managing Director

and Chief Executive Officer of BHP and,
subsequently, of the newly merged BHP Biliton
Otherappomntments Non-executive director of
Spectra Energy Corperationand BPp | ¢

Past appointments Non-executive director of
BHP Billton plc and Qantas Airways Limited
Committee membership Chairman of the
Corporate Responsibiity Committee and
member of the Nominations Committee

6 Harriet Green OBE
Non-executive director

Appomnted to the Board 1998

Appomted to the Board 2010

Natronalty Brnush

Nationality- Bniush

Skulls and expenence Appointed Group Finance
Director in 1998, he s a Fellow of the Chartered
Institute of Management Accountants Pnorto
Joining the Company iIn 1982 he gamned
substantial experence in the engineering and
manufactunng sectors, having held senior
finance positions in the Rover Group and
Leyland DAF

Otherappointments Nonexecutive director of
Saab AB and National Gnd plc, and a member of
the Industnal Development Adwisory Board

Skilis and expenence Currently Chief Executive
Officer and executive director of Premier Farnell
plc, a leading, high senace, multi-channet
technology distnbution group, Hamet Green
has significant global business experience
having run volume distribution businesses In
fourcontinents including Asia Pacific for Arrow
Electrorues as well as having functional
responsibility for worldwrde marketing, suppliers
and strategy

Otherappomntments Non-executive director of
Emerson Ele¢tne Co

Commuittee membership Corporate
Responsibility Committee




7 Michael Hartnall
Nonexecutive director

9 Roberto Quarta
Norrexecutive director

11. Carl Symon
Non-executive director

Appotnted to the Board 2003

Appointed to the Board 2005

Appomntedto the Board 2008

Nationality British

Nationaity US/lalan

Nationality US/British

Skills and expenence AFgllow ofthe Institute of
Chartered Accountants in England and Wales,
Michael Hartnall 1s a former Finance Director
of Rexam PLC where, in addition to hss finance
responsibilities, he gained considerable
exposure to mergers and acquisitions activity
Prortothat he held seniorfinance and
operational positions with a number of
manufactunng companies

Cther appomtrments Non-executive director of
Lonmin plc

Pastappointments Non-executive director of
Elementis plc

Skails and experience Roberto Quarta's
management experience spans a broad range
of manufacturing and service businesses with
global operations A partnerin the private equity
firm Clayton, Dubilier & Rice, he also serves as
Chairman of Rexel SA, one of the world's largest
electrical products distnbutors, which 1s one of
the firm's portfolio businesses

Pastappointments Chawrman of ltalte!,
Chairman and Chief Executive of BBA Group
ple, executive director of BTR plc, and a
non-executive director of PowerGen plc and
Equant NV

Committee membership Chairman of the
Audit Commuttee

8 Sir Peter Mason KBE

Non-executive director and Senior Independent
Director

Committee membershup Audit Committee and
Remuneration Committee

10 MNick Rose
Non-executive director

Skilts and experience Carl Symon has an
extensive background in global business
operations and management, retinng in 2001
after along career at IBM duning which he held
senior executive positions in the US, Canada,
Latin Amenca, Asia and Eurcpe, including that of
Chaunrman and Chief Executive Officer of IBM UK

Other appointments Non-executive director of
BT Group plc and Rexam PLC

Past appontments Non-executive director of
Rolls-Royce Group plc and former Chairman of
HMV Group plc

Commuttee membership Chairman ofthe
Remuneration Committee

12 RaviUppal

Non-executive director
Appointed tothe Board 2008

Appointed to the Board 2010

Natronahty Indian

Appointed to the Board 2003

Natronaity Bntish

Nationahty British

Skills and experience Chairman of Thames
Water and Seruor Independent Director of
Subsea 7S A ,anintemational offshore
engineenng, construction and services
contractor Formery Chairman and Chief
Executive of Balfour Beatty Limited, and Chief
Executive of AMEG ple, Sw Peter has extensive
expenence in engineering, construction and
long-term contracting

Past appointments Executive director of
BICC ple and chief executive of Norwest Holst
Group PLC

Skilts and experience Nick Rose was until
recently Chief Financial Officer of Diageo plc
He held the position for over ten years and, in
addibion to his finance responsibilites, he was
also responsible for supply, procurement,
strategy and IT on a global basis His financial
experience has encompassed a number of roles
since joining Diageo's predecessor company,
Grand Metropolitan, in 1892, including group
treasurer and group controller, having spent his
earlier career with Ford Finance

Other appointments Non-executive director of
BT Group plc

Committee membership Audit Committee,
Corporate Responsibility Committee and
Nominations Committee

Past appointments Non-executive director of
Mbdet Hennessy SNC and Scottish Power plc

Committee membership Audit Committee and
Remuneration Committee

Skills and expertence Ravi Uppal's business
experience encompasses both aperational
management and business development in
India and globally Currently Managing Director
and Chief Executive of L&T Power Limited, a
member of the Larsen & Toubro group which
operates in the technical, engineenng,
construction and manufactunng sector He was
previously President, Global Markets, forthe
power and automation technology group

ABB Limited where he was responsible for
ABB's marketing and business development
on a worldwide basis

Past appointments Managing Director of
Volvo India
Committee membership Audit Committee

Each of the eight non-executive directors hsted
above Is considered to be independent for the
purposes of the Combined Code

David Parkes

Company Secretary
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Drrectors Report Governance

Corporate governance

“A year in which we have

continued to evaluate
our governance
arrangements against
our own experiences
and changes in best
practice.”

Dick Olver
Chairman
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Dear Shareholders,

Change 15 inevitable and desirable, and this 1s as applicable to
companies as Itis to most things in ife Managing change as
part of an ongoing process of improvement is a fundamenta!
part of good governance, driven as it 15 by the demands of the
business environment and wider social and political influences
Boards need to look forward and put their companies in the best
position possible, not Just reacting to change but managing it for
the benefit of our vanous stakeholders Last year,| mentioned
the reports produced by Sir David Walker and the Financial
Reporting Council reviewing corporate governance inthe UK,
and the changes that they recommended In 2010, a number

of iImportant changes were made to the UK's Corporate
Governance Code We welcome the new Code as a statement of
the evolving nature of good corporate governance practice —and
one that must continue to change If we are to learn lessons from
the past and go on to build the successful, robust commercial
enterprises that are fundamental to our economic and social
well being

The Board has reviewed the new UK Corporate Governance
Code dunng the year, and has taken action to ensure that what
we do reflects fully its principles and that we comply with its
provisions As|have said before inthese reports, the Code
principles, embodying as they do the essence of good
governance practice, are the most important part of the Code
Inthe next few pages, we seek to explain how they have been
apphed by the BAE Systems Board 1will begin by highlighting a
number of iImportant areas that have been the subject of further
development during the year

Board membership

Too often we talk of boards inthe abstract and overlook the
obvicus point that a board I1s essentially a group of ndividuals
The quality of those individuals largely determines the quality
of the board, so consequently, through the Nominations
Committee, we pay a good deal of attention to the composrtion
of the Board and succession planning We look at composition
from a number of different angles, including

— Knowledge and expenence

- Dversity

— Key skills

— Executive/non-executive mix

— BAE Systems’ Board experience

We seek to achieve the right balance across these different
dimensions However, | believe that to be effective a board
needs a core of business people who have deep knowledge and
experience Inrunning compantes [n particular, as BAE Systems’
bustiness i1s characterised pnimarily by s complex long-term
contracting nature, we seek to retain core non-executive
knowledge and competence gained in similar industnes

In addition, we look for iIndividuals with board level expenence
with international and global companies

Diversity

BAE Systems places particular emphasis on diversity and
inclusion, and this1s reflected in the objectives that the Board
has set for management —and s one of the factors influencing
annual executive reward This 1S an area in which the Board
needs to show leadership and gender diversity 1s a factor we
consider when appointing new directors With the assistance of
our recruitment consultants, we have taken steps to ensure that
there are no obstacles to the Nominations Committee having
visibility of suitable candidates for possible appointment to the




Board, regardless of gender Companies such as BAE Systems
have to accept that performance to date in achieving a more
equitable representation for women at the highest levels has
been poor and that this 1s something we have to address When
women make up half of the population, those companies that
fail to have diverse leaders at the highest levels risk putting
themselves at a competitive disadvantage

Developing the quality of the senior management ‘pipe-line’ —
which ultimately leads to the Board —1s an area that charrmen
and boards do get involved in As part of this activity, the Board
and our Nominations and Cerporate Responsibility committees
have been monitonng how we manage diversity and inclusion
across the Group, and it 1s good to see progress being made,
particulariy in developing the behaviours and culture that in the
{ong term will be the main determinants of success Inthis area
Quotas and tokemsm could superficially solve the diversity
1ssue - at least at board level However, that would not be good
forcompanies and equally would not be good for women

| believe that the best way forward 1s to set the nght behavioural
expectations at the very top of the company and encourage
management to develop appropriate solutions to meet that
challenge Interims of Board governance, the Corporate
Responsibility Committee undertakes a specific role in
monroring progress against our diversity and inclusion
objectives (as it does with other non-financial performance
megasures), and makes recommendations to the Remuneration
Committee for reward purposes based on actual achievement

As chairman of both the Board and the Nominations Committee,
| recognise that | have particular responsibilities for leading the
work in developing the Board, and 1ts composition IS a very
important element of board effectiveness Reflecting on the
gender diversity 1Ssue, progress has been made - both within
the executive and non-executive areas Linda Hudson, cne of
our three executive directors, 1s the President and Chief
Executive Officer of our US-managed businesses, which account
for mare than half of our sales Together with strong operational
management experience, she brings a deep understanding of
the US defence market I am also pleased that in 2010 Harnet
Green joined the Board as a non-executive director She 1s Chief
Executive Officer of a UK-listed international electronics
distribution company, and brings international and operational
expenence to the Board Progress, but more to de, particularly in
respect of long-term executive development work from which
many of our future executive directors will be found, and
impaortantly, will provide candidates for non-executive director
positions in other companies

Successlon planning and directors’ Induction

Returning to the opening theme, change 15 inevitable but it 1s
also nsky Good succession planning recognises that youcan
mitigate succession nsk through well informed and timely
decisions being made by expenenced and knowledgeable
people The table below details the non-executive members of
the Board and their terms of office The Nominations Commitiee
regularly reviews thus information tc help plan the membership
ofthe Board This includes having pecople on the Board's
committees with the nght skills and expernience Forexample,
1In 2009, the committee identified a need for an indmidual with
appropriate skills and financial experience to sit on our Audit
Committee, and provide expertise and long-term cover for
Michael Hartnall, who has done an excellent job in chainng the
committee since 2003 1am pleased that we were able to
appomnt Nick Rose to the Board in February 2010, and he brings
the expenence and skills gained in his role as Chief Financial
Officer of Diageo plc to our Audit Committee, and also to our
Remuneration Committee Also, when we recruited Paul
Anderson in October 2009 we recognised he had the
background and qualities required for a future chairman of the
Corporate Responsibility Committee, and he was appointed to
thatrole in September last year

With regards 1o the executive directors on the Board, the most
significant event during the year was the search for the right
candidate to succeed George Rose as Group Finance Director
This was undertaken by the Nominations Committee and for this
purpose It co-opted an additional independent non-executive,
Nick Rose The search processis detailed in the Nominations
Committee report on page 94

Too much change around the board table can be a nisk in tself
No matter how experienced and knowledgeable an incoming
non-executive director 15 1t will always take time for that
individual to develop a detailed understanding of the Company
For this reason a properly tallored induction programme 18 very
important Done well, it should reduce the time taken for a new
member of the Board to become fully effective Over the last few
years, we have worked at improving the induction programme
we offer new directors, combining a mixture of subject specific
one-to-one meetings with senior management covernng matters
such as core control processes and investor relations, through
to site visits to various Company locations around the world

For information, an example of a typical induction programme

18 shown on page 84 Mamtaining the right level of experence
and company knowledge within a board, whilst at the same time
introducing new people who bring a new perspective and a ‘fresh
pair of eyes’, 1s a necessary but difficult balance to mamntain

We recognise it as such and remamn diligent in trying 10 get the
balance nght
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Directors’ Report Governance
Corporate governance continued

Roles and responsibllities

The revisions to the Combined Code made 1n 2010 provided
more definiion to the roles of both the Chairman and the Senior
Independent Director As aresult, the Board has amended the
requirements of the roles as detailed in our Board Charter (see
page 83) The changes to the Senicr Independent Director's role
and responsibilities reflect the need for one of the non-executive
Board members to act as a sounding board for the Chairman
and, in the normal course of events, facilitate an annual review
of the Chairman’s performance If events do notrunsucha
normal course, he will also act as an intermediary for the other
directors if they have specific concerns regarding the Charrman
and how the Board 1s being run Having a robust semor director
on the Board who 1s both the natural person to turnto whenll
need to discuss Board matters, and 15 open and frank in giving
feedback on my performance, 1$s invaluable to me as Chairman,
and an important part of board governance

The relationship between a chairman and the chief executive 15
probably the key personal dynamic within a board Againitisa
matter of balance, this time between being supportive of a chief
executive in deliverning the agreed strategy and the need to have
the right level of challenge Within BAE Systems, 1t 1s for others
to say whether | get this balance nght, and here the Board’s
annual performance evaluation provides all directors with the
opportunity to speak to our external facilitator about my
performance — we specifically ask directors for therr views on the
chairman/chief executive relationship —and for any Issues to be
fed back to me via the Senior Independent Director Likewise,
the Chief Executive 1s subject to the same evaluation process,
receving formal feedback once a year from the Board but having
the opportunity to engage with members of the Board, both
formally and informally, throughout the year

Managing risk

The management of nsk in major companies IS an 1ssue to
which directors and those responsible for pubhic policy have
given a good deal of thought in recent years When reviewing the
changes to the Combined Code last year, the Board noted the
change to the Main Principle in the Risk Management and
Internal Control section of the Code, regarding a board being
responsible for determining the nature and extent of the
significant nsks it1s walling to take n achieving its strategic
objectives The Board has agreed that this should be an integral
part of the process we use to develop and agree strategy, which
15 based on strategy review sessions, separate from our formal
board meetings

The Risk Management and Internal Control pnnciple also
requires that boards maintain sound nsk management and
internal control systems There has been some debate
regarding the need for all isted company boards to have nsk
committees Whilst the detailed monitonng of the quality of

our nsk management and internal control systems forms part
of the regular work undertaken by the Audit and Corporate
Responsibility committees, importantly the Board as a whole

15 ultimately responsible for the management of riIsk We ensure
that nsk s a regular agenda item for the Board and this provides
all directors with the opportunity to evaluate the quality of our
nsk management processes, to challenge the guality of the
Judgements made on nsk and the quality of risk mitigation
planning

In addition to the specific inclusion of nsk management within
the UK Corporate Governance Code's pnnciples, provisions
concerning remuneration have also been amended to require
that remuneration incentives are compatible with nsk policies
and systems In relation to this, it should be noted that within
BAE Systems, sk management 1s embedded into the
recognition of profit on long-term contracts

80 www baesystems com

In the accounting policy notes on page 134 you will find the
following words

“No profit Is recognised on contracts untll the cutcome of the
contract can be reliably estimated Profit is calculated by
reference to reliable estimates of contract revenue and forecast
costs after making sultable allowances for technical and other
risks related to performance milestones yet to be achleved ”

For us, the management of risk on our programmes 1S a core
management discipline and, therefore, management reward for
profit performance 1S inextricably tinked to managing nisk, with
reward and profit not recognised until outcomes can be reliably
estimated

Board performance evaluation

One of the other key changes to the Combined Code 1n 2010
was the change to the evaluation section, with the addition of a
requirement that, at least every three years, the annual board
evaluation should be externally facilitated Dunng my time

as Charrman, we have undertaken an externally facilitated
performance evaluation exercise annually, covering the
performance of the Board, its committees and individual
directors (iIncluding myself) This is now a core process that we
have refined over the past sixyears and one that | believe adds
real value to the work of the Board We have used the same
facilitator throughout this penod, which has helped to build trust
in the precess and an appreciation of its value in improving the
effectiveness of the Board

For us, the use of an external facilitator has been a positive one

| certainly don't see the exercise as an audit or inspection that
1s undertaken by an outsider with the aim of telling us what we
are doing wrong Rather, 1t 15 more about providing a process
through which directors can speak candidly at length to our
faciitator and in doing so analyse our performance over the past
year She thenpresents what she has heard, and collectively the
directors discuss this and agree any actions required to improve
our effectiveness Feedback on the performance of the Board's
committees 1s provided separately to committee chairmen so
that this can be discussed with committee members, and |

meet with the facilitator to discuss feedback on individual
performance before holding one-to-one meetings with directors
Similarly, the Semor Independent Director, following discussions
with the facilitator and the other non-executive directors,
provides me with feedback on my performance

For the 1ast few years we have provided details of the annual
objectives the Board has set following the evaluation process
and information on how we think we did tn addressing the prior
year's opjectives We report on the evaluation we have just
completed opposite

Shareholder engagement

As Chairman, | am responsible for ensunng that all directors are
aware of any Issues and concerns that major shareholders may
have The Company has a comprehensive investor relations
programme, through which the Chief Executive and Group
Finance Director engage regularly with our larger shareholders
on a ane-to-one basts The Board receves reports on these
meetings covering the general nature of matters communicated
and discussed However, it is important that the Board has a
nurmber of channels providing access to shareholder views
These additional channels include an annual survey that our
investor relations consultants undertake of the views of our
largest shareholders, and which are reported directly to the
Board Also, |wnte to major shareholders each year updating
them on matters concerming the Company and inviting them

to meet with me if they wish to discuss any particular matter
The Chairman of our Remuneration Committee undertakes a
similar exercise on the subject of remuneration policy




BOARD PERFORMANCE - 2010 OBJECTIVES AND ACHIEVEMENTS

2010 objectlves

2010 summary of achlevements

— Maintain focus on developing the
Company's strategy and progress in
achieving the Strategic Actions agreed
by the Board 1n 2009

— The Board and the Corporate
Responsibility Commuttee to continue
to monitor the development ofa
Total Performance culture, including
implementation of the Woolf
Committee recommendations

— Focus on monitoring operational
performance, including cost and
efficiency metrcs

— Continue to monitor the development
of the competencies and culture
required to support the growth of our
home markets

— The Chairman to facilitate continuing
development for the non-executive

directors, Including their understanding

and familiarity with the Company's
busingsses and core processes
and markets

— Through a number of different forums the Board undertock a wide-ranging review of
Group strategy In 2010 At the strategy review sessions in June and November, the

Board reviewed progress against the Strategic Actions agreed in 2009, and at the
end of 2010, updated the Group Strategic Framework (see page 14) to recognise
progress in achieving prior year actions

— Dunng 2010, performance against the responsible business conduct objectives was

integrated into the Company’s regular management reporting requirements, and
consequently was reported at all scheduled Board meetings

— At regular meetings he!d throughout the year, the Corporate Responsitnlity
Committee monitored performance against the CRrelated objectives set for the
development of a Total Performance culture In addition, the Committee agreed
the approach (including external assessments) that will be used to determine
progress In meeting the Company’s three-year commitment to addressing the
23 recommendations made by the Woolf Committee (see page 48)

- Operational performance targets were integrated intothe 2010 Integrated Business

Plan (IBP) Performance agamst this plan was monitored by the Board throughout
the year In particular, as part of the development of the 2010 I1BP, the Board
reviewed the efficient management of the Group's cost base, and the contribution
that such activity 1s expected to make over the five-year planning pernod

- The Board reviewed with senior operational managers progress in developing our
home markets This has been reviewed both in terms of performance in individual
markets and also interms of the long-term management resource required to
support our global business

- To assist in developing an understanding of the Company’s businesses, the Board
visited sites In the US and UK dunng the year For example, 1t took the opportunity
whilst visiting part of our US ship repair business to gain a deeper understanding
of the development and dynamics of the US support services market

— Faciltated by the Chairman, directors participated i a Responsible Business

Conduct Awareness Training session, utiising the matenals used across the Group

to discuss responsible business behaviour and to focus on the importance of
ethical conduct to the Company

BOARD PERFORMANCE - 2011 OBJECTIVES

Strategy

Succession planning and
implementation
Operational performance monitoring

Risk and risk management
Stewardship and UK Corporate

Governance codes
Brand

Develop further the process by which the Board engages in the development

of strategy

Priontise support for new Board members and long-term succession planning for
key executive roles

Develop the programme of ‘Deep Dives' to complement and validate KPls and
deepen directors’ understanding of the Group's operations and performance
Monitor the development of cnsis management planning and the role of the Board
insuch plans Establish future milestones after completion of the Woolf Report
three-year implementation review

Engage with shareholders as they implement the Stewardship Code and find ways
to expose non-executive directors more directly to shareholders’ views

Think about ‘Brand' in the context of the evolving nature of the business
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Directors Report Governance
Corporate govemance continued

| believe that regular dialogue with shareholders 1s important to
good governance Establishing reliable ines of communication
—even when there are no particular issues of concern for
shareholders —I1s another of the valuable ‘safety valves’ that
we need to firmly establish as part of our governance processes
Otwrously, this requires engagement on the part of the investor
community and | welcome the Stewardship Code which was
launched last year in the UK with the aim of enhancing, “  the
quality of engagement between institutional investors and
companies to help improve long-term returns to shareholders
and the efficient exercise of governance responsibilities”

During 2011, we will be looking to continue to improve the
quality of our engagement with shareholders and explore with
investors the practical means by which we can give effect to
the requirements of the Stewardship Code and UK Corporate
Governance Code

Stewardship 1s a word that sits equally comfortably with the
directors of a company as it does with shareholders — maybe
even more so for directors as the duty 1s more iImmediate and all
embracing in 1ts scope Therefore, we naturally support the aims
of this new code and look forward to developing its application

At the centre of a company's engagement with ts shareholders
15 the Annual General Meeting (AGM), and we should not lose
sight of the iImportance of this meeting as it provides a forum for
engagement with all shareholders BAE Systems has thousands
of shareholders, most of whom do not wish or are unable to
attend the actual meeting However, all shareholders havethe
opportunity to ensure that their shares are voted on Tohelp
facilitate this we provide the following

— Electronic and postal voting — shareholders can vote on all the
resolutions either electronically via our website or by post

— Questions & Answers - all shareholders have the oppartunity
to submit questions by e-mail or post and we address the
1ssues that arnse most frequently in these questions in
answers provided on our website

- Polis — all the resolutions detailed in the Notice of Meeting
are voted on by way of a poll This ensures that all votes are
counted on the basis of one vote for every share held, as
agamnst voting on a show of hands, which results in only
attendees at the meeting deciding on the resolutions

— Results —we publish the results of the voting on all resolutions
on our website

Those who are able to attend our AGM have the opportunity to
ask questions and hear the views of other shareholders before
deciding how to cast theirvotes One of the main changes to the
provisions in the Combined Code 1s the change to require that
all directors are subject to annual election by shareholders
Consequently, all members of the BAE Systems Board shall be
standing for re-etection this year and in future years

This year's AGM 1s on 4 May 2011 ook forward to meeting
those shareholders who are able to attend, and answering any
questions they may have on these governance reports and other
matters covered by the resolutions to be put to the meeting

Dick Olver
Charman
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Applying the principles of the UK’s Corporate Governance Code
The following report detatls how the Board has applied the
principles inthe Financial Reporting Council's Combined Code
(the “Code"),as required by the UK Listing Rules In June 2010,
arevised code, the UK Corporate Governance Code, was
published Whilst reporting against the additional and revised
principles contained within this revised code 1s not required for
regulatory purposes until next year, the Board accepts that it
represents an authoritative statement of best practice, and as
such it has reviewed Its practices relative to it Consequently,
the following report includes information on the apphication of
the additions and revisions to the Code

Leadership

Principies ~ An effective hoard collectively responsible for
the long-term success of the company +A clear divislon of
responsibilities at the head of the company between the
running of the board and the executive *No one individual
should have unfettered powers of decislon »The chalrman is
responsible for the leadership of the board and ensuring its
effectiveness on all aspects of its role »Non-executive
directors should constructively challenge and help develop
propeosals on strategy.

The Company's governance structure 1s based on the leadership
principles in the new UK Corporate Governance Code The core
activities of the Board and its committees are documented and
planned on an annua! basis, and this forms the basic structure
within which the Board operates The Board has adopted a
document, the Board Charter, in which there i1s a statement of
governance pnnciples that reflect the principles contained in the
Code, and cover the following

— Strategy — reviewing and agreeing strategy,

— Performance — monitoring the performance of the Group and
also evaluating its own performance,

~ Standards and values - setting standards and values to guide
the affairs of the Groug,

— Oversight —ensuring an effective system of internal controls 1s
In place, ensunng that the Board recewes timely and accurate
information on the performance of the Group and the proper
delegation of authonty, and

— People — ensurning the Group1s managed by individuals with
the necessary skills and expenence, and that appointments te
the Board are managed effectively

The Board Charter also details the separate and distinct roles
of the Chairman and the Chief Executive, and also those of the
Senior Independent Director and Company Secretary These are
detailed opposite, and have been reviewed and amended in light
of changes made to the Code in 2010

Whilst the Board 1s ultmately responsible for the success of
the Company, given the size and complexity of Iits operations,

all but the most iImportant matters are managed on a delegated
basis by the Chief Executive and the executives working for him
The Board appoints the Chief Executive and monitors his
performance in leading the Company, and providing operational
and performance management in delivering the agreed strategy
Specifically, he I1s responsible for developing, for the Board's
approval, appropnate values and standards to guide all
activittes undertaken by the Company and also making
recommendations on appropnate delegated responsibilities




ROLES AND RESPONSIBILITIES

The role of the Chairman

The Chairman 1s responsible for creating the conditions for the
effective working of the Board and 15 specifically responsible for
the following

— Chairing Board meetings and setting the agenda for such
meetings, taking full account of the 1ssues and concerns of
all directors and encouraging their active engagement in
Board discussion

— Promoting the highest standards of corporate governance,
including comphance with the UK Cerporate Governance
Code wherever possible

- Promoting the requirement that all Board members are
exemplars of the Company’s values, pnnciples and
standards

— Through the Nominations Committee, ensuring that the
Board compnses individuals with an appropnate mixture of
skills, expenence and knowledge

— Ensuring that the Company maintains effective
comrmunication with shareholders, and that their views and
any concerns are understood by the Board

— Working with the Chuef Executive to ensure that the Board
recelves accurate and timely information on the performance
of the Company

— Representing the Company at the highest leveland, in
comunction with the Chief Executive, developing strategic
relationships with major customers and political leaders
worldwide

— Leading the evaluation of the performance of the Board, its
committees and individual directors

- Establishing an effective working relationship with the Chief
Executive, providing support and adwice whilst respecting
executive responsibitity

— Ensurnng that a well constructed inductton programime
15 provided for new directors, that all directors have the
opportunity to develop therr understanding of the
Company and that they are kept informed of matters
affecting the Company

The role of the Chief Executlve

The Ctuef Executive 1s responsible for the leadership, and the
operational and performance management of the Company
within the strategy and business plan agreed by the Board

The Chief Executive 15 specifically responsible for the following
inrespect of his/her relationship with the Board

- Developing a business strategy for the Company to be
approved by the Board on anannual basis

- Producing business plans for the Company to be approved
by the Board on an annual basis

- Overseelng the management of the executive resource and
succession planning processes, and presenting annually the
output from these to the Board and Nominations Committee

- Ensuring that effective business and financial controls,
and nskmanagement processes are (n place across the
Company, and that all relevant laws and regulations are
complied with

- Making recommendations to the Beard on the appropriate
delegation of authority within the Group

— Keeping the Board informed regularly as to the performance
of the Company and bringing promptly to the Board’s
attention all matters that matenally affect, or are capable
of matenally affecting, the performance of the Company
and the achievement of its strategy

- Developing for the Board's approval appropnate values and
standards to guide all activities undertaken by the Company

~ Providing clear and visible leadership in business conduct

- Promoting the requirement that all Sentor Leaders are
exemplars of the Company's values, principles and
standards

- Qwning the Company’s commitment to all aspects of
corporate responsibility

The role of the Senior Independent Director

The Senior independent Director 1s responsible for
the following

— Being avallable 10 shareholders if they have concerns which
contact through the normal channels of Chairman, Chief
Executive or cther executive directors has falled to resolve
or for which such contact 1s inappropriate

— Providing a sounding board for the Chairman and serving as
an intermediary for the other directors when necessary

— Chainng the Nominations Committee when 1t 1s considenng
the Chairman’s succession

- Providing feedback on the Chairman's performance as dernved
from the evaluation exercise undertaken by the Board

The role of the Company Secretary
The Company Secretary 1s specifically responsible for
the following

- Under the direction of the Chairman, ensuring good
information flows within the Board and its committees, and
between senior management and non-executive directors,
as well as facilitating induction actvities for directors and
assisting with therr development as required

- Advising the Board through the Chairman on all
governance matters
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Corporate governance continued

The Operaticnal Framework is the ocutput from this process

It 15 a document that has evolved over time, subject to a formal
s-monthly review process that culmimnates in the Board's review
and approval Inapproving it the Board has agreed the following

— Performance requirements and values -1 e Total Performance
and the Values underpinning it

— Organisation structure —the roles and accountabilities ofthe
Board and certain senior individuals

— Governance standards —the Group's trading principles,
internal controls, operational assurance framework and nsk
management framework

— Core business processes — covering business planning,
progject management, mergers and acquisitions, Individual
executive performance, and management of performance
against busmess objectives, measures and milestones

— Delegated responsibihties — dealing with the Board's
delegation of authonty concerning financial, commercial
and legal matters

The Board and its committees monitor the apphcation of values,
standards and processes This includes a range of activities
such as the formal review of the effectiveness of internal
controls (see page 89)

To ensure that non-executive directors can constructively
challenge and help develop proposals on strategy, the Board
has adopted a process of reviewing the development of strategy
and formally approving the agreed strategy for the Company on
anannual basis In 2010, the Board members were provided
with opportunities to engage in strategy development through
informal meetings and workshops as well as formal Board
meetings

Effectiveness

Principles — Board and committees having an approprlate
balance of skills, experience, Independence and knowledge
of the company to enable them to discharge their
respective duties and responsibilities effectively =A formal,
rigorous and transparent procedure for the appointment of
new directors *All directors to be able to allocate sufficient
time to the company to discharge thelr responsibliities
effectlvely =All directors to recelve induction on Jolning and
should regularly update and refresh skills and knowledge
*The board should be supplied in a timely manner with
Informatlon in a form and of a quality appropriate to enable
it to discharge its dutles «The board should undertake a
formal and rigorous annual evaluation of its performance,
and that of its committees and individual directors =All
directors should be submitted for re-electlon at regular
intervals, subject to continued satisfactory performance.

Succession planning 1s used by the Board to deliver two key
responsibilities, firstly to ensure that the Group 1s managed by
executives with the necessary skills, expenence and knowledge,
and secondly to ensure that the Board itself has the nght
balance of Indmiduals to be able to effectively discharge its
responsibilities The Nominations Committee has specific
responsibilities in thus area but the Board as awhole 1s also
nvolved in overseelng the development of management
resources in the Group with the aim of ensunng the Company
has the individuals with the night skills to meet the needs of an
increasingly complex and global business The process adopted
for the appointment of non-executive and executive directors Is
detailed in the Nominations Committee report

All non-executive directors are advised of the likely time
commitments at appomntment and are asked to seek approval

Typical non-executive director induction proagramme

HEAD OFFICE FUNCTIONS (APPROXIMATELY TEN HOURS)

Matters covered

Facilitated by

Duties of a director, Board procedures, corporate governance,
Code of Conduct

Business planning and control, and sk management
processes

Strategy and planning processes

Enterprise Metrics — the measures used by the Board and
management to measure and monitor performance

Investor Relations

Corporate Responsibility

Internal Audst

Business Development

Company Secretary
Director Financial Control, Reporting and Treasury

Group Strategy Director
Managing Director, Performance Excellence

Investor Relations Director

Managing Director, Corporate Responsibiity
Head of Internal Audit

Group Business Development Director

MEETINGS WITH SENIOR EXECUTIVES (APPROXIMATELY SIX HOURS)

Matters covered

Facllitated by

UK and International {London-based)

Programmes & Support (UK defence and security businesses)
International (Saudi Arabia, Australia, India, Cman)

US (Washington, DC)

BAE Systems, Inc

Group Managing Director, Programmes & Support
Group Managing Director, International

President and Chief Executive Officer of BAE Systems, Inc
Executive Vice Presidents, BAE Systems, Inc

OPERATIONAL SITE VISITS (APPROXIMATELY FIVE DAYS)

UK

us

Military Ar Solutions — Warton and Samlesbury, Lancashire
Surface Ships — Portsmouth

Electronic Solutions — Nashua, NH
US Combat Systems — York, PA
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from the Nominmations Commuttee if they wish to take on
additional external appointments The ability of individual
directors to allocate sufficient time to the discharge of their
responsibiities 1s considerad as part of the directors’ annual
evaluation process cverseen by the Chairman Any 1ssues
concerning the Chairman’s time commitment are dealt with by
the Nominations Committee, chatred for this purpose by the
Senior Independent Director

An induction programme 1s agreed for all new directors aimed at
ensuring that they are able to develop an understanding and
awareness of the Company’s core processes, its people and
businesses Atypical induction programme is shown opposite

The Charrman, with the assistance of the Chief Executive and
Company Secretary, 1s responsible for ensuring that directors
are supplied with information in a timely manner that 1s inaform
and of a quality appropnate to enable themto discharge their
duties Inthe normal course of busmness, such information 1s
provided by the Chief Executive 1n a regular report to the Board
that includes information on operational matters, strategic
developments, reports on the perfarmance of Group operations,
financial performance relative to the business plan, business
development, corporate responsibility and investorrelations

In addition to the induction programme that all directors
undertake on joming the Board, an ongoing programme of
director development and Company awareness has been
developed Forexample, as part of the annual programme of
Board meetings, directors will typically visit the Group's principal
operations to meet employees and gam an understanding of the
Group's products and services In 2010, the Board visited the
Company’s Support Solutions and Information Solutions
businesses in San Diego, and the Surface Ships business Iin
Portsmouth Also, the Board undertakes training sessions on
particular matters, and last year directors participated in
Responsible Business Awareness Training sessions facilitated
by the Chairman As part of the recently completed evaluation
process, the Chairman 1s meeting with all directors individually,
and agreeing traning and development

Forthe last sixyears the Board's annual effectiveness
evaluations have been undertaken by Sheena Crane, an
expenenced consultant, whose only interest with BAE Systems
1s with regards to her work with the Board and undertaking
similar performance evaluation work for the Executive
Committee She was appointed to perform this work In
consultation with the Nominations Committee The evaluation
process Is based on the facilitator interviewing each of the
directors, and recording their views on the effectiveness of the
Board and its committees’ work, and on the performance of
individual directors Feedback on Board performance 1s
presented to a meeting of the Board, which agrees actions and
objectives for the following year based on the information the
facilitator provides and the conclusions that the Beard denved
fromthis

Individual directors are also subject to annual performance
evaluation, and the Chairman meets with each director and
provides feedhack on a one-to-one basis — committee chairrmen
also get feedback on committee performance Feedback onthe
Chairman’s performance Is provided by the facilitator directly to
the Board's Senior Independent Director, who discusses this
with the other non-executive directors before discussing this
with the Chairman on a one-to-one basis Subject to continued
satisfactory performance, directors seek re-election on an
annual basis

Accountability

Principies — The board to present a balanced and
understandable assessment of the company’s posltion and
prospects *The board Is responsible for determining the
nature and extent of the significant risks it Is willing to
take in achieving its strategic objectives »The board should
maintain sound risk management and internal control
systems +«The board should establish formal and
transparent arrangements for consldering how they should
apply the corporate reporting and risk management and
Internal control principles, and for maintaining an
appropriate relationship with the company’s auditor.

Through this report and, as required, through other periodic
financial statements, the Board 1s committed to providing
shareholders with a clear assessment of the Company's
position and prospects

The arrangements established by the Board for the application
of sk management and internal controf prninciples are detailled
on page 87 The Board has delegated to the Audit Committee
oversight of the management ofthe relationship with the
Company's auditors, further details of which can be found in the
Audit Committee report on page 89

Remuneration

Principles — Levels of remuneration should be sufficient to
attract, retain and motivate directors of the quality required
to run the company successfully, but a company should
avold paying more than Is necessary for this purpose A
significant proportion of executlve directors’ remuneration
should be structured so as to link rewards to corporate and
individual performance +There should be a formal and
transparent procedure for developing policy on executive
remuneration, and for flxing the remuneration packages of
Individual directors +No director should be involved in
deciding his or her own remuneration

The Board has delegated to the Remuneration Committee
responsibility for agreeing remuneration policy and the
individual remuneration of the executive directors, the
Chairman, members of the Executive Committee and the
Company Secretary (see Remuneration report on pages 96 to
119) The Committee is formed exclusively of independent
non-executive directors

Relatlons with shareholders

Princlples — There should be a dlalogue with shareholders
based on the mutual understanding of objectives -The
board as a whole has responsibllity for ensuring that a
satisfactory dialogue with shareholders takes place *The
board should use the AGM to communicate with investors
and to encourage thelr participation.

The Company has awell-developed investor relations
programme managed by the Chief Executive, Group Finance
Director and Investor Relations Directer In addition, the
Chairman 1s in regular contact with major shareholders and
looks to keep them informed of progress on corporate
governance matters In order to assist in developing an
understanding of the views of major shareholders, each year the
Company commissions a survey of investors undertaken by
external consultants The results of the survey are presented to
the Board

The Company mamntains a comprehensive Investor Relations
website that provides, amongst other things, information on
investing in BAE Systems and copies of the presentation
materials used for key shareholder presentations This can be
accessed via the Company's website, www baesystems com
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The Company's AGM provides all shareholders with the
opportunity to vote on the resolutions put to shareholders either
electronically via the Company’s website or by post All resolutions
detailed inthe Notice of Meeting are voted on by way of a poll so
as to ensure that all votes are counted onthe basis of one vote for
every share held The result of the voting on all resolutionsis
published onthe Company's website

Compliance with the provisions of the Combined Code

The Company was compliant with the provisions of the
Combined Code on Corporate Governance throughout 2010,
except that between 1 January 2010 and 8 February the
membership of the Remuneration Committee consisted of two
Independent non-executive directors and the Chawrman of the
Company (who had been independent on appointment to the
position of Chairman) The Committee met once during this
penod and the only decision made concerning directors’
remuneration was to introduce clawback provisions into the
Company's executive share plans

The Board
The Board compnises a non-executive chairman, eight
non-exacutive directors and three executive directors

The attendance by individual directors at meetings of the Board
and its committees in 201015 shown in the table below

The Board considers all of the non-executive directors, with the
exception of the Chairman, to be independent for the purposes
of the Combined Code Each of these directors has been
identified on pages 76 and 77 of this report

Mr Quarta Is a partnerin Clayton, Dubiler & Rice (CDR) and

Mr Olver 1s an adviser to that firm The Board has considered

Mr Quarta’s independence in ight of the provisions In paragraph
A 3 1 of the Combined Code (paragraph B 1 1 ofthe UK
Corporate Governance Code} concerning significant links with
other directors through involvement with other companies or
bodes Following review, the Board considers that, for the
purposes of the Code, therr relationship through CDR does

not constitute a significant hnk In reaching this determination
the following matters were taken into consideration

— asan adwviser to CDR, Mr Qlver has nc management
responsibilities or oversight obligations in respect of COR
or any of Its investments, and

— Mr Olver has no Involvement with the companies that
Mr Quarta s a director of, or has management responsbihty
for, within CDR

Mr Olver has undertaken to advise the Board should there
be any matenal change in his relationship with CDR whilst
Mr Quarta has an involvement with that firm

Mr Symon and Mr Rose are both non-executive directors of

BT Group plc and the Board has determined that, as they both
serve In a non-executive capacity, both are independent for the
purposes of paragraph A 3 1 of the Combined Code (paragraph
B 1 i of the UK Corporate Governance Code)

In 2010, the Board was scheduled to meet seven times and
in addition two days were spent reviewing strategy Additional
Board meetings are called as required and 1n total the Board
met 11 times during the year

The Board has appointed Sir Peter Mason as the Senior
Independent Director Amongst the duties undertaken by
Sir Peter during the year was to meet with the non-executive
directors without the Chairman present to discuss the
Chairman’s performance

The Company's Articles of Association require that all new
directors seek re-election to the Board at the following AGM

In addition, the Board has agreed that in comphance with the
UK Corporate Governance Code all directors shall seek
re-election on an annual basis The Board has set out in the
Notice of Annual General Meeting their reasons for supporting
the re-election of those directors seeking re-election at the
forthcoming AGM

ATTENDANCE BY INDIVIDUAL DIRECTORS AT MEETINGS OF THE BOARD AND ITS COMMITTEES IN 2010

Corporate Non Executive

Audit Respansibility Nominations Remuneration  Directors Fees
Director Board Committee Cammitice Committee Committee Committee
Mr P M Anderson 10(11) - 3(3) 6(6) - -
Mr P J Carroll* 5(5) - - 2(2) - -
Ms H Green? 1(2) - 0(1) - - -
Mr M J Hartnall 10(11} 6 (6) - - - -
Ms LP Hudson 10¢11) - - — - 1{1)
MrAG Inghs? 3(6) - 1(2) - - -
Mr1 G King 11{11) - - - - 1(1)
Sir Peter Mason 11(11) 5(86) 4(4) 8(8) - -
MrR L Olver 10(11) - - 7(8) 2(2) 1{1)
MrR Quarta* 6{11) 5(6) - - T(7) -
Mr G W Rose 11{11) - - - - -
Mr N C Rose’ 7(9) 5(6) - - 3(5) -
Mr C G Symon 10(11) - - - 7(7) -
Mr R K Uppal 8(11) 2(5) 1(1) — - -
Figures in brackets denote the maximum number of meetings that could have been attended
1 Retred fromthe Board on 5 May 2010
2  Appointed to the Board on 1 Novemmber 2010
3 Retired from the Board on $ July 2010
4 Attended six of the seven scheduled Board megtings held during the year
S Appointed to the Board on 8 february 2010
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Risks are identified on a 'bottom-up' basis as part ofthe OAS
process This process Is mandated across the Group and
requires that the heads of all businesses and functions identify
their key risks As part of this process, an assessmentis made
of the probability of the rnisk ansing and its potential impact on
the Group’s business plan Allrisks have an owner who s
responsible for production and implementation of plans

aimed at rmitigating the nsk The output from the Group’s nsk
processes I1s reviewed on a regular basis by the Executive
Committee and it produces a register of non-financial risks

As with risks identified through the OAS process, all nsks onthe
nor-hnancial nsks register have owners who are responsible for
mitigating them

The Audit Committee 1s responsible for reviewing the ongoing
effectiveness of the Company’s nsk management processes

as part of its review of the effectiveness of internal controls
Also, twice a year, the Audit Committee receives reports on the
output from the CAS process, details of the changes in the nsks
identified by 1t and the status of mitigation plans The Corporate
Responsibility Committee undertakes a similar role in respect of
the non-financial sk register The Board receives reports from
the chairmen of these two committees, providing details of the
work they have undertaken Once ayear, the Audit and Corporate
Responsibility committees hold a joint meeting to agree the
annual pregramme for the Group's tnternal Audit function

Each year the Board specifically reviews the nsks identified in
the nsk management processes This s aimed at providing the
Board with an appreciation of the key nsks within the business
and oversight of how they are being managed

Reporting within the Company 1s structured so that key 1ssues
are escalated through the management team ultimately to the
Board if appropriate The Operational Framework provides a
common framework across the Company for operational and
financial controls, and s reviewed on a regular basis by the
Board The business policies and processes detailed within
the Operational Framework draw on global best practice and
their application 1s mandated across the orgamsation
Lifecycle Management (LCM) I1s such a process, and promotes
the application of best practice programme execution and
facilitates continuous improvement across the Group It
constders the whole life of projects from inception to delivery
into service and eventual disposal, and its apphcation 1s eritical
to our capability in delivering projects to schedule and cost

Further key processes are Integrated Business Planning (IBP),
Quarterly Business Reviews (QBR) and Total Performance
Leadership (TPL) The IBP, approved annually by the Board,
results in an agreed long-term strategy for each operating group,
togetherwith detailed near-term budgets The QBRs evaluate
progress against the |IBP, and business performance against
objectives, measures and milestones TPLdrivesbusiness
success by hnking indndual goals to those of the organisation,
enabling employees to understand how their own success
contributes to the success of the whole business
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Whilst the quality of the control processes is fundamental tothe
overall contro! environment, the consistent application of these
processes Is equally important The consistent application of
world-class control processes IS a key management objective
The Company 1s committed to the protection of its assets, which
include human, property and financial resources, through an
effective nsk management process, underpinned where
appropnate by insurance

The Internal Audit team independently reviews the risk
identification procedures and contro! processes implemented
by management it provides objective assurance astothe
operation and validity of the systems of internal control through
a programme of cyclical reviews making recommendations for
business and control improvements as required

The overall responsibility for the system of internal control

within BAE Systems rests with the directors of the Company
Responsibility for estabhishing and operating detailed control
procedures lies with the Line Leaders of each operating business

In line with any system of internal control, the policies and
processes that are mandated in the Operational Framework are
designed to manage ratherthan eiminate the risk of failure to
achieve business chjectives, and can only provide reasonable
and not absolute assurance against material misstatement
orloss

The responsibility for internal control procedures with joint
ventures and other collaborations rests, on the whole, with
the senior management of those operations The Company
monitors its investments and exerts influence through board
representation

Golng concemn

The Group’s business activities, together with the factors likely
to affect its future development, performance and position, are
set out in the operating group reviews on pages 66to 74 The
financial position of the Group, including infermation on order
Intake, cash flow, treasury policy and liquidity, can be found in
the review of financial performance on pages 36 to 44 Principal
nsks are detalled on pages 58to 63 In addition, the financial
statements include, amongst other things, notes on finance
costs {(page 142), loans and overdrafts (page 158), and financial
rnsk management (page 176)

After making due enquiries, the directors have a reasonable
expectation that the Group has adequate resources to continue
operational existence for the foreseeable future Forthis
reason, they continue to adopt the going concern basis in
preparing the accounts

On behalf of the Board

Dick Olver
Chairman




Audit Committee report

Members

Michael Hartnall (Charrman)
Sir Peter Mason

Roberto Quarta

Nick Rose

Rawvi Uppal

Responsibilities

— Reviewing the efiectiveness of the Group’s financial
reporting, internal control policies and procedures for
the identification, assessment and reporting of nsk

— Monitoring the integrity of the Group's financial statements

— Reviewing significant financial reporting 1ssues and
Jjudgements

— Monitoring the role and effectiveness of the Interna! Audit
function including approving the appointment or removal of
the head of Internal Audit

- Approving, in conjunction with the Corporate Responsibility
Committee, an annual programme of internal audit work

- Considenng and making recommendations to the Board on
the appointment of the Auditors

— Agreeing the scope of the Auditors’ annual audit programme
and reviewing the output

— Keeping the relationship with the Auditors under review,
including the terms of their engagement and fees, therr
Independence and expertise, resources and qualification,
and assessing the effectiveness of the audit process

= Developing and implementing policy on the engagement of
the Auditors to supply non-audit services

The full terms of reference of the Audit Committee can be
found on the Company’s website or can be chtained from the
Company Secretary The terms of reference are reviewed on
anannual basis

Michael Hartnall
Audit Committee Chairman

Govermnance

The Audit Committee was th place throughout 2010 Nick Rose
and Ravi Uppal joined the Committee on 17 February 2010
Allits members are independent in accordance with provision
A 3 1 ofthe Combined Code

Michael Hartnall has been chairman of the Committee since
2003 He was formerly the finance director of a FTSE 100
company and is a fellow of the Institute of Chartered
Accountants in England and Wales As reported by the Chairman
on page 79, the appointment to the Committee of Nick Rose,
eguipped with the experience and skills gained in his role as
Chief Financtal Officer of Dhageo plc, provides additional
expertise and longer-term succession planning Further
ographical details on the individual members 1s provided
onpages 76and 77

The Committee has asked that the Chief Executive, Group
Finance Director, Director Financial Control, Reporting and
Treasury, and the head of Internal Audit normally attend ts
meetngs

Dunng the year, the Committee held individual meetings without
Group executives present, without the head of Internal Audrt
present, solely with the head of Internal Audit present, and also
solely with the external audrtors present

The Auditors and head of Interna!l Audit have direct access to the
Chairman of the Committee

The Committee may obtain at the Company’s expense
independent professional advice on any matters covered by
its terms of reference

The Committee accepts that certain work of a non-audit nature
15 best undertaken by the external auditors The Committee
reviews regularly the amount and nature of non-audit work they
perform {tbelieves that it 1s not appropriate to imit the level of
such work by reference to a set percentage of the audit fee, as
this does not take into account important judgements that need
to be made concerning the nature of work undertaken to help
safeguard the Auditors’ independence

Ouring the year the Committee reviewed its policy in relation to
the undertaking of non-audit work by the external auditors and
implemented a revised pohicy as reported on page 90

On an annual basis the Committee’s effectiveness 1s reviewed
as part of the Board’s externally facihitated evaluation process

Meetings
The Committee met six times in 2010

Activities
The principal activities undertaken by the Committee in the
period under review are set out below

Internal centrols and risk

- The Committee received and considered reports during the
year fromthe Group’s auditors, KPMG Audit Plc, and the
Group's Internal Audit function on the work they had
undertaken in reviewing and auditing the control environment,
inorder to assess the quality and effectiveness of the internal
control system

— The Group’s internal controls framework, which 1s based on
a set of core processes that have been developed overa
number of years, 1s documented in the Operational Framework
(further information on which 1s provided on page 84) Twice
during the year, the Committee reviewed the results of the
Group's Operational Assurance Statement (QAS) process,
through which senior managers across the Group report
on the quality of their businesses’ implementation and

BAE Systems Annual Repert 2010 89

Group performance Strategy Qverview

Segmental performance

Govemance

Financial statements




Directors Report Govemnance
Corporate governance continued

comphance with the policies mandated in the Operational
Framework Further information on the OAS 1s provided on
page 87

— The Committee reviewed the output from the OAS process
that requires managers to evaluate, iddentify and report on
significant nsks to the delivery of their bussness plans, and
to report onthe status of plans to mitigate such nsks

— The Committee assessed the effectiveness of the Group's
internal controls and reviewed the related disclosures mthe
Annual Report

-~ As part of the Committee’s programme to gain a greater
awareness of the Group’s operations and to understand in
more detail the implementation of core control processes,
it met with

— senior executives from the Combat Systems business in
the US, and

— Detica semor management at Detica’s UK offices

As well as giving the Commuttee the opportunity to meet and
discuss Issues direct with operational management, these
sessions provide a practical demonstration of the Group's nsk
identification and nsk mitigation processes within the context
of its wider internal control system

The Committee also met with

— the Chairman of the Information Technology & Management
Functional Counctl to receive a report on the governance,
management and secunty of T,

— the Group Taxation Director to receive a report on taxation
matters, and

— the Pensions Director t¢ receive an update on pension
scheme matters

Financlal reporting
The Committee

- reviewed the financial statements and, as part of this
process, the significant financial reporting judgements
contained within them,

— reviewed Liquidity nsk and the basis for preparing the Group
accounts on a going concern basis, including the analysis
supporting the going concern judgement and disclosures in
the financial statements,

— reviewed the financial staternents inthe 2008 and 2010
Annual Reports, and the 2010 Halfyearly Report, and
recewved a report from the Auditors on the statements, and

— reviewed the two Intenim Management Statements prior to
thewr publication in May and October 2010

Internal Audit
The Committee

— reviewed output from the internal audit programme twice
during the year and considered progress against the
programme,

90 www baesystems com

— met with the Corporate Responsibility Committee to consider
a programme of internal audit work aimed at assessing the
effectiveness of policies and processes relating to key areas
of ethical and reputational risk,

— agreed the internal audit programme for 2010, and

- reviewed the effectiveness of the Group's Internal Audit
function In addition to the Committee’s own consideration,
this included discussion of the assessment and input from
key stakeholders within the Group

The Commuttee also met with the new head of US Internal Audit
following her appointment

The Audlitors
The Commuttee

- agreed the approach and scope of the audnt work to be
undertaken by the Auditors,

- reviewed with the Auditors the findings of their work,

- reviewed the Group’s processes for disclosing information to
the Auditors and the statement concerning such disclosure in
the Annual Report,

— agreed the fees payable inrespect of the 2010 audit work,

— undertook an annual review of the effectiveness and
performance of the Auditors which included, in addition to the
Committee’s own consideration, assessment and input from
key stakeholders within the Group, and was discussed by the
Committee [t also received assurances from the Auditors
regarding therr independence On the basis of this review the
Commuttee recommended to the Board that it recommend
that shareholders support the re-appointment of the Auditors
atthe 2011 Annual General Meeting, and

— developed and implemented a revised policy in respect of
the provision of Non-Audit Services by the Auditors Under
the polcy

— certain Non-Audit Services listed in the table on page 91
are prohibited from being provided by the Auditors

— Audit-Related Services and Permitted Non-Audit Services
listed inthe table on page 91 are pre-approved by the
Committee up te £250,000 (subject ta senior finance
approval at business level up to £100,000 and subject
additionally to the approval of the Director Financial Control,
Reporting and Treasury up to £250,000) Worktobe
undertaken beyond this threshold requires consent from the
Group Finance Director and the Audit Commuittee Chairman
(up to £500,000) or the full Committee {over £500,000)

- any other Non-Audit Services, which are neither prohibited
nor defined as Permitted Non-Audit Services as set out on
page 91, are subject to approval up to £100,000 by the
Group Finance Director and the Audit Committee Chairman,
and beyond that threshold by the full Commuittee

On behalf of the Audit Committee

Michael Hartnall
Audit Committee Chairman




POLICY ON NON-AUDIT SERVICES PROVIDED BY THE AUDITORS

Prohlblted Non-Audit Services

— Book-keeping and work relating to the
preparation of accounting records and
financial statements that will utimately
be subject to external audit,

— Financial information system design
and implementation,

— Appraisal or valuation services In
respect of matenal assets,

— Actuanal services,

— Internal auditing,

— Investment adviser or broking,
— Advocacy services,

— Secondments to management
positions that include decision-making,
and

— Any work where a mutuality of interast
1s created that could compromise the
independence of the Auditors

Audit-Related Services
— Reporting required by law or regulation
to be provided by the Auditors,

— Reviews of intenim financial
information,

— Reporting on regulatory returns,

— Reporting to a regulator on client
assets,

— Reporting on government grants,

— Reportung on internal financial controls
when required by law or regulation, and

— Extended work undertaken atthe
request of those charged with
governance on financial nformation
{this does not include accounting
services) and/or financial controls

performed where this work 1s integrated

with the audit work, and 1s performed
on the same principal terms and
conditions

Permitted Non-Audit Services, subject
to approval under the policy
- Tax compliance services,

— Tax adviscry services,

— Due diligence services relating to
acquisitions of new businesses or
significant investments i businesses,
Jointventures or strategic alllances,

— Public reporting on investment
circulars,

— Private reporting to sponsors or similar
parties in connection with investment
ciredtars (Including comfort letters and
reporting on working capital
statements),

- Prepanng information for third parties
relating to acquisitions and disposals,
including the conversion of financial
statements into other accounting
standards,

— Ligwdation services inrespect of
redundant subsidianes or assoclate
companies,

— Participation in the evaluation of
Internal Audit, and

- Accounting advice
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Corporate Responsibility Committee report

Members

Paul Anderson (Chairman)
Harriet Green

Sir Peter Mason

Responsibilities
— Assisting the Board in overseeing the development of strategy,
and policy on social, environmental and ethical matters

— Keeping under review the effectiveness of the Company's
internal control policies and procedures for the identification,
assessment, management and reporting of reputational
risks, inciuding health and safety, workplace policies,
environmental impact and business ethics

- Monitoring and reviewing the role and effectiveness of the
Company's Internal Audit function in relation to Corporate
Responsibility {CR) and monitoring the development of the
capability and capacity of the function to perform its role with
regards to CR assurance and, in particular, ethical business
conduct

— Reviewing audit and assurance reports produced by the
CR Assurer (an iIndependent entity appointed to act as
an external assurer of the Company's CR reporting}
and assessing management responsiveness to
recommendations in such reports

— Overseeing and supporting key stakeholder engagement on
social, environmental and ethical Issues

— Making proposals to the Remuneration Committee regarding
appropnate CR-related performance objectives for executive
directors and, in due course, providing its assessment as to
performance against such objectives

— Reviewing the Company’s arrangements for employges to
obtan further advice on ethical 1ssues or raise and report
concerns, In confidence, where there may be possible
improprieties

— Monitoring the implementation of the Woolf Report and
ensuring that the globhal Code of Conduct 1s regularly
reviewed and reflects best practice for such codes

— Ensuring the Corporate Responsibility section of the Annual
Reportinciudes an examimation of ethical business conduct
within the Company

The full terms of reference of the Corporate Responsibility
Committee can be found on the Company's website or can
be obtained from the Company Secretary

Paul Anderson
Corporate Responsibihity
Committee Chairman
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Governance
The Corporate Responsibility Committee was in place
throughout 2010

Mr Anderson was appointed to the Committee on 17 February
2010and succeeded Mr Inglis as Chairman of the Committee
on 9 July 2010 MrUppal ceased to be a member of the
Committee on 17 February 2010 Mr Inglis ceasedtobe a
member of the Committee on 9 July 2010 and Ms Green Joined
the Commuttee on 1 November 2010 (Mr Olver attended
meetings between these dates)

The Committee has asked that the Chief Executive, Group
General Counsel, Group HR Director, Managing Director,
Corporate Responsibility and the Head of Internal Audit normally
attend its meetings

The head of the Company’s Internal Audit function and managing
director of the CR function have direct access to the Chairman of
the Committee

The Committee 1S responsible for appointing the CR Assurer
{presently Delotte) and keeping under review its fees,
independence and objectivity, scope of work, and the expertuse
and resources available to it

The Chairman of the Committee reports on the proceedings of
all Committee meetings to the Board and all directors receve
copies of the Committee's minutes

The Committee may obtain at the Company’s expense
Independent professional advice on any matters covered by its
terms of reference

On an annual basis the Committee’s effectiveness s reviewed
as part of the Board's extemally faciltated evaluation process

The Committee held a Joint meeting with the Audit Committee
during the year to review work undertaken by the Internat Audit
function and agree the programme of audit work for the
following year

Meetings
The Committee met four times in 2010

Activities
The principal activities undertaken by the Committee during
2010 are detasled below

CR objectives

The Committee agreed with the Chief Executive that the
Company should continue to focus on the following areas
of corperate responsibility

— business conduct,
— safety, and
— diversity and inclusicon

At the end of 2009, the Committee agreed management
objectives inthe areas of business conduct, safety, and diversity
and inclusion, and the Remuneration Committee incorporated
these into the non-financial objectives against which annual
incentive payments for executive directors and other senior
managers were to be based At meetings held during the year,
the Committee reviewed progress against these objectives

Actual performance agamst the measures agreed for the 2010
objectives was determined by the Committee at the end ofthe
year and a recommendation was made to the Remuneration
Committee to assist it In determining the total level of payout
under the annualincentive plan

Atthe end of last year, the Commuttee agreed corporate
responsibility-related management objectives for 2011




Risk management

The Committee reviewed the output from the Company’s
risk management processes as they relate to corporate
responsibility-related risks These processes are as follows

— Operational Assurance Statement (OAS) process —a half-
yearly self-assessment process by which businesses and
functional heads identify key risks

— Non-financial nsk register —a top-down analysis of key
non-financial and reputational risks reviewed regularly and
updated by the Executive Committee

The Committee was provided with details of the nsks reported
viathe above processes and related mitigation plans As part
of this activity, the Committee reviewed the Company’s Cnsis
management arrangements

Assurance

Assurance as to adherence to corporate responsibility-related
policies 1s provided to the Committee by the Group's Internal
Audit function It also receives a report onthe activities
undertaken by Delotte LLP, who have been engaged by the
Committee to provide independent assurance on certain
corporate responsibility matters

The Head of Internal Audit attends all of the Committee’s
meetings and, amongst other things, reports regularly on
corporate responsibility-related work undertaken by the Internal
Audit function and the key findings from this The Committee has
reviewed with the Head of Internal Audit the development of the
skills and capabilities within the Internal Audit function required
to effectively undertake corporate responsibility-related audit
work Deloitte provides the Committee with a letter detailing the
scope of the work undertaken and the key observations arising
fromthis The Committee reviewed the letterissued by Deloitte
n 2010 following the review of the CR Report and agreed
matters to be addressed arising from the observations made

Business conduct

Dunng the year, the Committee monitored progress against the
milestones set for the iImplementation of the recommendations
In the Woolf Report It also agreed how an assessment would
be undertaken in the first half of 2011 ofthe effectiveness of
the implementation of the 23 recommendations contained in
the report

Environment
In 2010, the Committee reviewed progress towards developing
the Group's approach to environmental sustainability

Ethics Helpline

Recognising the iImportance of having a means by which
employees may raise 1ssues or seek guidance on matters in
confidence, the Committee reviews the operation of the Ethics
Helpline Attwo of the Committee’s meetings held in 2010 it
reviewed the working of the Ethics Helpline, and the nature and
number of contacts made

Corporate Raesponsibllity Report
The Committee reviewed and approved the Company's
Corporate Responsibility Report

Terms of reference
The CommHtee reviewed its terms of reference

On behalf of the Corporate Responsibility Committee

Paul Anderson
Corporate Responsibility Committee Chairman

BAE Systems Annual Report 20106

93

Group perfarmance Strategy Overview

Segmental performance

Governance

Financial statements




Directors Report Governance
Corporate governance continued

Nominations Committee report

Members

Dick Olver {Chairman)
Paul Andersch

Sir Peter Mason

Responsibilities

— Reviewing regularly the structure, size and composition of
the Board and making recommendations to the Board on any
appropriate changes

— Identifying and nominating for the Board's approval suitable
candidates to fill any vacancies for non-executive and, with
the assistance of the Chief Executive, executive directors

— Planning for the orderly succession of directors to the Board

— Recommending to the Board the membership and
chairmanship of the Audit, Corporate Responsibility and
Remuneration committees

The full terms of reference of the Nominations Committee can
be found on the Company’s website or can be obtained from
the Company Secretary

Dick Olver
Nominations Committee
Chairman
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Governance

The Nominations Committee was in place throughout 2010
It 1s chaired by the Chairman of the Company Whilsthe 1s not
deemed to be independent, the other two members of the
Committee are independent non-executive directors in
accordance with provision A 3 1 of the Combined Code

When dealing with any matters conceming his membership of
the Board the Chairman will absent himself from the meeting
as required, and meetings will be chared by the Board’s Senor
Independent Director, Sir Peter Mason

The Commitiee normally asks the Chief Executive and the
Group HR Director to attend its meetings

During the year, the Committee retained the services of the
search consultants Zygos Partners and Spencer Stuart to assist
In identifying potential candidates for nomination to the Board

Nick Rose, an Independent non-executive director, attended
Committee meetings In the period from June to November 2010

Meetings
The Committee met eight times in 2010

Actlvities
The principal activities undertaken by the Committee in the
penod under review are set out below

Executive succession planning

The Committee 1s responsible for reviewing the plans and
processes aimed at ensuring that the Company has a senior
executive resource with the necessary skills and experience

to meet the Group's future needs, with a particular interest in
long-term succession planning for the executive membership
ofthe Board Asin past years, the Committee reviewed the
output from the Group’s executive development and succession
planning processes This review locked at threats to achigving
the desired resource plans, and the overall health of the plans
in terms of depth of resource across readine ss categones and
positions, average age profiles across readiness categories,
gender diversity, and attnition rates In addition, the Committee
reviewed indvidual succession plans for the most senior
executive positions in the Company (including existing executive
director appointments)

Dunng 2010, the Committee managed the search for a surtable
candidate to succeed George Rose as Group Finance Director

— Mr Rose having indicated that he was thinking about retinng

In 2011 To assist the Committee inthis activity, Nick Rose, until
recently Chief Financial Officer of Diageo plc, attended meetings
and participated fully in the search activity In addition, the
Committee engaged the services of the search consultants
Spencer Stuart The search was undertaken against a detailed
Job specificaton and included both internal and external
candidates Having completed the process, the Committee
agreed to nominate Peter Lynas, a senor finance executive
within the Company, for the position and he was subsequently
appointed by the Board with such appointment to be effective
from 1 Apni 2011




Non-executlve successlon planning

As explained on page 79, the Committee also undertook a
review of the Board's long-term succession requirements in
terms of non-executive directors This review locked at both
the Board’s skill and experience requirements, and the needs
of the committees This work was undertaken recognising that
two non-executive directors, Phil Carroll and Andy Inghs, were
logking to stand down from the Board, and also taking into
consideration the length of service and skill/experience profile
of current non-executive Board members

Board committee membership

The Committee 1s responsible for nominating appropriate
individuals for membership of the Board’s committees

A number of changes were made to committee membership
durning the year to ensure that they comprnised individuals with
the necessary skills, knowledge and experience, and that
they comply with the requirements of the Company’s Articles
of Association

Conflicts of interest

As required by procedures adopted by the Board to deal with the
authorisation of potential confiicts of interest (1n accordance
with UK company law), the Committee reviewed such
authorisations previously agreed by the Board and made
recommendations regarding their renewal

On behalf of the Nominations Committee

Dick Olver
Nominations Committee Chairman
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Directors Report Governance

Remuneration report

The Remuneration report 1s structured as follows

Remuneration Committee report

— Remuneration Committee report Page 96
— Non-Executive Directors’ Fees Committee
report Page 99
- Remuneration reporting
— Remuneration strategy, policy and service Pages 100
contracts for executive directors to112
— Chairman's appointment, term and fees Page 112
— Non-executive directors’ appointment,
term and fees Page 113
- Tabularinformation on directors’
shareholdings, share-based incentives, Pages 114
emoluments and pensions 10119
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Members

Carl Symon {Chairman)
Roberto Quarta

Nick Rose

Responsibllitles

~ Agreeing a policy for the remuneration of the Chairman,
executive directors, members of the Executive Committee
{EC), the Company Secretary and other senior executives

— Within the agreed policy, determining individual remuneration
packages for the Chairman, executive directors and EC
members

- Agreeing the policy on terms and conditions to be included
In service agreements for the Chairman, executive directors,
EC members, the Company Secretary and other senior
executives, including termination payments and
compensation commitments, where applicable

— Approving any employee share-based incentive schemes and
any performance conditions to be used for such schemes

— Determining any share scheme performance targets

The full terms of reference of the Remuneration Committee
can be found onthe Company’s website or can be obtained
from the Company Secretary

Carl Symon
Remuneration
Commuttee Chairman




Governance
The members of the Committee are independent non-executive
directors

Dick Olver, the Company’s Chairman {who was deemed to be
independent on his appointment as Board Chairman on 1 July
2004), also served as a member of the Committee until

17 February 2010 Nick Rose was appointed to the Committee
with effect from 17 February 2010

The Chief Executive and the Company’s Chairman, subsequent
to his resignation from the Committee, attend Committee
meetings by invitation only They do not attend where their
individual remuneration 1s discussed and no director 1s involved
in deciding his own remuneration The Company Secretary acts
as secretary to the Committee

In 2010, the Committee met seven times and details of
attendance at these meetings are provided in the Corporate
Governance report on page 86

The Committee appointed Kepler Associates as its Independent
Adviser in 2007 to provide advice to the Committee and its
indwidual members on all aspects of the Committee’s remit
Kepler Associates will not undertake any work for the Company
whilst they are retained as the Committee’s Independent
Adwviser Representatives from Kepler Assoclates have attended
each of the Committee meetings duning 2010 and will be in

attendance at all meetings unless specifically requested
otherwise by the Committee

During the year, the Committee also received matenal
assistance and advice on remuneration policy from the Group’s
Human Resources Director, Alastair imrie, and the Human
Resources Director, Remuneration and Benefits, Graham
Middleton Dick Olver, Chairman, and lan King, Chief Executive,
also provided advice that was of material assistance tothe
Committee

Legal advice to the Committee has been provided by Linklaters
who are appointed by the Company, and whe also provided
services to the Company during the year The Committee s
satisfied that the services provided to it by Linklaters are of a
technical nature and did not create any conflict of interest Ifa
conflict of iInterest were to anse inthe future, the Committee
would appoint separate legal advisers from those used by the
Company

PricewaterhouseCoopers (PwC}, who are appointed by the
Company and also provided services to the Company during the
year, provided detailed information on market trends and the
competitive positioning of packages Hewitt New Bridge Street,
who are appointed by the Committee, provided advice on the
total sharehotder return figures for assessing the performance
condition under the Performance Share Plan

ANNUAL TIMETABLE OF COMMITTEE ACTIVITIES

Directors’ and EC Annual bonus Share plans Miscellaneous
members’ remuneration
Quarterd Shareholderconsultation Review prioryear Approve Group Review Remuneration

an remuneration review performance against

Approve remuneration for

EC members performance Where

applicable, agree bonus

amounts payable
Set directors’ and EC

members’ performance
targets and objectives for

financial and non-financial

Committee Terms of
Reference and output of
the Remuneration
Committee performance
evaluation

All-Employee Free Shares
Plan payments

Grant of Spring awards to
directors and executives

Review Remuneration
Report for recommendation
tothe Board

current year
Quarter2 Review pay review for
senior executives below
the EC
Quarter3 Rewview directors’ actual Review progress of Grant of Autumn awards to

pay and bonus for previous  directors’ and EC members’
performance against targets

year against comparator
group actuals

Set basis for annual
remuneration review

directors and executives

Quarterd4 Review market poesition
{including penstons)

Set bonus levels and share
plan grant levels

Set directors’ salanes

Review share-based reward
considering market trends,
and review status of
performance conditions,
dilution levels and usage
for following year

Review market position of
package (Including
pensions) for senior
executives below the EC

Agree grant policy for Spring
awards

Approve Group All-
Employee Free Shares Plan
for following year
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Directors’ Report Governance
Remuneratlon report continued

Activities and highlights

BAE Systems IS one of the world's largest and most
geographically diverse defence and secunty companies We
operate with a clearly defined strategy to deliver sustainable
growth in value to sharehoclders, operating in a highly
technologically complex market, with a presence in five key
home markets The Group faces a more challenging trading
environment as governments look for cost savings to address
budgetary pressures

Our remuneration strategy 1s intended to recognise this
business environment whilst fostering a Total Performance
culture at all levels of the Company, taking into account seniority
and local market practice Inaddition, it reinforces our drive to
continue to embed high levels of business conduct and our
commitment to safety across the business

The Committee 1s sensitive to the levels of the remuneration
packages of other employees within the Group In some areas,
our workforce 1s heavily unionised Many of our employees work
at the very leading edge of technology We have a diverse
workforce operating In many countnes Employee remuneration
packages are therefore determined locally to meet local needs,
whilst respecting our culture and Values In 2010, general salary
increases for our two largest employee populations in the UK
and US typically averaged 2 4% and 2 5%, respectively

In determining the levels of executive reward, the Remuneration
Commuttee also continues to place considerable emphasis on
ensunng a strong link between actual remuneration received,
and achievement of our strategic and business objectives

In 2010, our performance agamnst targets was good We shghtly
exceeded our profit target, and exceeded our stretch cash
targets However, our Total Shareholder Return (TSR)
performance refiects the sustained under-performance of our
share price Our Earrungs per Share (EPS) was 40 5p We also
started to expenence significant executive retention 1ISsues in
North Amenca

Against this performance background, the main aspects of our
remuneration policy and practice for the year were as follows

- having been unchanged in 2009, the salaries of the Chief
Executive and Group Finance Director were increased by 3 9%
and 2 5%, respectively,

- the salary of the President and Chief Executive Officer of
BAE Systems, Inc , Linda Hudson, has been increased by
12 2%to bring her nearer to market mechan She was
appointed in October 2009 having been promoted to that
position from within the business In setting her initial salary
the Remuneration Committee was aware that she would be
operating at a significantly higher level than was previously the
case, and, whilst this salary was a clear step-up from her
previous position, there was scope for future increasesto
bring her closer to market median provided her performance
mentedthis The increase awarded by the Remuneration
Committee recognises where her initial salary was set in 2009
and that she 1s performing on a levet which justifies a more
market competitive package This salary change was made
with effect from 1 January 2011,

— annual bonus payouts for the executive directors under
the annual incentive plan ranged from 69 1%t 89 1% of
maximum,
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— the growth of EPS over the three-year performance pernod for
the 2008 awards under the long-term incentive plans was
approximately 10 6% pa Consequently

- the awards of matching shares granted underthe Share
Matching Plan (SMP) in 2008 vest infull, and

— of the 50% of the awards of shares granted tn Spring 2008
under the EPS portion of the Performance Share Plan (PSP),
94 55% vest

—the Company's TSR for the 50% of awards of shares granted
in March 2008 under the TSR portion of the PSP was below
the median position when compared against the comparator
group of 18 other defence and aerospace companies, and the
related awards accordingly lapsed,

— the structure of our annual incentive and long-term incentives
were left substantially unchanged (including the ‘clawback’
arrangements established last year) (see pages 101 and 108
for details),

— we retained the requirement for one-third of executive
directors’ annual incentives (25% for EC members and other
senior executives) to be compulsonly deferred inte the SMP,

— ourrequirement for executive directors tobuiid up a
shareholding of 200% of salary over ime, remains unchanged
Both the Chief Executive and Group Finance Director
comfortably exceed this level, at 31 December 2010, the
President and Chief Executive Officer of BAE Systems, Inc
held shares representing approximately 144% of salary,
reflecting her more recent appointment, and

— we are seeking shareholder approval to introduce a Restricted
Share Plan {see page 102), pnncipally to enable us to address
key executive retention 1ssues for US-based executives The
Plan would permit awards to executives in other countnes, but
specific Remuneration Committee approval willbe required on
each occasion The President and Chief Executive Officer of
BAE Systems, Inc will be included in the Plan, but other Board
members will not be included without further consuitation with
shareholders

The Company's remuneration strategy, policy and details of
executive remuneration are set out on pages 100to 112 of this
report

Following the announcement of the retirement of George Rose
as Group Finance Director, effective 31 March 2011, the
Committee also agreed the package for Peter Lynas on his
appointment as Group Finance Director and an executive
director of BAE Systems pic, effective 1 Apnt 2011

On behalf of the Remuneration Committee

Carl Symon
Remuneration Committee Chairman




Non-Executive Directors’ Fees
Committee report

Members

Dick Olver (Chairman)
Philip Bramwell

Linda Hudson

lan King

Responsibilitles

— Reviewing the fees payable to non-executive directors
{excluding the Chairman) and making changes to such
fees as deemed appropriate

Dick Olver
Non-Executive Directors’
Fees Committee
Chairman

Governance

The Non-Executive Directors’ Fees Committee has delegated
authority from the Beard to agree fees payable to non-executive
directors on its behalf

Actlvities
The Board has approved the following guidelines to be used by
the Commuttee when discharging its responsitbilities

- fees shall be sufficient to attract and retain individuals with
the necessary skills, experience and knowledge required to
ensure that the Board 1s able todischarge its duties
effectively,

- In setting fees the Commuttee shall have regard tc the amount
of time individual non-executive directors are required to
devote to their duties, and also the scale and complexity of the
business, and the responsibility involved,

- fees payable to non-executive directors shall be pasd in cash
and shall not be performance-related, and

- non-executive directors shall not participate in the Company's
share-based incentive schemes or penston scheme

The Committee meets each year to consider the fees paid to the
non-executive directors Having reviewed the increasing time
commitments expected of nonexecutive directors and the
market competitive positioning of existing fee levels, the
Committee agreed in January 2011 to increase the basic fee
from £66,000 to £75,000 per annum All other feesremain
unchanged as detaited on page 113

On behalf of the Non-Executive Directors’ Fees Committee

Dick Olver
Non-Executive Directors’ Fees Committee Chairman
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Remuneration strategy, policy and packages

Following the annual review in November 2010, the Committee concluded that the current remuneration strategy remains
generally appropnate, but the following changes have been introduced

— to further emphasise the importance of business growth, order intake 1s being incorporated as one of the financial elements in
the annual incentive plan targets (see page 101) Other elements of the Plan remain unchanged, and

— to address retention 1ssues principally in our North American business, shareholder approval is being sought at the AGM to

implement a Restncted Share Plan (see page 102)

Gther than these changes, the Committee intends to continue with the executive remuneration policy as detaited in this report in
2011 and subsequent years for executive directors and EC members, and this policy will be flowed down to the most senior
executives within the Group globally {approximately 280) to create a consistent global approach to reward The principles of the
remuneration strategy are appled consistently across the Group below this level, taking account of semority and local market

practice

The Committee will continue to consult on matenal changes with principal shareholders

The Committee has considered the new UK Corporate Governance Code requirement regarding remuneration incentives being
compatible with risk policies and systems, and 1s satisfied that the Company 1s well placed to meet this requirement as profit
recognition on long-term programmes 1s intrinsically hinked to nsk reduction

REMUNERATION STRATEGY

REMUNERATION POLICY

The Company’s remuneration strategy 1s to provide a
remuneration package that

— helps to attract, retain and motivate,
— I1s aligned to shareholders’ interests,
— 18 competitive against the appropnate market,

— encourages and supports a Total Performance culture
aligned to the achievement of the Company’s strategic
objectives,

— 15 fair and transparent, and

— ¢an be applied consistently throughout the Group

To achieve the strategy, the remuneration policy for executive
directors and EC members is to

— set base salary at around median of the relevant market
competitive level,

- reward stretching superior performance with upper quartile
reward,

- provide an appropriate balance between
— shortterm and long-term reward, and
- fixed and vanable reward
with the balance becoming more long term and more highly

geared with seniority,

- directly align short-term and tong-term reward through
compulsory deferral of annual incentive into the Share
Matching Plan, and

— provide a competitive package of benefits

ELEMENTS OF PACKAGE PURPOSE

Base salary Recognise market value of role and individual’s skills, experience and performance

Drive and reward annual performance of individuals, teams and the Company on both
financial and non-financial metrics, including behaviours

Annual incentive

Share Matching Pian Directly align short-term and long-term reward through compulsory deferral of annual
incentive into shares, and drive and reward delivery of sustained long-term EPS

performance through co-investment aligned to the interests of shareholders

Performance Share Plan Drive and reward delivery of sustained long-term EPS and TSR performance aligned

to the interests of shareholders

Restncted Share Plan Provide long-term reward and address retention issues, through time-vesting awards

principally inthe Company's US market

Pension provision Provide competitive retirement benefits which reward long-term performance through

senlorty, and loyalty through long service

Otherbenefits Provide competrive cost effective benefits package through leveraging the

Company's size and scale

Global all-employee incentive plan Reward all employees globally for Group performance, encouraging employee share

ownership ahgned to the interests of shareholders

Appointment of new Group Finance Director

The Company announced on 10 December 2010 that George Rose would be retinng as Group Finance Director with effect from
31 March 2011 and that Peter Lynas would be appointed as Group Finance Director with effect from 1 April 2011 The salary
packages for both George Rose, the outgoing Group Finance Director, which had been agreed as part of the 2010 remuneration
review, and for Peter Lynas, the incoming Group Finance Director, which was agreed by the Committee subsequent to the 2010
remuneration review, are included inthis report
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2010 remuneration review
The 2010 review not only considered the Company’s executive remuneration packages against the market, but also the Company's
performance to date and its corporate strategy for the next five years

Information on the market for comparable management positions was provided by PwC s0 that the Commuttee could form a view as
to where to position the vanous elements of the package relative to comparable companies

The methodology used was to construct appropriate comparator groups for the individual posttions, taking account of company size,
scale of operations and breadth of role The comparator group for the UK executive directors comprised the FTSE 50 companies
(excluding financial services and retail) with market capitatisation nearest to that of BAE Systems The Committee believes that
using market capitalisation creates alignment between the value placed on the Company and the value placed on the executives who
manage It The six largest companies were also excluded as were several others to arnve at a comparator group of 20 companies
(11 largerand 9 smaller) which the Committee believed appropriate for benchmarking UK executive directors’ packages

For the President and Chief Executive Officer of BAE Systems, Inc , the comparator group was drawn from companies in the US
aerospace, defence and general industry sector, adjusted as appropriate, to produce market figures consistent with the size, scale
and relative independence of the US business, and adjusting where necessary to reflect the extra responsibility for her plc Board role

The base salary, total cash reward (base salary plus annual incentive), total direct reward (total cash reward plus long-term
incentives) and total reward (total direct reward plus pension) were analysed at the lower quartile, median and upper quartile for the
relevant posts In the comparator group companies This gives the Committee a view on the competitiveness of the individual
elements of the package as well as the package as awhole

The Commuttee also reviewed market trends around the individuat elements of remuneration to ensure that the structure of the
package stays Iin line with market practice The remuneration structure overall also takes account of the performance of the
indwidual, the Company as a whole, and the pay and conditions of Group employees

Overall, while the review mdicated that the structure 1$ broadly m line with the market, some minor adjustments were deemed
necessary to ensure that t remained so In addition, the base salarnes for both the Chief Executive and the President and Chief
Executive Officer of BAE Systems, Inc were behind their respective benchmarks

Base salary

The Committee reviewed base salaries, taking into account the current economic climate, the challenges facing the business, therr
respective positions against benchmark, the pay environment for employees in general and that theirr salanes had been unchanged
since 2002 (n particular, the salary of the President and Chief Executive Officer of BAE Systems, In¢ has been increased to
maintain the competitiveness of the package and bring her salary closer to market median Further information on the rationale for
this increase is provided on page 88

The annual base salary levels of executive directors with effect from 1 January 2011 are as follows

Name 2010 satary 20141 salary Increase
lanKing £900,000 £935,000 3 9%
George Rose £622,500 £638,000 2 5%
Linda Hudson $900,000 $1,010,000 12 2%
Incentives

The Group's strategy Is set cut on page 14 along with the Group Strategic Framework This explains how the Group's missionis

to deliver sustainable growth in shareholder value through its commitment to Total Performance - Customer Focus, Programme
Execution, Financial Performance and Responsible Behaviour Underpinning the dnive for Total Performance are the Group’s Values
—Trusted, Innovative and Bold The Group's strategy focuses on delivering growth in the three market segments of Services,
Electronic Systems and Platforms, in existing and new home markets, and in export markets The six Strategic Actions, which
translate the strategy into operational plans, are underpinned by the Integrated Business Plan (IBP), which sets out a five-year
strategic and financial plan

Each year, the Board agrees the Executive Committee’s top ten objectives which are those key to delivering the Group's strategy
For 2011, these are set out on page 13, and are used as the basis to set the individual objectives for the executive directors and
EC members which are agreed by the Chairman, Dick Olver, and the Committee These then flow down to the senior leadership
team to ensure that all businesses within the Group are aligned with the overall Group strategy

The remuneration strategy incentivises and rewards executives to deliver therr contribution to the achievement of the Group’s
strategy through the combination of short-term incentives targeted at business performance, Group performance, personal
performance and leadership behaviours, and longterm incentives targeted at Group performance To directly align short-term and
long-term reward, executive directors will be required to invest at least one-third of their net 2011 annual incentive into the SMP
when the annual incentive 15 paid in 2012 Further investment can be made on a voluntary basis up to a maximum investment of
half their net annual incentive, except in the case of the US executive director who will participate in the Restricted Share Plan
subject 1o its approval by shareholders at the 2011 AGM (further detailis provided on page 102)

Annual Incentive plan

The annual incentives for 2011 continue to focus on a combination of inyear financial performance, and longer-term performance
and risk management (both business nsk and reputation risk) Two-thirds 1s driven off in-year financial performance, and one-third
based on driving performance and improvement 1n business conduct and safety (reinforcing the importance of key aspects of the
Group's corporate responsibility agenda) combined with the other non-financial objectives supporting the Group’s strategy No
changes to this structure are proposed for 2011
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The financial targets are derived from the IBP, and are based on earnings and cash targets and, for 2011, also order intake The
relative proportions of the financial targets for profit, cash and order intake are 40 40 20 These are seen as the key indicators of
both short-term and long-term financial performance and value creation, and are supported by the Company’s major shareholders
At Group level, EPS 1s used whereas EBITA® 1s used to measure earnings performance at a business level To incentivise improved
phasing of cash generation throughout the year, a combination of year-end and average quarterly net cash/debt was introduced
for 2009 and 2010, and will continue for 2011 Due to the stretching nature of the plan, the Committee introduced for 2010 a
threshold paying 20% of maximum for the profit element This will centinue for2011 The payout for on-target performance 1s 50%
of maximum Payout for performance between targets 1s calculated on a straight-hne basis

The table below summarises the overall structure of the annual incentives for executive directors

Propertion of annual incentive

Performance measure 2010 2011
Inyear financial 66 6% 66.7%
Business conduct and safety 15 0% 15.0%
QOther objectives 18 4% 18.3%

The Committee beheves that the annual incentive targets for the executive directors are stretching but achievable The structure of
the 2011 annual incentive plan for executive directors 1s summarised in their individual sections on pages 103 to 106

Long-Term Incentive Plans (LTIPs)

The Company operates two LTIPs (having ceased awards of share options 1n 2008) - the Performance Share Plan (PSP) and the
Share Matching Plan (SMP) The structure of these plans remain unchanged Full details of the PSP and SMP are contained on
pages 108 and 109

The combination of the annual incentive plan, SMP and PSP provides a balance between short-term cash reward and longerterm
share-based reward as shown below The proportion of the incentive package delivered through longerterm performance 1s
significantly higher at stretch payout than at on-target payout, demonstrating that the package supports the achievement of
supenor long-term performance and strongly aligns the interests of executives to those of shareholders through long-term reward
being delivered in shares The second graph shows which performance metrics are driving the value of the incentives This shows
that, at on-target performance, the higher influence of the annual incentive means that in-year measures dnve almost 40% of the
package value, with long-term EPS (which underpins the SMP and halfthe PSP awards) accounting for a similas proportion But, at
stretch performance, the influence of the annual incentive 1s reduced, and the SMP and PSP account between them for nearly
three-quarters of the value of the Incentive package, with the most important drivers of value becoming long-term EPS and share
price This shows that achieving strong performance on the inyear measures 1s important but, to maximise the value of their
incentive package, executives need to drive growth in long-term EPS and share price

Restricted Share Plan (RSP)

Within the Company's US peer group, our research indicates that performance-based LTIP awards only typically make up around a
third of the overall long:term incentive package fora US executive In comparison, the BAE Systems LTIP plans are 100% based on
performance conditions, which provides much less retention value for senior US executives and can he ‘bought out’ by a competitor
for a small cost

Our US business Is a fundamentally important part of the Group, and it 15 essential we are able to attract and retain high calibre
staff We do not wish to provide a completely different reward structure in the US compared to our global approach, nor will we
increase the overall value of the Inc reward package However, the retention 1ssue 1s sufficiently serious and potentially damaging
tothe business to require action

Consequently, the Committee is proposing to introduce a time-vesting LTIP element within the overall US executive package This
will be achieved by introducing a Restricted Share Plan (RSP) without performance conditions other than time vesting The
Restricted Share Plan will provide 35% of the expected value of the total LTIP package, and will vest after three years This Plan
will require the approval of sharehclders at the AGM in May 2011

The expected value of the total LTIP package for US executives including the RSP will be maintained at its current level Subjectto
shareholder approval of the RSP, this will be achieved by reducing existing LTIP award levels for participants as follows

— removing the voluntary matching element of the SMP This will apply to voluntary investment in the SMP in respect of the 2010
annual incentive plan payment, and onwards, and

- reducing overall PSP award levels
Subject to shareholder approval, participants’ awards of restricted stock will be confirmed after the AGM

1 Earnings before amortisation and impairment of intangible assets finance costs and taxation expense
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Whilst the Plan 1s primanly aimed at our US executives, the Plan would permit awards to executives in other countries, but specific
Remuneration Committee approval will be required on each occasion The President and Chief Executive Officer of BAE Systems,
Inc will be included in the Plan, but other Board members will not be included without further consultation with shareholders

Personal shareholding policy

The Committee has agreed a policy whereby all executive directors are required to establish and mamntain 2 minimum perscnal
shareholding equal to 200% of base salary As a mimimum, a holding equal to 1.00% of base salary must be achieved as quickly as
possible using shares vesting or options exercised through the executive share option schemes orlong-term incentive schemes,
by using 50% of the shares that vest or 50% of the options which are exercised on each occasion Thereafter, executive directors
are required to increase their personal shareholding gradually, on each occasion using 25% of the shares that vest or 25% of the
options exercised each year, until a personal shareholding equal to 200% of annual base salary 1s achieved and maintained These
limits are reviewed penodically A similar arrangement applies to sentor executives eligible for share-based longterm incentives
with hmits aligned to the levels of awards made under these plans

Details of the directors’ personal shareholdings are shown in Table Aon page 114

Penslon provision

No changes to the pension arrangements for executive directors were made in 2010 A review of UK executive penston
arrangements has been undertaken in the light of the changes announced to the taxation of members of UK registered pension
arrangements from 6 April 2011 The underlying principles for this review were that the aggregate level of benefits provided to
members under the new arrangements should be cost neutral to the Company compared to the existing arrangements The
approach addresses tax inefficiencies ansing for existing empleoyees as a consequence of the pensions tax changes, and members
wilt be given the chotce to remain 1n the current arrangements and pay the increased tax Further detail 1s provided on page 111

STRUCTURE OF INDIVIDUAL EXECUTIVE DIRECTORS’ PACKAGES

lan King {Chief Executive) 2011 2010

Base salary £935,000 pa £900,000pa

Annual incentive Maximum/on-target (% of salary) 225%/112 5%
Structure (% of salary) On-target Stretch Ontarget Stretch
Group EPS 30% 60% 36% 90%
Group cash 30% 60% 24% 60%
Order intake 15% 30% Not applicable
Safety Up to 16.875% Upto 16 875%
Business conduct Up to16.875% Upto 16 875%
Other objectives Upto41.25% Upto 41 25%
Deferral into SMP 4 compulsory plus voluntary up to total of 50%

of net annual incentive

SMP Gross match 21
Performance condition EPS growthof 5% - 11% pa

PSP Grant (% of salary) 250%
Performance condition ; onrelative TSR against 18 other global

aerospace and defence companies, and
5 0n EPS growth of 5%~ 11% pa
Pension accrual 1/30th of three-year final average salary from age 62
for 8% member’s contnbutions

The graphs below show the value of the package at on-target and stretch performance together with the proportion of the package
delivered through fixed and vanable reward

BAE Systems Annual Report 2010 103

Overview

Strategy

Group performance

Segmental performance

Governance

Finangial statements




Drrectors’ Report Governance

Remuneration report continued

STRUCTURE OF INDIVIDUAL EXECUTIVE DIRECTORS' PACKAGES CONTINUED

George Rose (Group Finance Director) 2011+ 2010

Base salary £638,000pa £622 500 pa

Annual incentive Maximum/on-target (% of salary) 150%/75%
Structure (% of salary) On-target Stretch On-target Stretch
Group EPS 20% 40% 24% 60%
Group cash 20% 40% 16% 40%
Crder intake 10% 20% Not applicable
Safety Upto11 25% Uptoll 25%
Business conduct Uptoll 25% Uptol1 25%
Other objectives Upto 27.5% Upto 27 5%

Deferralinto SMP

/scompulsory plus voluntary up to total of 50%
of net annual incentive

SMP Gross match 21
Performance condition EPSgrowth of 5% -11% pa
PSP Grant (% of salary) 250%

Performance condition

4 on relative TSR against 18 other giobal
aerospace and defence companies, and
2 on EPS growth of 5% — 11% pa

Pension accrual

1/ 30th of three-year final average salary from age 60
for 9 29% member's contributions

The graphs below show the value of the package at on-target and stretch performance together with the proportion of the package
delivered through fixed and vanable reward

*  Asannounced by the Company on 10 December 2010 George Rose will retire with effect from 31 March 2011 The 2011 salary package details and graphs above setout the pesition had he
continued nhis rofe throughout 2011 Details of his relrement arrangements are provided on page 112
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STRUCTURE OF INDIVIDUAL EXECUTIVE DIRECTORS' PACKAGES CONTINUED

Linda Hudson (President and Chief Executive Officer of BAE Systems, Inc ) 2011 2010

Base salary $1,010,000 pa $900,000 pa

Annual incentive Maximum/ on-target {% of salary) 225%/112 5%
Structure (% of salary) Ontarget Stretch On-target Stretch
Group EPS 10% 20% 12% 30%
Group cash 1.0% 20% 8% 20%
Order intake 5% 10% Not applicable
Business EBITA? 20% 40% 24% 60%
Business cash 20% 40% 16% 40%
Business order intake 10% 20% Not applicable
Safety Upto16.875% Upto16 875%
Business conduct Upto 16.875% Upto 16 875%
Other objectives Upto 41.25% Upto 41 25%

Deferral Into SMP

Compulsory ¥4 of net annual | 3 compulsory plus voluntary
incentive No voluntary up to total of 50%

element of net annual iIncentive *

SMP Gross match 21

Performance condition EPS growthof 5% —11% pa
PSP Grant (% of salary) 160% | 250%

Performance condition 1, on relative TSR against 18 other global

aerospace and defence companies, and
LY 0n EPS growth of 5% —11% pa

RSP % of salary 65% [ Not applicable

Pension accrual

Cash sum at retirement of 14 1% of career pay
(salary plus bonus up to maximum of 150% of salary)
for a contnibution of 1 5% of pay,
plus an 85% Company 401(k} match on contributions
t0 a maximum of 6% of salary

. Linda Hudsonwill be granted an award under the RSP 11 2011 subject 19 shareholder approval of the RSP at the 2011 AGM andwll thus not be permutted to make any voluntary investment m

the SMP in 2011 in relation to her 2010 net annualincentre payment

The graphs below show the value of the package at on-target and stretch performance together with the proportion of the package
delivered through fixed and vanable reward

1 Eamings before amortisation and impairment of intangible assets finance costs and taxation expense
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STRUCTURE OF INDIVIDUAL EXECUTIVE DIRECTORS’ PACKAGES CONTINUED

Peter Lynas (Group Finance Director designate) Effective 1 April 2011
Base salary £520,000 pa
Annual Incentive On-target/ maximum (% of salary) 75%/150%
Structure (% of salary) Ontarget Stretch
Group EPS 20% 40%
Group cash 20% 40%
Order intake 10% 20%
Safety Upto11.25%
Business conduct Upto11.25%
Other objectives Upto 27.5%
Deferral intc SMP 1/ compulsory plus voluntary up to total of 50%
of net annual Incentive
SMP Gross match 2:1
Performance condition EPS growth of 5% -11% pa
PSP Grant (% of salary} 250%
Performance conditton 1/ on relative TSR against 18 other global
aerospace and defence companies, and
1/, on EPS growth of 5% — 11% pa
Pension accrual 1/30th of three-year final average salary from age 62
for 8% member’s contributlons

The graphs below show the value of the package at on-target and stretch performance together with the proportion of the package
delivered through fixed and variable reward as If Peter Lynas had been in post as Group Finance Director with effect from
1 January 2011
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Performance in 2010
The structure of the 2010 annual incentive plan was set out In last year's Remuneration report and 1s summansed in the indivmdual
sections for each of the executive directors on pages 103 to 108 of this report

Financial performance: 2010 was a robust year interms of financial performance foliowing the Group's strong performance of
recentyears Atthe Group level, EPS performance was above threshold, but well short of stretch performance  Stratch performance
was achieved on both cash targets At the operating group level, Programmes & Support exceeded its profit target but did not hit its
stretch target, and achieved Its strelch cash targets International and BAE Systems, In¢ achieved stretch on all therr financial
targets

Non-financial performance. Page 12 sets out the Executive Committee’s top ten objectves for 2010 and the assessment of
performance against these, whilst page 46 provides more detailed informatton on the performance against the specific objectives
relating to business conduct and safety

Business conduct The Group targeted the successful implementation of the suite of revised policles and processes which had
been updated as part of the Woolf implementation programme  Alibusinesses are on target with therr stated plans

Safety The Group has continued to drive improvement of safety management, Using Its Safety Maturity Matrix (SMM) as the
mechanism to measure and drive performance Sites with more than 150 personne! (other than those acguired dunng 2010) have
now progressed to Level 4 onthe SMM In addition, the Group achieved an overall 31% reduction in the Lost Work Day Case Rate,
exceeding a target 20% reduction, compared with performance during 2009 Some indwvidual businesses did not achieve this target

Other objectives Of the remaining top ten Group objectives most have been successfully achieved, giving a result of 90% of
maxmum This sets the starting point with further adjustment, up or down, depending on the assessment of overall performance
and leadership behavioural performance of the individual executive

Accordingly, the Committee determined the payout under the 2010 annual incentive plan as follows

2010 annual incentive payout lan King Linda Hudson Gearge Rose
% of stretch 71 0% 89 1% 69 1%
% of hase salary 159 7% 200 5% 103 7%
Amount £1,437,075 $1,804,275 £645,533
inaddition

— the growth 1n EPS over the three years to 2010 was approximately 10 6% pa Consequently
— the awards of matching shares granted under the SMP 1n 2008 vestn full, and
_ of the 50% of the awards of shares granted 1n $pring 2008 under the EPS portion of the PSP, 94 55% vest

— the Company's TSR for the 50% of awards of shares granted in March 2008 under the TSR portion of the PSP was below the
median position when compared against the comparator group of 18 other defence and aerospace companies, and the related
awards accordingly lapsed

This graph which has been produced in accordance with the requirements of Schedu'e Bofthe
Large and Medium-sized Companies and Groups (Accounts and Reports) Regulauons 2008
shows the value by 31 December 2010 on atotal shareholder return bas)s, of £100 1nvested in
BAE Systems on 31 December 2005 compared with the vatue of £100 mvested in the FTSE100
index The FTSE 10015 considered to be an appropriate comparator for this purpose as s a
broad equity ndex As BAE Systems 15 a constituent member ofthe FTSE 100 twas deemedto
bethe most appropnate general UK equity index

The graph above shows the value shareholders have achieved by their mvestment in

BAE Systems over recent years as compared to (1) the FTSE 100 index, {u the companies.
forming the sectoral peer group for the Performance Share Plan and {m) the cormparies forming
the comparator pay group for the 2010 executive pay review The graph depicts the value for
BAE Systems and the comparatars at the end of 2010 of @ single £100 Investment made at the
beginning of each of the last five years
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Summary of Long-Term Incentive Plans

Plan provisions
Performance conditions for grants of awards to be made under the Performance Share Pian and the Share Matchung Plan in 2011
are detalled below Performance conditions for grants of awards made pnorto 2011 are detalled on pages 115and 116

Clawback arrangements operate in respect of these two plans from the 2010 awards onwards The arrangements are intended to
cover situations, for example, where results are restated or otherwise turn out to be matenally inaccurate or where the executive’s
employment can be terminated for cause

PERFORMANCE SHARE PLAN (PSP)

Key features for PSP awards 1n 2011
— awards of shares are granted based on a percentage of salary and share price at the date of grant,
- the shares are subject to satisfaction of three-year performance conditions,

- half the PSP award will be based on a Total Shareholder Return (TSR) performance condition (PSP™?) and the cther half on an
Earnings per Share (PSPES) performance condition,

— in addition, there 1s a further test on the PSP™SR glement to ensure that the TSR performance 1s supported by the underlying
performance of the Company,

— shares under award after satisfaction of the performance condition vest in three equal tranches at the end of years three, four
and five, and

— shares under award attract dividends pnor to vesting

HOW THE PSP OPERATES

PERFORMANCE CONDITION - PSP

The proportion of the award capable of exercise 1s determined
by the rate of annual actual EPS growth over the three-year
performance pertod, with nil vesting at annual actual EPS growth
of 5% and 100% vesting at 11% growth as set out opposite (15%
t0 33% growth over three years)

The rationale for the EPS performance measure I1s that major
investors consider EPS to be a key indicator of long term
tinancial performance and value creation

Summary of EPS performance to 31 December 2010

2010 EPS was 40 5p, and 1s approximately 10 6% greater (per
annum) than the 2007 EPS of 30 7p This 1s near the top of the
performance range of 5% to 11% growth per annum Accordingly,
94 55% of the EPS portion of the Spring 2008 PSP awards vest
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PERFORMANCE CONDITION - PSP™"

The proportion of the award capable of exercise determined by

(1) the Company's TSR (share price growth plus dividends)
ranking relative to a comparator group of 18 other
international defence and agrospace compantes as shown in
the tabte opposite There has been no change tothe
comparator group None of the shares vestif the Company's
TSR s outside the top 50% of TSRs achieved by the sectoral
comparator group and 200% vestif it 1s in the top quintile
{le top 20%)as set out opposite, and

{n)whether there has been a sustained improvement in the
Company's underlying financial performance and whether it)s
appropriate to release some or all of the awards Intaking
such a view, the Committee may constder (but not exclusively)
the following financial metrics net cash/debt, EBITA?, order
hook, turnover, risk, and underlying project performance

The rationale for TSR performance measures 1S that major
investors regard TSR as an impertant indication of both
earnings and capital growth relative to other major companies in
the same sector and to ensure that awards conly vest Ifthere has
been a clear improvement in the Company's performance over
the relevant penod

SUMMARY OF TSR PERFORMANCE TO 31 DECEMBER 2010

The chart opposite summarises the position on the TSR
element for all outstanding awards under the PSP as at
31 December 2010

The coloured box shows the range of TSR required for 25%
vesting to full vesting, and the diamond shows BAE Systems’
TSR The proportion that wou!d vest 1s shown in the boxes at the
top of the chart

This shows that the TSR portion of the 2008 PSP award lapsed
asthe Company's TSR return was below that of the comparator
group

PSP'™SR— sectoral peer group

Boeing General Dynamics Raytheon

Cobham GKN Rockwell Collins
Dassault Aviation Goodrich Rolls-Royce

EADS Honeywell International Smiths Group
Embraer PN Lockheed Martin Thales
Finmeccanica Northrep Grumman United Technologies

PERFORMANCE CONDITION - PSP™"

SHARE MATCHING PLAN (SMP)

PERFORMANCE CONDITION - SMP 2011

Key features for grants of awards in 2011

— stand-alone share investment plan with the investment hinked
to the award under the annual incentive plan,

— participants are granted a conditional award of matching shares
against the gross value of the annual incentive invested,

— matching shares attract dvidends dunng the three-year
deferral penod, released on vesting of any matching shares,

— executive directors are required to invest one-third of thew
2010 net annual incentive into the SMP, and

— maximum level of investment will be 50% of the net annual
ncentive

Match and performance condition

— Nit match for actual EPS growth of 5% per annum (with nil
vesting belowthat level) increasing uniformly to a 2 1 match at
11% per annum growth {15% to 33% growth over three years}

~ Rattonale for performance measure major Investors consider
EPS t0 be a key indicator of long-term financial performance
and value creation

2008 SMP award

The 2008 SMP awards were based on nil match for actual EPS
growth of 5% per annum increasing uniformly to a 1 1 match at
8% per annum growth 2010 EPS was 40 5p,and is
approximately 10 6% greater (per annum) than the 2007 EPS
of 30 7p Accordingly, the 2008 SMP award vests infull

1 Eamings before amortisation and impairment of nangible assets finance ¢costs and taxation expense
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Restricted Share Plan (RSP}~
Key features of awards in 2011

— conditional awards of shares are granted based on a percentage of salary and share price at the date of grant,

— the shares are subject only to the condition that the participant remains employed by the Group at the end of the vesting date
{three years after the award date), and

— shares under award attract dividends prior to vesting

The RSP s not subject to a performance condition as 1t 1s designed to address retention 1ssues principally in the US, as detailed on
page 102 Clawback arrangements will operate inrespect of this Plan

* Introduction of the RSP Is subject to shareholder approval at the 2011 AGM

Share Incentive Plan (SIP)

Dunng 2010, the UK executive directors were eligible to participate tn the all-employee free shares element of the Share Incentive
Plan As aresult of the Company’s performance In 2010, all eligible employees (including the UK executive directors) will be entitled
to receive shares worth £391. 50 A similar arrangement operates for non-UK employees on a cash or shares basis depending on
local tax and securnty laws

The Company operates a share purchase arrangement (Partnership Shares) under the Share Incentive Plan Under this
arrangement, UK-based employees (including executive directors) may purchase ordinary shares in BAE Systems by either monthly
investments of between £10 and £125 a month, or lump sum investments of between £10 and £1,500 in a tax year, both imited to
10% of salary If less The Partnershup Shares attract matching shares As the planis an allemployee plan, the matching shares are
not subject to performance conditions in accordance with legistation One free matching share 1s awarded for each Partnership
Share up to a maximum of £63 per month

Dividends patd in respect of the shares in the Share Incentive Plan for UK-based employees are reinvested as Dividend Shares

Share usage for employee share schemes Number
The Commuttee has agreed that, in respect of new 1ssue or of shares
treasury shares, shares representing no more than 1% (andno  Total 1ssued share capital asat 31 December 2010 3,587m
more than O 5% for the executive schemes) of the Company’'s Al schemes

1ssued share capital will be used in any one financtal year for 10% in any consecutive years 358 7Tm

the grant of iIncentives under all of the Company’s employee
h m
share schemes The {able opposite sets out the available Remaining headroom 2128

dilution capacity for the Company’s employee share schemes Executive schemes
onthis basis 5% 1n any consecutive ten years 179 4m

Remaining headroom 90 6m

The Company currently intends to use new 1ssue shares to
satisfy future share awards under the executive long-term
incentive plans up to the O 5% annual dilution hmit, and touse
treasury shares to satisfy awards of free shares and matching
shares under the allemployee Share Incentive Plan For
outstanding options 1t 18 intended that new tssue shares will
be utilised for the Executive Share Option Plan

Post-retirement benefits

UK pension benefits

UK executive directors are members of the BAE Systems Executive Pension Scheme (the ExPS) and members of the underlying
employee pension plans As such, they are subject to the same contribution rates payable by employees of the underlying plans,
and the benefit changes introduced in 2006 for post-Apnl 2006 service including the introduction of the Longewity Adjustment
Factor, a reduction in the maximum level of pension increases and a change in the definition of Pensionable Pay

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 Pensionable Pay (FPP) for each year of ExPS pensionable service (subject to a maximum of two-thirds of FPP)
FPP 15 defined as annual base salary averaged over the last 12 months prior to leaving service in respect of service accrued to 5
Apnl 2006 and 36 months prior to leaving in respect of service from 6 Apnl 2006 The ExPS also provides a lump sum death-in-
service benefit equal to four imes 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 Children’s allowances are also payable, usually up to the age of 18 Spouses’
pensions and children’s allowances 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 nise in the Retail Price Index subject to a
maximum increase of 5% per year in respect of pre-6 Apnl 2006 service and 2 5% per year in respect of service from 6 April 2006

As a result of the 2006 age discnimination legislation, executive directors’ default retirement age 1s 65 but they retan any previous
rights they had to retire and draw their pensions without actuanal reduction for early payment at an earlier age

Following the changes made to take account of the Penstions Simplification tax changes which came into effect from Apnl 2006, UK
executives reaching the Lifetime Allowance (LTA) were given a number of choices as previously reported These were

- remain in the pension scheme and pay any additional tax charge, or

- opt out of the pension scheme {(and so earn no further pension benefits tn respect of future service} and instead receive a taxable
salary supplement This supplement will be 30% of salary and 20% of salary for those senior executives with a two-thirds salary
target after at least 20 years' and 30 years' service, respectively, or
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- restrict scheme benefits to the value of the LTA with the remainder being provided directly from the Company as an unfunded
promise At retirement, the unfunded Company benefits can be erther taken as pension or commuted in full for a taxable lump sum

The Committee reviews these arrangements each year in the hight of developing market practice, and believes they remain
appropriate as they provide executives with competitive pension benefits and choices for dealing with the LTA which may better surt
their needs whilst being broadly cost neutral to the Company, are In ine with market practice and do not compensate executives for
changes in taxation

During the year, an additional review of UK executive pension arrangements has been undertaken inthe hght of the changes
announced to the taxation of members of UK registered pension arrangements from 6 Apnl 2011 The underlying principles for this
review were that the aggregate level of benefits provided to members should continue to be cost neutral to the Company

The review concluded that the new arrangements should be based on the Company's registered pension schemes and that, in
appropriate circumstances, the Company will continue to have the optionto offer an unfunded pension promise so as to mitigate
the impact of the Lifetime Allowance (intreduced in 2006) and the iImpact of the reduced Annual Allowance with effect from 6 Apnit
2011 This new arrangement addresses tax-inefficiencies ansing for existing employees as a conseguence of the pension tax
changes although members will be given the chaice to remain in the current arrangement and pay the increased tax The
Commitiee has decided that In cases where the Company 1s to pay an unfunded promise, executives will be given the choice to
commute some or all of the benefit for a taxable lump sum, or take it as pension

lan King, George Rose (who retires from the Company on 31 March 2011) and Peter Lynas already have an unfunded prormise from
the Company ansing from the 2006 changes, for lan King and Peter Lynas, this will be extended to cover the reduced Annuai
Allowance at no additional cost to the Company

lan King and Peter Lynas (Group Finance Director designate) are both members of the BAE Systems 2000 Pension Plan (the 2000
Plan}), applicable to former employees of Marconi Electronic Systems (MES), and members of the ExPS with a normal retirement
age of 62 The 2000 Plan provides a pension of 1/50th of Final Pensionable Earnings (FPE) for each year of pensionable service,
payable from a normal retirement age of 65 and members pay contnbutions of 8% of Pensionable Earmings FPE under the 2000
Plan 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 2008 to limit penstonable bonuses inthe 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 1s a guarantee that the FPE figure
for benefits 1n respect of service prior to 6 Apnl 2007 will not be less than the FPE figure at 5 April 2007 to ensure that employees
do not lose the benefit of contributions paid on pastbonuses lan King and Peter Lynas joined the ExPS in 1999 following the BAe/
MES merger Therefore their individual total pensions are the sum of their 2000 Plan benefits plus the top up from the ExPS

George Rose I1s a member of the BAE Systems Pension Scheme paying contributions of 9 29% of base salary, and 1s a member of
the ExPS with a normat retirement age of 60 George Rose was affected by the previously applicable Inland Revenue earnings cap
on approved pensions and has an unapproved (1 e non-tax qualified) pension arrangement to top up his benefits from the approved
schemes This was designed so that the total pension from all sources would be broadly in hine with the pension he would have
receved from the Group pension schemes had he not been subject to the earnings cap The Penston Simplification tax changes
allowed the flexibility to remove the earnings cap for George Rose in respect of service from April 2006, although scme of his
benefits will remain to be provided by means of an unfunded promise from the Company No further contnibutions will be paid into
his funded unapproved top up arrangement

On leaving the Company, George Rose has been granted consent from the Company to early retirement and his penston benefits
will therefore become payable from 1 Apnl 2011, one year early His pension 1s subject to the normal actuarnia! reduction for earty
payment that would be applied to any other member of the Executive Pension Scheme in these circumstances

US pension benefits

Linda Hudson (s a member of the 2006 Plan and a Non-Qualified Plan which provide a cash sum at retirement equal to a percentage
of career average pay (salary plus bonus subject to a maximum bonus of 150% of salary) The cash accrual rate of the combined
plans from 1 January 201015 14 1% of career average pay Executive directors pay contributions at the same rates as other
employees in the plan, being 1 5% of earnings Linda Hudson also receives a company match on her contnbutions 1o her 401(k)
plan up to a maximum contribution of 6% of satary, up to regulatory imits ($245,0001n 2010} From 1 January 2010, the company
match was 85%

Details of post-retirement benefits for each of the executive directors who served dunng 2010 are shown in Table D on page 119
and are calculated in accordance with the requirements of Schedule 8 of the Large and Medium-sized Companies and Groups
{Accounts and Reports) Regulations 2008

Other benefits
Other benefits provided to executive directors include a car allowance, the private use of a chauffeur-driven car and a cash
allowance for medical examination

On his appointment as Group Finance Director on 1 April 2011, Peter Lynas will be provided with Company support to estabhish a
second home 1n Londan as the Committee believed this to be a more cost-effective option for the Company than requinng full
relocation of his pnincipal residence from outside London This support 1s in accordance with Company policy. and consists of a
lump sum of £22,200, together with a monthly allowance totaling £33,300 in year ane declining ona uniform basis to £6,660 1n
year five (such monthly allowances over the five-year penod totalling £99,900), and zero thereafter Clawback provisions operate
during the first two years of this arrangement whereby he would be required to repay these menies on a pro-rata basis should he
leave the Company in certain circumstances, e g resignation or termination
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Executlve directors’ service contracts

It 1s the Committee’s policy that executive directors should normally have service contracts that provide for the Company to give the
individual 12 months’ notice of termimation This policy has been chosen because it provides a reasonable balance between the
need toretain the services of key Indviduals and the need to imit the habilities of the Company in the event of the terminaticn of a
contract The executive directors have service contracts with Group companies and details of these are shown below

Date of contract Unexpired term Notice period
Linda Hudson 26 October 2009 (amended 8 January 2010) 31 December 2011 * 90 days erther party
lan King 27 June 2008 No fixed term 12 months either party
George Rose 16 November 1298 (amended 3 December 1999, No fixed term —ends 12 months from the Company,
15 January 2004 and 17 Octcber 2005) 31iMarch2011 6 months from the individual
Peter Lynas 16 February 2011 (effective 1 Apnl 2011) No fixed term 12 months either party

» Subject te automatic renewal for one-year periods each year unless either party gives notice of non-renewat

In the event of the termination of an executive director’s contract it 1s the Committee’s policy to seek to limit any payment made in
lieu of notice to a payment equal to the amount of one year’'s base salary The service contracts for two of the executive directors
(lan King and George Rose), and that for Peter Lynas which comes into effect on 1 April 2011, contain specific provisions to the
effect that the Company has the nght to pay a sum equivalent to 12-months’ salary in lieu of notice

Linda Hudson's contract of employment automatically renews for one-year penods from 31 December each year, unless one party
gives notice of non-renewal Separately, there 1s a 90-day termination provision If the employment 1s {a) terminated by the Company
{other than for cause as defined in the contract or in the event it 1s not extended following her 65th birthday) or (b) she resigns fora
‘Good Reason’ (as defined in her contract), she 1s entitled to a termination payment equal to (1) ohe year's base salary, (n} a
pro-rated bonus for the relevant financial year, and (1) the continuation of 18-months’ medical benefits, plus a further 18-months’
subsidy of a portion of the premiums {or a cash payment in lieu of this benefit)

George Rose will retire from the Company, and as a director, with effect from 31 March 2011 No termination payments will be
made All outstanding long-term incentive awards and share options will vest in accordance with the rules of the respective share
plans,1 e subjecttothe attainment of the related performance conditions and pro-rating in accordance with the length of his
service against the relevant performance period He will not be required to defer one-third of his 2010 annual incentive, payable 1n
2011, into the SMP He will recelve a normal early retirement pension as described on page 111

No executive director has provisions in his or her service contract that relate to achange of control of the Company (and neither
does the Chairman nor the non-executive directors in therr letters of appointment)

Policy on extermnal board appointments

The long-standing policy of allowing executive directors to hold external non-BAE Systems-related non-executive directorships with
the prior approval of the Committee will continue The Committee considers that external directorships provide the Company’s
senior executives with valuable expenence that 1s of benefit to BAE Systems Itis also considered appropniate for BAE Systems to
contnbute to the pool of non-executive expertise available for the benefit of the wider business community, thereby reciprocating
the benefit that it in turn has receved from other organisations which have permitted members of thewr senior management teams
to serve on the BAE Systems Board The Committee believes that it 1s reasonable for the individual executive director to retain any
fees received from such appointments given the additional personal responsibility that this entails Such fees retained by
executive directors in 2010 were as follows lan King £43,333 in respect of his non-executive directorship of Rotork ple and
George Rose £78,500 in respect of his non-executive directorship of National Grid plc

Chalirman’s appointment, term and fees

Dick Olver was appointed Chairman on 1 luly 2004 His appointment was for an initial fixed three-year term with effect from 17 May
2004 {the date that he was appointed to the Board as a non-executive director) and was subsequently extended in 2007 fora
second term of three years to 16 May 2010 Following the approval of the Board under the chairmanship of Sir Peter Mason, Senor
Independent Director, it was extended again in 2009 for a third term to 16 May 2013 unless terminated eariier in accordance with
the Articles of Association or with either party giving the other not less than six months’ prior written notice The Chairman's
appointment 1s documented in a letter of appomntment which 1s not a contract of employment and he 15 required to devote no fewer
than two days a week to his duties as Chairman His appointment as Chairman will automatically terminate If he ceasestobe a
director of the Company His fee, which was set by the Committee at £600,000 per annum for the duration of his second three-year
term, was reviewed in 2010 and the Committee decided that tus fee should remain unchanged at that ime  Hrs current fee will be
subject to review in 2011
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Non-executive directors’ appointment, term and fees

The non-executive directors do not have service contracts but do have letters of appointment detalling the basis of their
appointment The dates of their onginal appointment were as follows

Nonexecutive director Date of appointment Expiry of current term#*
Paul Anderson 08 10 2002 07 10 2012
Harriet Green 01 11 2010 3110 2013
Michael Hartnall 10 06 2003 09 06 2012
SirPeter Mason 22 01 2003 21 01 2012
Roberto Quarta 07 09 2005 06 09 2011
Nick Rose ' 08 02 2010 07 02 2013
Carl Symon 11 06 2008 10 06 2011
Ravi Uppal 02 04 2008 01 04 2011

*  Subyectto re-election atthe AGM following their appointment and subsequently at Intervals of no more than three years in accordance withtha Company s Atticles of Association

The non-executive directors are normally appointed for two consecutive three-year terms subject to review after the end of the
first threeyear penod and with any third term of three years being subject to ngorous review and taking into account the need
progressively to refresh the Board They do not have penods of notice and the Company has no obligation to pay compensation
when their appointment terminates Under the Company's Articles of Association, they are subject to re-election at the Annual
Generat Meeting (AGM}) following their appointment and subsequently at intervals of no more than three years Having completed
a three-year term of appointment, Andy Inglis retired from the Board on 9 July 2010 having originally been appointed to the Board
on 1.3 June 2007 Phil Carroll, who had onginally been appointed to the Board on 7 September 2005, also retired fromthe Board
on 5 May 2010 on the expiry of his term Ravi Uppal will retire from the Board at the end of his currenttermon 1 Apri1 2011

In comphance with the new UK Corporate Governance Code, all members of the Board will submit themselves for re-election on
anannual basis from the 2011 AGM onwards

Non-executive directors are proposed by the Nominations Committee and are appointed by the Board on the basis of their
experience to provide independent Judgement on 1ssues of strategy, performance, resources and standards of conduct

Following publication of the new UK Corporate Governance Code in 2010, the time commitment expectations for non-executive
directors were reviewed and, with their agreement, therr Letters of Appointment were amended to reflect that they need to cornmit
approximately two days for each of the Board meetings scheduled during the year, to cover attendance and preparation for the
meeting Additional time commitments will include attending scheduled Board committee meetings, strategy review meetings and
ad hoc meetings of the Board (or sub-commitiees of the Board) that may be called from time to time The non-executive directors
are aware that it 15 not possible to be specific as to exact time commitments as this will vary accerding to the nature of the matters
that the Board is required to deal with at any pointin time  Newly appointed non-executive directors will also have to dedicate
additional time to induction activities The level of their fees Is set by the Non-Executive Directors’ Fees Committee to reflect this
time commitment and responsibility, and after reviewing practice in other comparable companies Having undertakenits review in
January 2011, the Committee decided that the non-executive directors’ fees for 2011 will be as follows

2010 fee 2011 foe
Base fee £66,000 £75,000
Addstional fee for chainng committees
Audit Committee £20,000 £20,000
Corporate Responsibility Committee £20,000 £20,000
Remuneration Committee £20,000 £20,000
Additional fee for Sentor Independent Director £20,000 £20,000
Travel allowance {per meeting)* £4,000 £4,000

*  The travel allgwange of £4,000 per maeting Is paid on-each occasion that a non-executive director's attendance at a Board meeting necessitates air travel of more than five howrs (one-way} to

tha meeting location, subject to & maximum of sbx trave| allowances per year

The table below summarises the fee structure for 2010 and 2011

Norrexecutive director 2010 fge* 2011 foe*
Chaiwman Audit Committee £86,000 £95,000
Chairman Corporate Responsibility Committee £886,000 £95,000
Chairman Remuneration Committee £86,000 £95,000
Senmior Independent Director £86,000 £95,000
p”ﬁer nonexecutive directors £66,000 £75,000

des the travel allowance of £4,000 per meeting referred to above

alf of the Board

\ m{‘
Blver C an

Dick
16 February 2011
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Tabular information on directors’ shareholdings, share-based incentives, emoluments

and penslons

TABLE A DIRECTORS’ INTERESTS

As at 1 January 2010* As at 31 December 2010

Executive Sharg Executive Share
Ordinary Share Matching  Performance Ordinary Share Matching Performance
shares Cption Plan Plan Share Plan shares Option Plan Plan Share Plan
P M Anderson - - - - 10,000 - - -
H Greent* - - - - - - - -
M J Hartnalt 20,000 - - - 20,000 - - -
L P Hudson 224,957 133,740 99,908 390,549 253,390 133,740 196,291 685,355
G King 678,327 1,132,008 527,437 1,325,953 873,422 1,132,008 912,728 1,712,771
Sir Peter Mason 25,283 - - — 25,283 - - -
R L Olver 40,000 - - - 40,000 - - -
R Quarta - - - - - - - -
GWRose 806,114 369,554 227,699 951,739 859,694 369,554 357,099 1,132,368
N C Rose? - - - - 55,000 - - -
C G Symon 10,000 - - - 10,000 - - -
R K Uppal — - — - - - - -

- or Lpon appointment
1 Apponted as adirectior on 1 Novemnber 2010
2 Appointed as a director on 8 February 2010

The table above gives detalls of the interests in ordinary shares in BAE Systems plc held by directors and their connected persens
for those individuals who were directors of the Company as at 31 December 2010 There have been no changes in the interests
of the current directors listed in the table above between 31 December 2010 and 16 February 2011 with the exception of the
interests in the ordinary shares of lan King and George Rose who have acquired an additional 107 and 106 ordinary shares,
respectively, since 31 December 2010 under the partnership and matching shares elements of the Share Incentive Plan so that
their beneficial shareholdings at the date of this report stood at 873,529 and 859,800, respectively

The Company's register of directors’ interests (which 1s open to inspection) contains full details of directors' share interests

Information subject to audit

The Auditors are reguired to report on the information contained in Tables B, C and Don pages 115t0 119
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TABLE B SHARE OPTIONS AND LONG-TERM INCENTIVE PLAN (LTIP) AWARDS - IAN KING

Market

Granted  Exercised Lapsed Exercise Dateof pricean Date from
Share 1 January during dunng during 31 December price exercise exercise wiich
options 2010 the year the year the year 2010 £ Dateof grant orlapse £ exercisable Expiry date
PSpTsR 49,313 - 49,313 - - nl 240305 240310 381 240310'2 240312
PSpTsR 53,200 - 26,599 - 26,601 nl 120406 130410 372 120410'% 120413
PSPTER 115,973 - - 115,973 - ml 300307 300310 - 300310* 300314
PSP™R 122 039 - - - 122,039 ml 26 03 08 - - 2603115 260315
PSPES 122,039 - - - 122,039 ml 07 05 08 - - 260311* 260315
PSP™R 103,467 - - - 103,467 ml 0809 08 - - 0809115 080915
PSPEFs 103,467 - - - 103,467 nil 08 09 08 - - 080911% 080915
PSPTSR 328,227 - - - 328,227 nil 2403 09 - - 2403128 240316
pSpEPs 328,228 - - - 328,228 nil 240309 - -~ 2403125 240316
PSPTSR - 289,351 - ~ 289,351 nl 230310 - - 230313% 230317
PSPES - 289,352 - - 289,352 ml 2303 10 - - 230313% 230317
1,325,953 578,703 75,912 115973 1,712,771
ExSOP 318,314 - - - 318,314 172 300903 - - 300906' 300913
ExSOP 272,388 - - - 272,388 201 300304 - - 300307 300314
ExSOP 221,903 - - - 221,803 264 240305 - - 240308 240315
ExSOP 145,443 - - - 145,443 428 120406 - - 120409 120416
ExSOP 173,960 - - - 173,960 457 300307 - - 300310* 300317
1,132,008 — - - 1,132,008
Market
price at Market
Granted Vested Lapsed date of mice on
1 lanuary during during durng 31December award Date of Dateof  vesting
LTIPs 2010 the year the year the year 2010 £ award vesting £
SMP 46,410 - 486,410 - - 457 220307 220310¢ 387
SMP 109,411 - - - 109,411 486 260308 2603 11* -
SMP 371,616 - - — 371,616 343 240309 2403 12° -
SMP - 431,701 - — 431,701 380 230310 230313° -
527,437 431,701 46,410 - 912,728

lan King's SMP award that vested on 22 March 2010 attracted reinvested dvidends which equated on vesting to an additional
4,912 shares The market price onvesting was £3 87

Note Performance conditions for the options and awards set out above are detailed in the nates to Table B on pages 115 and 116
Subject 10 a performance condition that has been met
Date exercisable refers to the date onwhich the portion of the cption exercised during the year became exercisable
As (2}above The aplion over shares remaining at the year end 1S exercisable on the fifth anniversary of grant
The award lapsed dunng the fnancial year under review having not met the performance condition
The outstanding award tapsed after tha end of the financial year having not met the perfarmance condition
Sutyect to a performance condition that is yet to be tested

ELBNE

PERFORMANCE SHARE PLAN (PSP)
A full description of the PSP 1s set out on pages 108 and 109 PSP awards granted since 2008 attract dividends prior to vesting

PSP'SR - mil vesting If the Company’s TSR at the end of the three-year performance penod 1s outside the top 50% of TSRs achieved
by a sectoral comparator group, 25% vesting If TSR 1s at median {50%}, and 100% vesting if TSR is inthe top 20%, with vesting on a
straight hine basis between these two points

PSP - proportion of the award exercisable Is determined by the rate of annual actual EPS growth over the three-year performance
period, with nil vesting at annual actual EPS growth of 5% or less, 100% vesting at 11% growth, and vesting on a straight-ine basis
between these two points

Awards that satisfy the performance conditions at the end of year three are exercisable in three tranches at the end of years three,
four and five

EXECUTIVE SHARE QPTION PLAN (EXSOP)

No options have been granted under this Plan since 2007 and it1s intended only to be used in future in exceptional circumstances
Options granted under this Plan are normally exercisable between the third and tenth anniversary of grant The maximum duraticn
of an option 1Isten years

(1) 2005-2007 grants — 33 33% of each option grant Is exercisable if the Company achieves on average real EPS growth pa of 3%
but less than 4% over the three-year performance period, 66 67% for real EPS growth pa of 4% but less than 5%, and 100% for
real EPS growth of 5% or more

(1) 2004 grant—as In (1) but performance 15 retested at the end of year five against the full penod from grant
() 2003 grant —as in (1) but performance is retested at the end of years four and five against the full penod from grant
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TABLE B SHARE OPTIONS AND LONG-TERM INCENTIVE PLAN (LTIP) AWARDS - GEORGE ROSE

Market
Granted  Exercised Lapsed Exercise Dateof prceon Date from
Share 1 January during duning dunng 31 December pnce EXEICISE exercise which
oplions 2010 the year the year the year 2010 £ Date of grant orlapse £ exercisable Expiry date
PSPTSR 63,133 - 63,133 - - nt 240305 240310 381 2403102 240312
PSPTSR 67,942 - 33,970 - 33,972 m 120406 200410 377 1204102 120413
PSPTSR - 122,538 - - 122,538 - nl 300307 300310 - 300310* 300314
PSP™SR 122 039 - - - 122,039 nil 26 0308 — - 2603115 260315
PSPES 122 039 - - - 122,039 nil 07 0508 - - 260311* 260315
PSPTSR 227,024 - - - 227,024 nil 240309 - - 240312% 240316
PSPEPS 227,024 - - - 227,024 nil 24 03 09 - - 2403128 240316
PSPTSR - 200,135 - - 200,135 nl 230310 — - 230313% 230317
PSPEFs - 200,135 - - 200,135 nil 23 03 10 - - 230313% 230317
951,739 400,270 97,103 122,538 1,132,368
ExSOP 185,747 - - - 185,747 428 120406 - - 120409 120416
ExSOP 183,807 - - - 183,807 457 300307 - - 300310 300317
369,654 - - - 369,554
Market
price at Market
Granted Vested Lapsed date of price on
1 january dunng duning during 31 December  award Date of Date of vesting
IPs 2010 the year the year the year 2010 £ award vesting £
SMP 52,286 - - - 52,286 486 260308 2603 11* -
SMP 175,413 - - — 175,413 343 240309 2403 12° -
SMP - 129,400 - - 129,400 380 230310 2303 13° —
227,699 129,400 - - 357,099

Note Performance conditions for the options and awards set out above are detalled in the notes to Table B on pages 115and 116
1 Subject to a performance condition that has been met

2 Date exercisable referstothe date on which the partion of the aption exercised dunng the year became exercisable

3  As(2)above Theoption over shares remaining at the year end 1s exercisable on the fifth annversary of grant

4 The award lapsed dunng the finan¢ial year under review having not met the performance condition

5 The cutstanding award lapsed after the end of the financial year hawing nct met the performance condiion

6  Subjecttoa performance condiion that s yet to be tested

SHARE MATCHING PLAN (SMP) - MATCHING SHARES

A full descnption of the SMP, under which awards are subject to a three-year performance penod, 1S set out on page 109 SMP
awards attract dividends prior to vesting

2009 and 2010 awards —nil match for actual EPS growth of less than 5% pa increasing uniformly to & 2 1 match at 11% pa growth
2008 award - nil match for actua! EPS growth of 5% pa or less, increasing umformly toa 1 1 match for 8% pa growth

2007 award - nil vesting for real EPS growth pa of less than 3% over the three-year performance penod, with one-third of the
matched award vesting on average real EPS growth pa of 3% but less than 4%, twothirds vesting with a growth rate of 4% but less
than 5%, and full vesting at growth of 5% or over

SHARE PRICE INFORMATION

The mid-market price for the Company's ordinary shares at 31 December 2010 was 330 Op (2009 359 5p) The range durning the
yearwas 294 7pto 388 8p

AGGREGATE AMOUNT OF GAINS MADE BY DIRECTORS

The aggregate amount of gains made by directors from the exercise of share options in 2010, as calculated at the date of exercise,
was £655,392 (2009 £1,268,104) The net aggregate value of assets received by directors in 2010 from Long-Term Incentive
Plans, as calculated at the date of vesting, was £198,770(2009 £247,044)

RATIONALE FOR KEY PERFORMANCE MEASURES FOR PSP, EXSOF AND SMP

EPS —importance to major investors as a key indicator of long-term financial performance and value creation

TSR (and secondary financlal measure) — importance to major investors as an indication of both earnings and capital growth
relative to major companies In the same sector, and to ensure that awards only vest if there has been a clear improvement in the
Company’s performance over the relevant penod
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TABLE B SHARE OPTIONS AND LONG-TERM INCENTIVE PLAN {LTIP) AWARDS - LINDA HUDSON

Exercised Dateof Market
Granted orreleased Lapsed Exercise exercise, prce on Date from
Share 1 January during dunng during 31 December pnce release release which
aptions 2010 the year the year the year 2010 £ Dateof grant or lapse £ exercisable Expiry date
PSPTSR 89,160 - - 89,160 - - 300307 300310 - 3003 10' 300314
PSPTSR 45,881 - - - 45,881 - 260308 - - 260311 2603 15
PSpEes 45,882 - - - 45,882 - 2603 08 - - 2603 11° 2603 15
PGPSR 104,813 - - - 104,813 - 240309 - - 240312* 2403 16
PSPFS 104,813 - - ~ 104,813 - 240309 - - 2403 12* 240316
PSPTeR — 191,983 - - 191,983 - 230310 - - 230313* 230317
PSPS - 191,983 - - 191,983 - 230310 - - 230313* 230317
390,549 383,966 - 89,160 685,355
ExSQP 133,740 - = - 133,740 457 300307 — — 300310° 300317
133,740 - - - 133,740
Market
price at Market
Granted Vested Lapsed date of price on
1 January during dunng during 310ecember  award Date of Dateof  vesung
LTIPs 2010 the year the year the year 2010 £ award vesting £
SMP 99,908 - - - 99,908 343 240309 240312 -
SMP - 96,383 — - 96,383 380 230310 230313 -
99,908 96,383 — - 196,291

Note Performance conditions for the options and awards set out above are detailed in the notes to Table B on pages 115 and 116

B0 A

The award lapsed dunng the financial year under review having not met the perfermance condiuen

The outstanding award tapsed after the end of the financial year having not met the performance condition
Subject to a perfarmance condition that has been met
Subject to a performance condition that is yet to be tested

Note Awards granted to Linda Hudson (a US naticnal) under the PSP are technically charactensed as long-term incentives rather
than options as, subject to the attainment of the performance condition, they are delivered automatically on the third, fourth and

fifth anniversary of grant without the need to exercise an option  They are shown in the top portion of the table for ease of

companson

BAE Systems Annual Report 2010 117

Overview

Strategy

Group performance

Segmental performance

Governance

Financial statements




Directors Report Govemance
Remuneration report continued

TABLE C DIRECTORS' REMUNERATION

2010 2009
Base Base

salary Fees Bonus Benefits Other pay Total salary Fees Bonus Benefits Cther pay Total

£000 £000 £000 £000 £000 E000 £000 £000 £000 £000 £000 £000
Chalirman
RL Olver - 600 - 13 - 613 - 600 - 63 - 663
Executive directors
W P Havenstein? n/a n/a n/a n/a n/a n/a 294 - - 11 - 305
L P Hudson? 583 - 1,168 22 - 1,773 105 - 189 9 - 303
1G King 900 ~ 1,437 26 - 2,363 900 - 1,680 70 - 2,650
GWRose 623 - 645 28 - 1,296 623 - 755 74 - 1,452
M J Turner? n/a n/a n/a n/a n/a n/a - - - - 591 591
Non-executive directors
P M Anderson? - 76 - - 20 96 - 15 - - 4 19
P JCarroll* - 23 - - 8 31 - 66 - - 24 90
H Green® - 11 - - - 11 n/a n/a n/a n/a n/a n/a
M J Hartnall - 86 - - 8 94 - 86 - - 4 a0
AGInghs* - 45 - - - 45 - 86 - - 4 a0
Sir Peter Mason - 86 - - 8 94 - 86 - - 4 90
R Quarta - 66 - - 4 70 - 66 - - 4 70
N C Rose’ - 59 - - 4 63 n/a n/a n/a n/a n/a n/a
Sir Nigel Rudd? n/a n/a n/a n/a n/a n/a - 81 - - 4 85
C G Symon - 86 - - 20 106 - 71 - - 24 as
R K Uppal - 66 - - 20 86 - 66 - — 24 90

2106 1,204 3,250 89 92 6,741 1,922 1,223 2,624 227 687 6,683

1 Resignedor retred in 2009
2 Appointed in 2009
3 Retred n2008
4  Rewredin2010
5 Appointed in 2010

All emoluments and compensation paid to the directors during the year are shown above Where the individual was appointed
duning the year the amount 1s shown from appointment

The benefits received by the UK-based executive directors include, where appropriate, the provision of a car allowance and the private
use of a chauffeur-driven car The benefits received by the Chairman, Dick Clver, include the private use of a chauffeur-drivencar

The benefits received by the US-based executive director include a cash allowance for a car, medical examination, dental benefits,
and insured ife and disabiity benefits In addition, the benefits received by Linda Hudson also include $1,955 (£1,265) in respect
of private use of a company aeroplane (2009 $8,455)

The other pay received by the non-executive directors represents the travel allowance of £4,000 per meeting as set out on page 113

Sir Richard Evans retired as a director and Chairman on 30 June 2004 He remained employed i a part-ume customer relationship
role and ceased to be an employee on 22 February 2008 He subsequently became a member of the Company’s Home Market
Advisory Board for Saudi Arabia of which he ceased to be a member on 28 February 2010 upon the expiry of hus contract His
consultancy fees in 2010 for the penod of time he spent in the role of a member of the Home Market Advisory Board were £47,000
(2009 £246,954)

A payment of £7,884 was made to Mike Turner in January 2010, due in relation to the tax payable in respect of his private use of a
chauffeur-dnven car in the 2008/09 tax year, the amount of which was agreed with HM Revenue and Customs There were no other
payments to former directors during the year other than the Company pension payments to Sir Richard Lapthorne and Sir Peter
Gershon referred to on page 119
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TABLED POST-RETIREMENT BENEFITS

Change in
Accrued Accrued acerued Transfer Transfer Increase in
benefit at benefitat pension after value at value at value less
1January 31 December allowing for 1 January 31 December Director’s directors
2010¢ 2010 inflation 20107 2010 contnbutions  contrtbutions
Age NRA* £opa £ pa £pa £ £ £ £
L P Hudson? 60 65 347,088 514,438 167,350 242 180 389,262 2,379 144,703
1GKing* 54 62 509,944 685,228 75,284 6,780,197 8174403 79,200 1,315,006
G W Rose® 58 60 366,564 388,568 22,004 6,840,222 7,374,857 57,663 476,972

Normal Retrement Age

Accrued benefits may be reduced If they are taken before the normal retirement age ofthe scheme Inaddition, a longevity
adjustment factor applies to UK pension accrued after S Apnl 2006

Transfer values have been calculated in accordance with GN11 1ssued by the actuarial profession For UK-based directors the
assumptions are the same as those used in the calculation of cash equivalents from the schemes For US-based directors the
assumptions are the same as those used for accounting disclosures The Increase in transfer value ansing from the change in
assumptions s Linda Hudson £5,113, lan King £166,128, George Rose £{104,428)

Linda Hudson s 8 member of a US retirement plan which provides a cash sum at retirement equal to a percentage of career
average pay The accrued benefit shownaboveisa cash lump sum amount payable at normal retirement age This benefit
comprises £61,457 from a contributory Qualfied Plan and £452,981 from Non-Qualified Plans Inaddition, Linda Hudson
participates in a Section 401(k) defined contribution arrangement set up for US employees inwhich the Company will match
employee contributions up toaimit In 2010, the Company paid contributions of £8,087 into this 401(k) arrangement Linda
Hudson 1s paid InUS dollars Of the change in the accrued benefitand the transfer value £15,932 and £12,055, respectively,
15 due to currency movements

lan King has an unfunded unapproved retirement arrangement for benefits in excess of the Lifetime Allowance The pension
and transfer value figures shown are in respect of his total benefit

George Rose has a funded unapproved retirement arrangement for pensionable service before 6 April 2006 No Company
contnbutions have been made to this arrangement dunng the year |In addition, George Rose has an unfunded unapproved
retirement arrangement for pensionable service before 6 Aprii 2006 and for benefits in excess of the Lifetme Allowance
The pension and transfer value figures shown are in respect of his total benefit

Sir Peter Gershon and Sir Richard Lapthorne, both former directors, have unfunded pension arrangaments In 2010, the Company
paid Sir Peter Gershon a pension of £109,280 (2009 £109,230) and Sir Richard Lapthorne a pension of £102,382 (2009
£100,058) inrespect of these arrangements
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Other statutory and regulatory information

Principal actlvities

BAE Systems 1s a global defence and security company

The BAE Systems Group delivers, through its subsidianes and
equity accounted investments, a full range of products and
services for air, land and naval forces, as well as advanced
electronics, security, information technelogy solutions and
support services

Company registration
BAE Systems plc 1s registered in England and Wales withthe
registered number 1470151,

Directors

The current directors who served dunng the 2010 financial year
are hsted on pages 76 and 77 Of those directors, Nick Rose
was appointed to the Board on 8 February 2010 and Harriet
Green on 1 November 2010 |n addition, Phil Carroll and Andy
Inglis served as directors duning the pernod up te their respective
retirements from the Board on 5 May 2010 and 9 July 2010

It was announced on 10 December 2010 that George Rose
would be retinng from the Board on 31 March 2011 and that
Peter Lynas would be appointed in his stead with effect from

1 Apnl 2012 Ravi Uppal will retire from the Board at the end

of his three-year term of office on 1 Apnil 2011

Dividend

An intenim dvidend of 7 Op per share was paid on 30 November
2010 The directors propose a final dvidend of 10 Sp per
ordinary share Subject to shareholder approval, the final
dividend will be paid on 1 June 2011 to shareholders on the
share registeron 26 April 2011

Annual General Meeting (AGM)

The Company’s AGM will be held on 4 May 2011 The Notice of
Annual General Meeting is enclosed with this Annual Report
and details the resolutions to be proposed at the meeting

Office of Fair Trading undertakings

As a consequence of the merger between Bntish Aerospace and
the former Marconi Electronics 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, Innovaticn and Skills) 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 1s
monitored by a comphance officer Further information regarding
the undertakings and the contact details of the complhiance
officer may be cbtained through the Company Secretary at the
Company's registered office or through the Company’'s website

Supplier payment policy

It 1s Group policy that suppliers should be paid in accordance
with the payment terms and conditions stated in the
applicable purchase order Inthe UK, the Group 1s a
signatory to the government’s Prompt Payment Code

{see www promptpaymentcode org uk), under which it has
undertaken to pay suppliers on time, give clear guidance on
payment procedures and encourage the adoption of the code
throughout its supply chain

The average number of days’ credit provided in 2010 by
suppliers was 34 days (2009 31 days)

Charitable donations

Durning 2010, the amount donated for chantable purposes in the
UKwas £1 5m (2009 £1 6m) In line with the Company Giving
strategy, this included

- £852,000 gwven to armed forces chanties, including ABF
The Soldiers’ Chanty, Combat Stress, RAF Benevolent Fund,
Royal Navy and Royal Marines Charnty, Soldiers, Satlors,
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Arrmen and Families Association (SSAFA) Forces Help,
St Dunstan’s and uk4u Thanks!,

- £652,000 donated to education chanties, including Arkewright
Scholarships Trust, Smallpeice Trust, Enthuse Charitable Trust
and The Prince’s Trust, with

— the remaining £28,000 donated for other chantable purposes,
including the advance of health and culture/heritage

Further details of the Company’s chantable activities are set out
on page 53

Political donations
No political donations were made in 2010

Issued share capital

As at 31 December 2010, BAE Systems’ 1ssued share capital
of £89,684,547 compnsed 3,587,381,835 ordinary shares
of 2 5p each and one Special Share of £1

Treasury shares

During the year 143,951,447 ordinary shares of 2 Sp each
were repurchased under the buyback programme announced
on 18 February 2010 The total consideration forthe purchase
of the shares, Including commission and stamp duty, was
£503,128,212

As at 1 January 2010, the number of shares held in treasury
totalled 43,952,360 (having a total nominal value of
£1,098,802 and representing 1 23% of the Company’s called
up share capital at 1 January 2010) Duning 2010, the Company
used 2,526,179 treasury shares {(having a total nommnal value
of £238,154 and representing O 27% of the Company's called
up share capital at 31 December 2010) to satisfy awards under
the Free and Matching elements of the Share Incentive Plan
and awards vested under the Share Matching Plan Ofthe
9,186,543 treasury shares utilised in respect of the Share
Incentive Plan, the 6,026,625 treasury shares used in respect
of the Free Shares etement and the 3,159,918 treasury shares
used in respect of the Matching Shares element were disposed
of by the Company for nil consideration as were the 339,636
treasury shares utilised under the Share Matching Plan As at
31 December 2010, the number of shares held intreasury
totalled 178,377,628 (having a total nominal value of
£4,459,441 and representing 4 97% of the Company’s called
up share capital at 31 December 2010)

The nghts to such shares are restricted in accordance with the
Companies Act and, in particular, the voting 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 15 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 mernbers to vote against the resolution, or if the
proxy has beeninstructed by one or more shareholders to vote
erther for or against a resolution and by one or more of those
shareholders to use his discretion how to vote) Ona poll, every
member presentn person or by proxy and entitled to vote shall
have one vote for every ordinary share held Subjecttothe
relevant statutory provisions and the Company’s Articles of
Association, holders of ordinary shares are entitled to a dividend
where dectared or paid out of profits available for such purposes
Subject to the relevant statutory provisions and the Company's
Artictes of Association, on a return of capital on a winding-up,
holders of ordinary shares are entitled, after repayment of the
£1 Special Share, to parucipate in such areturn There are no
redemption nghts in relation to the ordinary shares




Rights and obligations of the Special Share

The Special Share 1s held on behalf of the Secretary of State for
Business, Innovation and Skills (the 'Special Shareholder’)
Certam provisions of the Company’s Articles of Association
cannot be amended without the consent of the Special
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 majonty of the directors are British, and
the requirement that the Chief Executive and any executive
Chairman are Bntish

The holder of the Special Share 1s entitled to atitend a general
meeting, but the Special Share carries no nght to vote or any
other nghts at any such meeting, other than to speak in relation
to any business in respect of the Special Share Subjecttothe
relevant statutory provisions and the Company’s Articles of
Association, on a return of capital on a winding-up, the Special
Share shall be entitled to repayment of the £1 capital paid up on
the Special Share in prionty to any repayment of capital to any
other members

The holder of the Special Share has the nght to require the
Company to redeem the Special Share at par or convert the
Special Share into one ordinary share at any ime

Restrictions on transfer of securities
The restnctions on the transfer of shares in the Company are
as follows

— the Special Share may only be issued to, held by and transferred
to the Special 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 recewved (1} a declaration stating that
upon registration, the share{s) will not be held by foreign
persons or that upon registration the share(s) will be held by
a foreign person or persons, (1) such evidence (iIf any) as the
directors may require of the authonty of the signatory of the
declaration, and {1} such ewidence or information (if any) as
to the matters referred to in the declaration as the directors
consider appropnate,

— 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 toregister any instrument of
transfer of shares unless the instrument of transferis in
respect of only one class of share and It 1s lodged at the place
where the register of members is kept, accompamed by a
relevant certificate or such other evidence as the directors may
reasonably require to show the right of the transferor to make
the transfer,

- the directors may refuse to register an allctment or transfer
of shares in favour of more than four persons 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 tme be imposed by laws
and regulations (for example, insider trading laws),

- restrictions may be imposed pursuant to the Listing Rules of
the Financial Services Authonty whereby certan of the Group’s

employees require the Company's approval to deal in shares,
and

— awards of shares made under the Company's share incentive
plan are subject to restnictions on the transfer of shares prior
tovesting

The Company 1S not aware of any arrangements between its
shareholders that may result in restrictions on the transfer of
shares and/or voting nghts

Significant direct and Indirect holders of securltles

As at 16 February 2011, the Company had been advised of the
following significant direct and indirect interests in the 1ssued
ordinary share capital of the Company

Name of shareholder Percentage nolified
AXA S A and its group of companies 5 00%
Barclays PLC 3 98%
BlackRock, Inc 5 16%
Invesco Ltd 5 08%
Franklin Resources Inc, and affiliates 4 92%
Legal & General Group Plc 3 99%%

Exerclse of rights of shares In employee share schemes

The Trustees of the employee trusts do not seek to exercise
voting nghts on shares held in the employee trusts otherthan
on the direction of the underlying beneficianes No voting nghts
are exercised in relation to shares unallocated to individual
beneficianes

Restrictions on voting deadlines

The notice of any general meeting shall specify the deadline for
exercising voting nghts and appointing a proxy or proxies to vote
inrelation to resolutions to be proposed at the general meeting
The number of proxy votes for, against or withheld in respect of
each resolution are publicised on the Company’s website after
the meeting

Appointment and replacement of directors

Subject to certain nattonality requirements mentioned below,
the Company may by ordinary resolution appoint any person to
be a director

The majonty of directors holding office must be Bnitish
Otherwise the directors who are not British shall vacate office in
such order that those who have been in office for the shortest
period since thewr appointment shall vacate their office first,
unless all of the directors otherwise agree among themseives
Any director who holds the office of erther Chairman (in an
executive capacity) or Chief Executive shall also be British

The Company must have six directors holding office at all times
If the number s reduced to below six, then such number of
persons shall be appointed as directors as soonas 1s
reasonably practicable to reinstate the number of directors to
six The Company may by ordinary resolution from time to ime
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 rotatton
and such further directors must retire by rotation so that in total
one-third of the directors retire by rotation each year Aretinng
director 1s eligible for re-election 1t1s the Board's intention that
all directors will stand for election or re-election in 2011.1n
comphiance with the UK Corporate Governance Code

Amendment of the Company's Articies of Association

The Company's Articles of Assoctation may only be amended
by a special resolution at a general meeting of shareholders
Where class nights are varied, such amendments must be
approved by the members of each class of shares separately
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In addition, certain provisions of the Articles of Association
canhot be amended without the consent of the Special
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 majonty of the directors are British, and the requirement
that the Chief Executive and any executive Chairman are British

Powers of the directors

The directors are responsible forthe management of the
business of the Company and may exercise all powers of the
Company subject to applicable legislation and regulation, and
the Articles of Association

At the 2010 AGM, the directors were given the power to buy back
amaximum number of 351,599,099 ordinary shares ata
minimum price of 2 5p each The maximum prnice was the higher
of (1) 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, and (u) the
higher of the price of the last independent trade and the highest
current independent bid on the London Stock Exchange as
stipulated in Article 5(1) of the Buy-back and Stabilisation
Regulation This power will expire at the earlier of the conclusion
ofthe 2011 AGM or 30 June 2011 A special resolution will be
proposed at the 2011 AGM to renew the Company’s authority to
acquire its own shares

At the 2010 AGM, the directors were given the power to

1ssue new shares up to a norminal amount of £29,296,994
This power will expire on the earher of the conclusion of the
2011 AGM or 30 June 2011 Accordingly, a resolution will be
proposed at the 2011 AGM to renew the Company's authorrty to
issue further new shares Atthe 2010 AGM, the directors were
also given the powerto 1ssue new Isstie shares up to a further
nominal amount of £29,296,994 in connection with an offer by
way of a nghtsissue This authonty too will expire onthe earhier
of the conclusion of the 2011 AGM or 30 June 2011,and a
resolution will be proposed at the 2011 AGM to renew this
additional authorty

Conflicts of interest

As permitted under the Companies Act 2006, the Company's
Articles of Association contain provisions which enable the
Board to authorise conflicts or potential conflicts that individual
directors may have

To avoud potentia! conflicts of interest the Board requires the
Nominations Committee to check that any indmduals it
nominates for appointment to the Board are free of potential
conflicts Inaddition, the Board's procedures and the induction
programme for new directors emphasise a director's personal
respansibility for complying with the duties relating to conflicts
of interest The procedure adopted by the Board for the
authorisation of conflicts reminds directors of the need to
consider therr duties as directors and not grant an authonsation
unless they beheve, in good faith, that this would be likely to
promote the success of the Company As required by law, the
potentially conflicted director cannot vote on an authonsation
resolution or be counted in the quorum Any authonsation granted
may be terminated at any time and the director 1s 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 The Nominations Committee has been
asked to review on an annual basis any authonsations granted
and to make recommendations to the Board as appropnate
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Directors’ Indemnities

The Company has entered into deeds of indemmty with all its
current cirectors and those persons who were directors for any
part of 2010 which are qualifying indemnity prowvisions for the
purpose of the Companies Act 2006

The directors of BAE Systems Pension Funds Trustees Limited,
BAE Systems 2000 Pension Plan Trustees Limited, BAE Systems
Executrve Pension Scheme Trustees Limited and Alvis Pensicn
Scheme Trustees Limited benefit from indemnities in the
governing documentation of the BAE Systems Pension Scheme,
the BAE Systems 2000 Pension Plan, the BAE Systems
Executive Pension Scheme and the Alvis Pension Scheme,
respectively, which are qualifying indemnity provisions for the
purpose of the Companies Act 2006

All such indemnity provisions are in force as at the date of this
Directors' report

Change of control - significant agreements

The following significant agreements contain provisions entithing
the counterparties to exercise termination, alteration or other
similar nghts in the event of a change of control of the Company

—~ The Group has entered into a £2bn Revolving Credit Facility
dated 8 December 2010 and a £500m Letter of Credit Facility
dated 27 March 2006 (as amended), which provide that, in the
event of a change of control of the Company, the lenders are
entitled to renegotiate terms, or If no agreement IS reached
on negotiated terms within a certan period, to call for the
repayment or cancellation of the facilities The Revolving
Credit Facility was undrawn as at 31 December 2010

— The Company has entered into a Restated and Amended
Shareholders Agreement with European Aeronautic Defence
and Space Company EADS N V (EADS) and Finmeccanica
S p A (Finmeccanica) retatingto MBDAS A S dated
18 December 2001 {as amended) Inthe event that control of
the Company passes to certain specified third party acquirors,
the agreement allows EADS and Finmeccanica to exercise
an option to terminate certain executive management level
nomination and voting nghts, and certain shareholder
infermation nghts of the Company in relation to the MBDA joint
venture Following the exercise of this option, the Company
would have the nght to require the other shareholders to
purchase its interest in MBDA at fair market value

The Company and EADS have agreed that \f Finmeccanica
acquires a controlling interest in the Company, EADS will
increase its shareholding in MBDA te 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
Secunty Agreement dated 8 November 2010 with the
US Department of Defense regarding the management of
BAE Systems, Inc n order to comply with the US government's
national secunty requirements Inthe event of a change of
control of the Company, the Agreement may be terminated
or altered by the US Department of Defense

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

Auditors

KPMG Audit Ple, the auditors for the Company, have indicated
ther willingness to continue in office and a resolution proposing
their re-appointment will be put to the AGM




Statement of directors’ responsibilities In respect of the
Annual Report and financlal statements

The directors are responsible for prepanng the Annual Report,
and the Group and parent company financial statements in
accordance with applicable law and regulations

Company law requires the directors to prepare Group and parent
company financial statements for each financial year Underthat
law they are required to prepare the Group financial statements
in accordance with International Financial Reporting Standards
{IFRSs) as adopted by the EU and applicable law, and have
elected to prepare the parent company financial statements in
accordance with UK accounting standards and applicable law
(UK Generally Accepted Accounting Practice)

Under company law the directors must not approve the financial
statements unless they are satisfied that they give a true and
fair view of the state of affairs of the Group and parent company,
and of thetr profit or oss for that period In prepanng each of the
Group and parent company financial statements, the directors
are required to

- select suitable accounting pelicies and then apply them
consistently,

— make Judgements and estimates that are reasonable and
prudent,

— for the Groupfinancial statements, state whether they have
heen prepared in accordance with IFRSs as adopted by the EU,

- forthe parent company financial statements, state whether
applicable UK accounting standards have been followed,
subject to any matenal departures disclosed and explained in
the parent company financial statements, and

- prepare the financial statements on the going concern basis
unless itis inappropriate to presume that the Group and the
parent company will continue In business

The directors are responsible for keeping adeguate accounting
records that are sufficient to show and explain the parent
company’s transactions, and disclose with reasonable accuracy
atany time the financial pesition of the parent company and
enable them to ensure that its financial statements comply with
the Companies Act 2006 They have general responsibility for
taking such steps as are reasonably open to themto safeguard
the assets of the Group, and to prevent and detect fraud and
other irregularities

Under applicable law and regulations, the directors are also
responsible forprepanng a directors’ report, directors’
remuneration report and corporate governance statement that
comply with that law and those regulations

The directors are responsible for the maintenance and integrnty
of the corporate and financial information included onthe
Company's website Legislationinthe UK governing the
preparation and dissemination of financial statements may
differ from legislation 1n other jJunsdictions

Statement of disclosure of information to auditors

The directors who held office at the date of approval of this
Directors’ report confirm that, so far as they are each aware,
there 1s no relevant audit information of which the Company's
auditors are unaware, and each director has taken all the steps
that he/she ought to have taken to make himself/herself aware
of any relevant audit information and to establish that the
Company's aughtors are aware of that information

Parkes Company Secretary
186 February 2011

Responsibility statement of the directors in respect of the
Annual Report and financial statements

Each of the directors listed below confirms that to 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, ltabihities, financial position and profit or
loss of the Company, and the undertakings included in the
consolidation taken as a whole, and

- the Directors’ report includes a fair 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

Dick Olver Chatrman

lan King Chief Executive

Linda Hudson President and Chief Executive Officer of
BAE Systems, Inc

George Rose Group Finance Director

Paul Anderson Non-executive director

Harriet Green Non-executive director

Michael Hartnall  Non-executive director

Sir Peter Mason Non-executive director
Roberto Quarta Non-executive director
Nick Rose Non-executive director
Carl Symon Non-executve director

Raw Uppal Non-executive director

Opbehalf of the Board

DI kOlvefﬁhalr{

16 February 2011
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Independent auditor’s report to the members of BAE Systems pic

We have audrted the financial statements of BAE Systems plc
for the year ended 31 December 2010 which compnse the
Consohdated Income Statement, the Consolidated Statement
of Comprehensive Income, the Group and Parent Company
Balance Sheets, the Consolidated Cash Flow Statement, the
Consolidated Statement of Changes in Equity and related
notes The financial reporting framework that has been apphed
in the preparation of the Group financial statements 1s
applicable law and International Financial Reporting Standards
(IFRSs} as adopted by the EU The financial reporting
framework that has been applied in the preparation of the
parent company financial stalements 1s applicable law and
UK Accounting Standards (UK Generally Accepted Accounting
Practice)

This report 1s made solely to the Company's members,

as a body, in accordance with Chapter 3 of Part 16 of the
Companies Act 2006 Our audit work has been undertaken

s0 that we might state to the Company's members those
matters we are required to state to them in an auditor’s

report and for no other purpose To the fullest extent permitted
by law, we do not accept or assume responsibility to anyone
other than the Company and the Company’s members, as

a body, for our audit work, for this report, or for the opiniohs
we have formed

Respective responsibilities of directors and auditors

As explained more fully in the Directors’ Responsibilities
Statement set out on page 123, the directors are
responsible for the preparation of the financial statements
and for being satisfied that they give a true and fair view
Our responsibility 1s to audit, and express an opinion on,
the financial statements 1n accordance with applicable law
and International Standards on Auditing (UK and Ireland}
Those standards require us to comply with the Auditing
Practices Board's (APB’s) Ethical Standards for Auditors

Scope of the audit of the financial statements
A descnption of the scope of an audit of financial
statements s provided on the APB’s website at
www fre org uk/apb/scope/private cfm

Opinion on financial statements
In our opiMmon

— the ftnancial statements give a true and fair view of the

Oplinion on other matters prescribed by the Companles 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, and

— the information given in the Directors’ Report for the
financial year for which the financial statements are
prepared 1S consistent with the financial statements

Matters on which we are required to report by excention
We have nothing to report in respect of the following

Under the Companies Act 2006 we are reguired to report to
you if, In our opINIoN

— 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 and the part of
the Directors’ Remuneration Report to be audited are not
In agreement with the accounting records and returns, or

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

— we have not recewved all the information and explanations
we require for our audit

Under the Listing Rules we are required to review

— the directors’ statement, set out on page 88, n refation
to going concern,

— the part of the Corporate Govemance Statement on pages
86 to 88 in the Directors' Report relating to the Company's
compliance with the nine provisions of the June 2008
Combined Code specified for our review, and

— certain elements of the repont to shareholders by the Board
on dirgctors’ remuneration

A N MVdhnn (B namlan Bhnd vbawm R Aldas)
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Consolidated income statement
for the year ended 31 December

Restated!
2010 2009
Total Total
Notes £m £m £m £m
Continuing operations
Combined sales of Group and equity accounted Investments 3 22,392 21,990
Less share of sales of equity accounted investments 3 {1,295) (1,616)
Revenue 3 21,097 20,374
Operating costs 4 (19,761) (20,060)
Other income 5 169 465
Group operating profit excluding amortisation and impairment of
intangible assets 2,022 2,038
Amortisation 11 {392) (286)
Impairment 11 {125) (973)
Group operating profit 1,505 779
Share of results of equity accounted investments excluding finance
costs and taxation expense 177 210
Financial (expense)/income of equity accounted investments ¢ (2) 2
Taxation expense of equity accounted Investments {44) (25)
Share of results of equity accounted investments 14 131 187
EBITA? excluding non-recurring items 2,214 2,197
Profit on disposal of businesses? 9 1 68
Pension curtaliment gains® 2 261
Regiiatory penalties? (18) (278)
FBITA? 2,199 2,248
Amortisatron 11 (392) (286)
Imparrment 11 (125) {973)
Financial (expense)/income of equity accounted investments 6 (2) 2
Taxationr expense of equity accounted investments {44) (25)
Operating profit 3 1,636 966
Finance costs 6
Financial income 1,358 1,573
Financial expense {1,550) (2,273)
{192) {700)
Profit before taxation 1,444 268
Taxation expense 8
UK taxation {152) (105)
Overseas taxation {265) {222)
{417) (327}
Profit/{loss) for the year — continuing operations 1,027 (61}
Profit for the year — discontinued operations g 54 18
Profit/(loss) for the year 1,081 (45}
Attributable to:
BAE Systems shareholders 1,052 (67}
Non-controlling interests 29 22
1,081 {45)
Eamlings/(loss) per share 10
Basic earnings/{loss) per share 30.5p (19)p
Diluted earmings/(loss) per share 30.3p {1 9)p
Eamings/(loss) per share — continuing operatlons
Basic earnings/(lcss) per share 28.9p (23)p
Diluted earmings/(loss) per share 28.7p (23)p

Included in other Income
Included in operating costs

BWN R
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Restated following the sale of half of the Group s 20 5% shareholding in Saab AB and subsequen classficaton as a discontinued operation (see note 9)
Eamings before amortisation and impairment of intangible assets, finance costs and taxation expense




Consolidated statement of comprehensive income

for the year ended 31 December

Restated!

2010 2009
Other  Retalned
resorves’ earnings Total Total
Notes £m £m £m £m
Profit/(loss) for the year - 1,081 1,081 (45)
Other comprehensive Income
Currency transtation on foreign currency net investments
Subsidiaries 160 - 160 (2486)
Equity accounted investments 14 (6) - (6) (56}
Amounts charged to hedging reserve (84) - (84) {(393)
Gain on revaluation of step acquisition - - - 14
Net actuaral gains/(losses) on defined benefit pension schemes?
Subsidianes - 874 874 {2,008)
Equity accounted investments - 40 40 (54)
Fair value movements on avallable-for-sale investments 15 - 14 14 2
Recycling of cumulative currency translation reserve on disposal 9 {17) - (17) -
Recycling of cumulative net hedging reserve on disposal 9 4 - (4) -
Current tax on items taken directly to equity 8 {(2) 70 68 78
Deferred tax on items taken directly to equity
Subsidiaries 8 24 {309) (285) 573
Tax rate adjustment* 8 - (23) {23) -
Equity accounted investments - {12) (12) 16
Total other comprehensive income for the year (net of tax) 71 654 725 (2,074)
Total comprehensive Income for the year 71 1,735 1,806 (2,119)
Attributable to’
Equity shareholders 71 1,706 1,777 (2,141)
Non-controlling interests - 29 29 22
71 1,735 1,806 {2,119)
Consolidated statement of changes in equity
for the year ended 31 December
Attnbutable 1o equity holders of the parent
issued Non-
share Share Other Retained controlling Total
capital premiur reserves? eamings Total Interests equity
£im £m £m £m £m £m £m
At 1 January 2010 90 1,243 5,399 (2,141) 4,591 72 4,663
Profit for the year - - - 1,052 1,052 29 1,081
Total other comprehensive income for the year - - 71 654 725 - 725
Share-based payments - - - 58 58 - 58
Share options
Proceeds from shares 1ssued - 6 - - 6 - 6
Purchase of own shares - - - {23) (23) - (23)
Purchase of treasury shares® - - - {503) (503} - (503)
Other - - - - - 2 2
Ordinary share dividends - - - {574) (574) {(32) (606)
At 31 December 2010 90 1,249 5470 (1,477) 5,332 71 5,403
At 1 January 2009 90 1,238 5,974 (68) 7,234 55 7,289
{Loss)/ profit for the year - - - (67) (67} 22 (45)
Tota!l other comprehensive income for the year - - (575) (1,499 (2,074) - (2,074)
Share-based payments - - - 52 52 — 52
Share options
Proceeds from shares 1ssued - 5 - - 5 - 5
Purchase of own shares - - - (25) (25) - (25)
Ordinary share dvidends — - - {534) (534) {5) (539)
At 31 December 2009 (restated?) 20 1,243 5,398 (2,141 4,591 72 4,663

Other reserves reduced by £64m following finalisation of the faw values recogrised on acquisiion of the 45% shareholding in BYT $Surface Fleet Lmited (see note 28)

An analysis of other reserves 1S provided in note 24

The UK cument tax rate will be reduced from 28% to 27% with effect fram 1 Apnl 2011 which creates & tax rate adjustment (see note 8)

1

2

3 Includes a £348m benefit ansing from the change from the Retail Prices Index to the Consumer Pnces Index as the measure for determining minimum S1atUtory pension Increases {see note 21)
F3

5

Includes transaction costs of £3m
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Consolidated balance sheet
as at 31 December

Restated?
2010 2009
Notes £m £m
Non-current assets
Intangible assets 11 11,216 11,306
Property, plant and equipment 12 2,714 2,552
Investment property 13 134 111
Equity accounted investments 14 787 846
Other investments 15 1 3]
Other recevables 16 282 201
Other financial assets 17 110 133
Deferred tax assets 8 1,160 1,531
16,414 16,686
Current assets
Inventories 18 644 887
Trade and other receivables including amounts due from customers for contract work 16 3,559 3,764
Current tax 51 32
Other investments 15 260 211
Other financial assets 17 289 216
Cash and cash equivalents 2,813 3,693
7,616 8,803
Total assets 3 24,030 25489
Non-current liabilities
Loans 19 (2,433) (2,840)
Trade and other payables 20 (694) {522)
Retirement benefit obligations 21 (3,456) (4,679
Other financial hiabilities 17 {255) (261)
Deferred tax liabiibes 8 {6) {8)
Provisions 22 {425) {377}
(6,969) (8,687)
Current liabilitles
Loans and overdrafts 19 {920) (453)
Trade and other payables 20 (9,352} (10,381)
Other financial habilities 17 {109) (94)
Current tax (625) (659)
Provisions 22 (652) (552)
(11,668) (12,139)
Total llabilitles (18,627) (20,826)
Net assets 5,403 4,663
Capital and reserves
Issued share capital 24 90 90
Share premium 1,249 1,243
Other reserves 24 5470 5,399
Accumulated losses (L477) {2,141)
Total equity attributable to equity holders of the parent 5,332 4,591
Non-controlling interests 71 72
Total equity 5,403 4,663

1 Restated following finaksation of the fair values recogrised on atquistion of the 45% sharehoikiing in BYT Surface Fleet Limited (see note 29)

Approvg®/ by the Board on 16 February igned on its behalf by

1 G King

Cheef Executive up Finance Director
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Consolidated cash flow statement
for the year ended 31 December

Restated!
2010 2009
Notes £m £m
Profit/{loss) for the year — continuing operations 1,027 (61)
Profit for the year — discontinued operations 54 16
Profit/(loss) for the year 1,081 (45)
Taxation expense 417 327
Share of results of equity accounted investments — continuing operations 14 {(131) (187)
Share of results of equity accounted investments — discontinued operations 9 (2) (16)
Net finance costs 192 700
Depreciation, amortisation and impairment 899 1,600
Gain on disposal of property, plant and equipment 4,5 (13) (17)
Gain on disposal of businesses — continuing operations 5 (1) (68)
Gam on disposal of businesses — discontinued operations 9 (52) -
Cost of equity-settled employee share schemes 58 52
Movements in provisions 101 52
Decrease in iabihties for retirement benefit obligations (452} (657)
Decrease/{increase) In working capital
Inventories 318 6
Trade and other recevables 183 52
Trade and other payables {1,063} 433
Cash inflow from operating activities 1,535 2,232
Interest paid {220} (250)
Interest element of finance lease rental payments (1} 2
Taxation paid {352) (350)
Net cash inflow from: operating actlvities 962 1,630
Dmvdends receved from equity accounted investments — continuing operations 14 67 74
Dwidends receved from equity accounted investments — discontinued operations 14 4 3
Interest received 48 66
Purchases of property, plant and equipment (394} (483)
Purchases of investment property {14) -
Purchases of intangible assets {19) (42)
Proceeds from sale of property, plant and equipment 68 36
Proceeds from sale of investment property 2 -
Purchase of subsidiary undertakings 27 {198) (357)
Cash and cash equivalents acquired with subsidiary undertakings 27 19 33
Purchase of equity accounted investments 27 {2) (1)
Equity accounted investment funding 14 {7) -
Proceeds from sale of subsidiary undertakings — continuing operations 9 - 2
Proceeds from sale of equity accounted investments — continuing operations 9 1 70
Proceeds from sale of equity accounted investments — discontinued operations 9 92 -
Purchase of other deposits/securities 15 {40) (209)
Net cash outflow from Investing activities (373) {808)
Capital element of finance lease rental payments {7) {13)
Proceeds from 1ssue of share capital 6 5
Purchase of treasury shares (503) -
Purchase of own shares (23} (25)
Equrty dividends paid 28 (574) (534)
Dividends paid to noncontrofling interests (32) (5)
Cash (outflow)/ inflow from matured denvative financial instrurments (123) 36
Cash inflow/{outflow) from movement in cash collateral 1 (11)
Cash inflow from loans 1,317 920
Cash outflow from repayment of loans (1,576) {133)
Net cash (outfiow)/Inflow from financing activiies (1,504) 240
Net (decrease)/increase Iin cash and cash equivalents {915) 1,062
Cash and cash equivalents at 1 January 3,678 2,605
Effect of foreign exchange rate changes on cash and cash equivalents 39 11
Cash and cash equivalents at 31 December 2,802 3,678
Compnsing
Cash and cash equivalents 2,813 3,693
Overdrafts (11) (15)
Cash and cash equivalents at 31 December 2,802 3,678

1 Restated follcwng the sale of half of the Group s 20 5% shareholding in Sagb AB and subsequent classificaton as a discontinued operation (see nate 9)
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Notes to the Group accounts

1. Accounting policles

The principal accounting policies appled in the preparation of
these consolidated financial statements are set out below
These policies have been consistently applied to all the years
presented, unless otherwise stated

Basis of preparation

The consolidated financial statements of BAE Systems plc
have been prepared on a going concern basis as discussed
in the Directors” report on page 88 and In accordance with
EU-endorsed International Financial Reporting Standards
(IFRS), Intemational Financial Reporting Interpretations
Committee interpretations (IFRICs) and the Companies Act
2006 applicable to companies reporting under IFRS

The consoldated financial statements are presented in
pounds sterling and, unless stated otherwise, rounded to the
nearest million They have been prepared under the histoncal
cost convention, as modified by the revaluation of available-for-
sale financial assets, and other relevant financial assets and
financial habiliies (including denvative instruments)

The preparation of financial statements in conformity with IFRS
requires the use of certain cnitical accounting estimates and
Judgements

The directors consider the potential key areas of judgements
required to be made in applying the Group's accounting
policies These relate to

— the determunation of the revenue recognition approach to
apply to individual contracts,

— the classification of financial assets or liabilties,

— the classification of retirement benefit plans between
defined benefit and defined contribution arrangements,
and

— the classification of iInvestments as subsidianes, equity
accounted investments or otherwise

The directors do nct consider that the practical application
of the judgements 15 significantly uncertain or subjective
n nature

An analysis and explanation of the cntical accounting
estimates and judgements used In producing this set of
financial statements 15 made in the Directors’ report on
page 44

Basis of consolidation

The financial statements of the Group 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, all of which are prepared to 31 December

Subsidiaries

A subsidiary 1s an entity controlled by the Group Control 1s the
power to govern the operating and financial policies of an
entity so as to obtain benefits from its activities Subsidianes
include the special purpose entiies that the Group transacted
through for the prowision of guarantees In respect of residual
values, and head lease and finance payments on certain
regional aircraft sold The resufts of subsidianes are included
In the consolidated income statement from the date of
acquisition, up to the date of loss of control

Business combinations on or after 1 January 2010 (IFRS 3,
Business Comblnations)

Business combinations are accounted for using the acquisition
method as at the acquisition date, which is the date on which
contro! 1s transferred to the Group The Group measures
goodwill as the acquisition-date fair value of the consideration

130  www baesystems com

transferred, including the amount of any non-controlling
interest in the acquiree, less the net of the acquisitiondate
fair values of the identifiable assets acquired and liabilities
assumed, including contingent hahilities as required by IFRS 3

Consideration transferred includes the farr values of assets
transferred, latilittes incurred by the Group to the previous
owners of the acquiree, equity interests 1ssued by the Group,
contingent consideration, and share-based payment awards of
the acquiree that are replaced in the business combination
Any contingent consideration payable 1s recognised at fair
value at the acquisition date Subsequent changes to the fair
value of contngent consideration that 1s not classified as
equity are recognised in the consohdated income statement
If a business combination results In the termination of pre-
existing relationships between the Group and the acquiree,
then the lower of the terminatton amount, as contained In
the agreement, and the value of the off-market element, 15
deducted from the consideration transferred and recognised
in other expenses

Transaction costs that the Group incurs in connection with a
bustness combination, such as finder's fees, tegal fees, due
diligence fees, and other professional and consulting fees,
are expensed as incurred

Noncontrolling interests are measured at either the non-
controlling interest’s propertion of the net fair value of the
identifiable assets, habilities and contingent habilities
recogrised or at fair value The method used 15 determined
on an acquisitionby-acquisition basis

Business combinations between 1 January 2004 and 1 January
2010 (IFRS 3, Business Cornbinatlons (2004))

The purchase method of accounting 1s used to account for
the acquisition of subsidiaries by the Group The cost of the
acquisition 1s measured as the farr value of the assets given,
equity instruments 1ssued and habilities incurred or assumed
at the date of exchange, plus costs directly attributable to the
acquisition Identifiable assets acquired, and habilities and
contingent liabilities assumed In & business combination are
measured inttially at therr farr values at the acquisttion date
The excess of the cost of acquisition over the fair value of
the Group’s share of the identifiable net assets acquired 15
recorded as goodwll Previously held Wdentifiable assets,
habshities and contingent liabilities of the acquired entrty

are revalued to their fair value at the date of acquisition,
being the date at which the Group achieves control! of the
acquiree The movement in far value 15 taken to the asset
revaluation reserve

Upon initial acquisition of a non-controlling interest, the
interest of minority shareholders 1s measured at the minonty's
proportion of the net fair value of the \dentifiable assets,
labilities and contingent liabilities recognised

Business combinations prior to 1 January 2004 (date of
transition to IFRS)

On transition to IFRS, IFRS 3 (2004) was not retrospectively
applied and, therefore, the goodwill arising on acquisition
under UK Generally Accepted Accounting Practice (GAAP) 1s the
difference hetween the consideration paid for an acquisition
and the fair value of the net tangible assets acquired Goodwill
ansing on acquisitions before the date of transttion to IFRS
has been retained at the previcus UK GAAP amounts, as any
amounts related to intangible assets that would have been
recorded in the acquired entrties 1If the Group had applied I1AS
38, Intangible Assets, at the dates they were acquired were
considered immateniatl, after being tested for impairment at
those dates Goodwill wnitten off to reserves under UK GAAP




1. Accounting policies continued

prior to 1998 has not been reinstated and 1s not included In
determining any subseguent profit or l0ss on disposal

Accounting for acquisition of non-controling interests that do
not result in a change n control

Acquisitions of non-controlling interests are accounted for as
transactions with equity holders in their capacity as equity
holders and, therefore, no goodwill or profit or loss in the
consohdated income statement 1s recognised as a result of
such transactions

Prior to 1 January 2010, goodwill was recognised on the
acquisition of noncontrolling interests in a subsidiary,
which represented the excess of the cost of the additional
investment over the carrying amount of the interest in the
net assets acquired at the date of the transaction

Equity accounted investments

An entity 1s regarded as a joint venture 1If the Group has Joint
control over its operating and financial policies Joint ventures
are accounted for under the equity method where the Group’s
income statement includes its share of thewr profits and
losses, and the Group's balance sheet includes its share

of their net assets

Intangible assets

Goodwill

Goodwill on acquisitions of subsidianes 1s included in
intangible assets Goodwill on acquisitions of joint ventures
and associates 1s included In the carrying value of equity
accounted investments Goodwill 1s tested annually for
impairment and carried at cost less accumulated impairment
losses Gams and losses on the disposal of an entity inciude
the carrying amount of goodwill relating to the entity sold

Research and development
The Group undertakes research and development activities
elther on its own behalf or on behalf of customers

Group-funded expenditure on research activities 1s written off
as incurred and charged to the income statement

Group-funded expenditure on development activitigs appiled
to a plan or design for the production of new or substantially
improved products and processes Is capitalised as an
nternally generated intangible asset if certain condstions
are met The expenditure capitalised includes the cost of
matenials, direct labour and related overheads Capitalised
development expenditure I1s stated at cost less accumulated
amortisation and impamment losses

Capnralised development expendrture 1s amortised over the
expected life of the product

Where the research and development activity I1s performed for
customers, the revenue ansing s recognised 1n accordance
with the Group's revenue recognition policy

Other Intangible assets

Acquired computer software licences for use within the
Group are capitalised as an intangible asset on the basis
of the costs incurred to acquire and bring to use the
specific software

Costs that are directly associated with the production of
identifiable and unique software products controlled by the
Group, and that will probably generate economic benefits
exceeding costs beyond one year, are recognised as intangible
assets Capitalised software development expenditure 1s
stated at cost less accumulated amortisation and impairment
losses Groupfunded expenditure associated with enhancing

or maintaining computer software programmes for sale 1s
recognised as an expense as incurred

Trademarks and licences have definite useful hves and
are carried at cost less accumulated amortisation and
imparrment losses

Intangible assets arsing from a business combination are
recognised at fair value, amortised over their estimated
useful lives and subject to impaiment testing The most
significant intangible assets recognised by the Group on
businesses acquired to date are in relation to programmes
For programme-related intangibles, amortisation 1s set on a
programme-by-programme basis over the life of the individual
programme Amortisation for customerrelated intangibles 1s
also set on an individual basis

Amortisation 1s charged to the income statement on a
straight-hine basis over the estimated useful lives of the
intangible assets

The estimated usefu! lives are as follows

Programme and custemer related
Programme and customer related
Other

Acquired computer software licences
Capitalised software development

Capitalised research and development
expenditure

Trademarks and licences
Other intangibles

up to 15 years

2 to b years
2 to 5years

up to 10 years
up to 20 years
up to 10 years

Property, plant and equipment

Items of property, plant and equipment are stated at cost less
accumulated depreciation and impairment ‘osses The cost of
selfconstructed assets includes the cost of matenals, direct
labour and an appropnate propottion of production overheads

Depreciation 1s provided, normally on a straight-ine basis, to
write off the cost of praperty, plant and equipment over their
estimated useful lives to any estimated residual value, using
the following rates

Buildings
Bulldings

up to 50 years, or the
lease term If shorter

Plant and machinery

Computing equipment, motor vehicles 3 to 5 years
and short-life works equipment

Research equipment 8 years

Other equipment 10 to 15 years, or the
project life If shorter

Arrcraft

Atrcraft up to 15 years, or the

lease term If shorter

For certain items of plant and equipment in the Group's US
businesses, depreciation 1s normally provided on a basis
consistent with cost rembursement profites under US
government contracts Typically this provides for a faster rate
of depreciation than would otherwise arise on a straightline
basis

No depreciation 1s provided on freehold land and assets in the
course of construction

The assets’ residual values, useful lives and depreciation
methods are reviewed, and adjusted If appropnate, at each
balance sheet date Where applicable, useful lives reflect the
component accounting principle
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Notes to the Group accounts continued

1. Accounting policies continued

Assets obtained under finance leases are included in property,
plant and equipment and stated at an amount equal to the
lower of the fair value and the present value of the mimimum
lease payments at inception of the lease, less accumulated
depreciation and impairment losses

Impaiment

The carrying amounts of the Group's intangible assets,
property, plant and equipment, and equity accounted
investments are reviewed at each balance sheet date to
determine whether there 1s any indication of impairment as
required by 1AS 36, Impalrment of Assets If any such indication
exists, the asset’s recoverable amount 1s estimated For
goodwlill and intangible assets that are not yet available for
use, impairment testing 1s performed annually All other assets
are considered for impairment under the refevant standard

An impairment loss 1s recognised whenever the carrying
amount of an asset or its cashgenerating unit exceeds its
recoverable amount Impairment losses are recognised in the
Income statement

The carrying value of an equity accounted Investment
comprises the Group's share of net assets and purchased
goodwill, and 1s assessed for imparment as a single asset

The recoverable amount of assets carried at amortised cost
15 calculated as the present value of estimated future cash
flows, discounted at appropnate pre-tax discount rates

The recoverable amount of other assets 1s the greater of therr
fair value less cost to sell and value in use In assessing value
In use, the estimated future cash flows are discounted to therr
present value using an appropnate pre-tax discount rate

For an asset that does not generate |largely independent cash
inflows, the recoverable amount is determined for the cash-
generating unit to which the asset belongs

An impairment 10ss In respect of assets, other than goodwill,
carried at amorused cost is reversed If the subsequent

Increase In recoverable amount can be related objectively to
an event occurnng after the impairment loss was recognised

An impairment loss in respect of goodwill 1s not reversed

An impairment loss in respect of other assets IS reversed If
there has been a change in the estimate used to determine
the recoverable amount

An impairment oss 15 reversed only to the extent that the
asset's carrying amount does not exceed the carrying amount
that would have been determined, net of depreciation or
amortisation, If no impairment loss had been recognised

Investment property

Land and buildings that are leased to non-Group entities are
classified as investment property The Group measures
investment property at its cost less accumulated depreciation
and accumulated impairment losses

Depreciation 1s provided, on a straight-line basis, to wnte off
the cost of iInvestment property over its estimated useful life
of up to 50 years

The assets’ residual values and useful lives are reviewed,
and adjusted if appropnate, at each balance sheet date
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Other Investments

The Group determines the classification of its other
investments at nitial recognition taking account of, where
relevant, the purpose for which the investments were acquired
The Group classifies 1ts other investments as follows

{(a) loans and receivables term deposis, principally
comprising funds held with banks and other financial
institutions, are carned at amortised cost using the
effective interest method,

(b

—

at fair vaiue through profit or loss financial instruments
held for trading or designated by management on initial
recognition They are held at fair value and included in
non-current assets unless management intends to dispose
of the investment within 12 months of the balance sheet
date,

©

—

held to matunty nondernvative financial assets with fixed
or determinable payments and fixed maturities that the
Group's management has the postive intention and abilty
to hold to matunty,

(d) avallable-for-sale investments other than interests in
Joint ventures and associates and term deposits and not
classified as (b) or (¢) above They are held at fair value

Purchases and sales of investments are recognised at the
date on which the Group commits to purchase or sell the
assel investments are imitially recognised at far value plus
transaction costs for all financial assets not carried at far
value through profit or loss

Investments are derecognised when the rights to receive
cash flows from the investments have expired or have been
transferred and the Group has transferred substantially all
nsks and rewards of ownership

Realised and unrealised gains and losses arnsing from
changes In the fair value of the investments classified as far
value through profit or loss are included in finance costs in the
income statement 1n the period in which they anse Unrealised
gains or losses arising from changes in the fawr value of
investments classified as avallable-for-sale are recognised in
equity When investments classified as available-for-sale are
sold or impared, the accumulated fair value adjustments are
included in the ncome statement as gains and losses from
investment securities within finance costs

The farr values of quoted investments are based on bid prices
at the balance sheet date

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

Trade and other receivables

Trade and other recewvables are stated at therr amortised
cost less imparment losses A provision for impaiment is
established when there 1s objective evidence that the Group
will not be able to collect all amounts due according to

the onginal terms of the recevables Significant financial
difficulties of the debtor, probability that the debtor will
enter bankruptcy or financial reorganisation, and default or
delinquency in payments are considered indicators that the
trade recervable 1s iImpaired Recewvables with a short-term
duration are not discounted




1. Accounting policies continued

An impairment loss I1s reversed If the subsequent increase n
recoverable amount can be related objectwely to an event
occumng after the Impairment loss was recognised

Amounts due from customers for contract work include long:
term contract balances less attnbutable progress payments

Long-term contract balances are stated at cost, plus
attnbutable profit, less provision for any anticipated losses
Appropnate provisions for any losses are made in the year in
which they are first foreseen

Progress payments are amounts received from customers

in accordance with the terms of contracts which specify
payments in advance of delivery and are credited, as progress
payments, against any expenditure incurred for the particular
contract Any unexpended balance 1n respect of progress
payments 1s held in trade and other payables as customer
stage payments or, if the amounts are subject 1o advance
payment guarantees unrelated to company performance,

as cash received on customers’ account

Cash receved on customers' account 15 excluded from net
cash/(debt) {(as defined by the Group)

Denlvative financlal Instruments and hedging activities

The global nature of the Group’s business means It 1s exposed
to volatlity n currency exchange rates In order to protect rtself
against currency fluctuations, the Group’s policy 1s to hedge all
material furm transactional exposures as well as to manage
anticipated economic cash flow exposures over the medium
term The Group also uses Interest rate dernvative instruments
to manage the Group's exposure to nterest rate fluctuations
on its borrowings and deposits by varying the praportion of
fixed rate debt relative to floating rate debt over the forward
time honzen The Group aims to achieve hedge accounting
treatment for all denvatives that hedge matenal foreign
currency exposures and those interest rate exposures where
hedge accounting can be achieved

In accordance with its treasury policy, the Group does not
hold dervative financial instruments for trading purposes
However, dervatives that do not qualify for hedge accounting
are accounted for as trading instruments

Denvative financial nstruments are recognised nitially at fair
value Subsequent to Initial recognition, such instruments are
stated at fair value at the balance sheet date Gains and
losses on dervative financial instruments that do not quahfy
for hedge accounting are recognised in the income statement
for the penocd

Cash flow hedges

Where a derivative financial instrument 1s designated as a
hedge of cash flows relating to a highly probable forecast
transaction {(Income or expense), the effective portion of any
change 1n the fair value of the instrument is recognised directly
In reserves Amounts recognised In reserves are recycled
from reserves into the cost of the underlying transaction and
recognised In the ncome statement when the underlying
transactien affects profit or loss The meffective portion of any
change in the fair value of the instrument 1s recognised in the
income statement immedsately

Fair value hedges

Where a derivative financial instrument i1s designated as a
farr value hedge, changes i the fair value of the underlying
asset or lability attributable to the hedged nsk, and gains
and losses on the dervative instrument, are recognised in
the income statement for the pened

Cash and cash equlvalents

Cash and cash equivalents includes cash in hand, call
deposits and other short-term liguid investments with original
maturities of three months or less and which are subject to an
insignificant risk of change in value For the purpose of the
cash flow statement, cash and cash equivalents also includes
bank overdrafts that are repayable on demand

Loans and overdrafts

Loans and overdrafts are recognised intially at fair value,
less attributable transaction costs Subsequent to imbial
recognition, loans and overdrafts are stated at amortised
cost or farr value In respect of the hedged nsk where hedge
accounting has been adopted, with any difference between
cost and redemption value being recognised Iin the income
statement over the period of the borrowings on an effective
interest basis

Trade and other payables
Trade and cther payables are stated at their cost

Provisions

A provision 1s recognised In the balance sheet when the Group
has a present legal or constructive obligation as a result ofa
past event, it 1s probable that an outflow of economic benefits
will be required to settle the obligation and the amount has
been reliably estimated If the effect 1s matenal, provisions are
determined by discounting the expected future cash flows at
an appropriate pre-tax discount rate

A provision for warranties 1s recognised when the underlying
products and services are sold The provision 1s based on
historical warranty data and a weighting of ali possible
outcomes against their associated probabilities

A provision for restructunng is recognised when the Group has
approved a detalled and formal restructunng plan, and the
restructuring has erther commenced or has been publicly
announced Future operating costs are not provided for

A provision for onerous contracts 1s recognised when the
expected benefits to be derived by the Group from a contract
are lower than the unavoidable cost of meeting its obligations
under the contract

Provisions for losses on contracts are recorded when 1t
becomes probable that total estimated contract costs will
exceed total contract revenues Such provisions are recorded
as write downs of work-in-progress for that portion of the work
which has already been completed, and as Lability provisions
for the remainder Losses are determined on the basis of
estimated results on completion of contracts and are updated
regularly

Penslon obligations
Group companies operate varnious pension plans The Group
has both defined benefit and defined contribution plans

Obligations for contributions to defined contribution pension
plans are recogrused as an expense in the income statement
as incurred

For defined benefit retirement plans, the cost of prowding
benefits 1s determined periodically by independent actuanes
and charged to the income statement in the pencd in which
those benefits are earned by the employees Actuanal gains
and losses are recognised n full in the period in which they
oceur, and are recognised In the statement of comprehensive
income Past service cost I1s recognised immediately to the
extent the benefits are already vested, or otherwise 1s
recognised on a straight-line basis over the average penod
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Notes to the Group accounts continued

1. Accounting policies continued

until the benefits become vested Cuntallments due to the
matenal reduction of the expected years of future services of
current employees or the elimination of the accrual of defined
benefits for some or all of the future services for a significant
number of employees are recognised immediately as a gain or
loss in the iIncome statement

The retirement benefit obligations recognised in the balance
sheet represent the present value of the defined benefit
obligations as adjusted for unrecognised past service cost
and as reduced by the fair value of scheme assets

Tax

Income tax on the profit or loss for the year comprises current
and deferred tax income tax 1s recognised in the income
statement except to the extent that it relates to items
recognised directly in equity, in which case it 15 recognised

In equity

Current tax 1s the expected tax payable on the taxable income
for the year, using rates enacted or substantively enacted at
the balance sheet date, and any adjustment to tax payable in
respect of previous years

Deferred tax I1s provided tn full, using the balance sheet hability
method, on temporary differences between the carnying
amounts of assets and labilities for financial reporting
purposes and the amounts used for taxation purposes The
following temporary differences are not provided for goodwill
not deductible for tax purposes, the imtial recognition of
assets or hiabilities that affect neither accounting nor taxable
profit, and differences relating to investments in subsidiaries
10 the extent that they will probably not reverse in the
foreseeable future The amount of deferred tax provided 1s
based on the expected manner of realisation or settlement of
the carrying amount of assets and liatihties, using tax rates
enacted or substantively enacted at the balance sheet date

A deferred tax asset Is recognised only to the extent that it 1s
probable that future taxable profits will be available against
which the asset can be utihsed Deferred tax assets are
reduced to the extent that it 1s no longer probable that the
related tax benefit will be realised

Additional income taxes that anse from the distribution of
dvidends are recognised at the same time as the liability to
pay the related dvidend

Share-based payment compensation

The Group 1ssues equity-settled and cash-settled share
options to employees In accordance with the requirements of
IFRS 2, Share-based Payment, the Group has applied IFRS 2
to all equity-settled share options granted after 7 November
2002 that were unvested as of 1 January 2005 and all
cash-settled options outstanding at the balance sheet date

As explained in note 25, equity-settled share options are
measured at fair value at the date of grant using an option
pricing model

The farr value 1s expensed on a straight-ing basis over the
vesting penod, based on the Group's estimate of the number
of shares that will actually vest
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Cash-settled share options are measured at far value at the
balance sheet date using an option prnicing medel The Group
recognises a liability at the balance sheet date based on these
fair values, and taking into account the estimated number of
the options that will actually vest and the relative completion
of the vesting period Changes in the value of this hability are
recognised in the Income statement for the year

Forelgn currencles

Transactions in foreign currencies are transiated at the
exchange rates ruling at the dates of the transactions
Monetary assets and habilities denominated in foreign
currencres are retranslated at the exchange rates ruling at
the balance sheet date These exchange differences are
recognised in the consolidated income statement unless they
qualfy for net investment hedge accounting treatment, In
which case the effective portion 1s recognised directly in a
separate component of equity

For consolidation purposes, the assets and liabilities of
overseas subsidiary entities, joint ventures and associates are
translated at the exchange rate ruling at the balance sheet
date Income statements of such entities are translated at
average rates of exchange during the year All resulting
exchange differences, including exchange differences ansing
from the translation of borrowings and other financial
Instruments designated as hedges of such investments,

are recognised directly In a separate component of equity

Translation differences that arose before the transition date
to IFRS (1 January 2004} are presented in equity but not as
a separate component When a foreign operation 1s sold, the
cumulative exchange differences recognised since 1 January
2004 are recognised n the income statement as part of the
profit or loss on sale

Revenue and profit recognition

Sales include the Group's net share of sales of equity
accounted Investments Revenue represents sales made by
the Company and its subsidiary undertakings, excluding the
Group's share of sales of equity accounted investments

Long-term contracts

The majonty of the Group’s long-term contract arrangements
are accounted for under IAS 11, Construction Contracts

Sales are recognised when the Group has obtained the night
to consideration in exchange for its performance This 1s
usually when title passes or a separately identtfiable phase
{milestone) of a contract or development has been completed
and accepted by the customer

No profit 18 recognised on contracts until the outcome of the
contract can be rehably estimated Profit 1s calculated by
reference to reliable estimates of contract revenue and
forecast costs after making suitable allowances for technical
and other nisks related 1o performance milestones yet to be
achieved When 1t 1s probable that total contract costs will
exceed total contract revenue, the expected loss Is recognised
immediately as an expense

Goods sold and services rendered

Revenue 1s measured at the far value of the consideration
recewved or recewvable, net of returns, rebates and other
similar allowances




1. Accounting policies continued

Revenue from the sale of goods not under a long-term contract
Is recognised In the iIncome statement when the significant
risks and rewards of ownership have been transferred to the
buyer, recovery of the consideration Is probable, there 1s no
continuing management involvement with the goods, and the
amount of revenue and costs can be measured reliably Profit
15 recognised at the time of sale

Revenue from the provision of services not under a long-term
contract 1s recognised in the income statement 1n proportion
to the stage of completion of the contract at the reporting
date The stage of completion 1s measured on the basis of
direct expenses incurred as a percentage of total expenses {0
be incurred for matenial contracts and labour hours delivered
as a percentage of total labour hours to be delivered for ime
contracts

Sales and profits on intercompany trading are generally
determined on an arm’s length basis

Lease income

Rental income from aircraft operating leases Is recognised In
revenue on a straight-ine basis over the term of the relevant
lease Lease Incentives granted are charged to the income
statement over the term of the lease

Leases

Assets obtained under finance leases are included in property,
plant and equipment at cost and are depreciated over their
useful lives, or the lease term, whichever 1s the shorter

Future instalments under such leases, net of financing costs,
are included within loans Rental payments are apportioned
between the finance element, which 1s included n finance
costs, and the capita! element, which reduces the outstanding
obligation for future instalments, so as to give a constant
charge on the outstanding obligation

Payments, Including any incentives, made under operating
leases are recognised in the Income statement on a
straight-line basis over the lease term

Assets held for leasing out under operating leases are
included in property, plant and equipment at cost less
accumulated depreciation and accumulated impairment
losses Rental income 1s recognised In revenue on a
straight-hine basis

Assets leased out under finance leases cease to be
recognised n the balance sheet after the inception of the
lease Instead, a finance lease recewvable, representing the
discounted future lease payments to be recewved from the
lessee plus any discounted unguaranteed residual value, 1s
recorded as a long-term financial asset Interest iIncome 1S
recognised in the income statement as it accrues, taking into
account the effective yield on the asset

Underlying EBITA

Management uses an underlying profit measure to monitor
the yearon-year profitability of the Group, which 1s defined as
earnings before amortisation and impairment of intangible
assets, finance costs and taxation expense (EBITA) excluding
non-recurring items This definiion 1s referred to as Underlying
EBITA Underlying EBITA 1s the measure of profit on which
segmental performance 1s monitored by management

As such, it 1s disclosed in note 3 on a segmental basis
Non-recurring items are defined as items that are relevant to
an understanding of the Group's performance with reference
to their matenalty and nature The non-recurring items for
the current and prior years are presented on the face of the
Group’s consohdated income statement

Finance costs

Financial income compnses Interest income on funds
invested, gains on the disposal of avallable-for-sale financial
assets, changes In the fair value of financial assets at far
value through profit or loss, and gains on hedging instruments
that are recognised in profit or l1oss

Financial expense comprises Interest expense on borrowings,
unwinding of the discounts on provisions, changes In the fair
value of financial assets at fair value through profit or loss,
and losses on hedging instruments that are recognised In
profit or loss

Borrowing costs which are directly attnbutable to the
acquisition, construction or production of a qualifying asset
(one that takes a substantial perod of time to get ready for
use or sale) are capitalised as part of the cost of that asset,
untll such time as the assets are ready for thelr intended use
or sale

All other borrowing costs are recognised in the income
statement n the period In which they are incurred

Dividends

Equity dividends on ordinary share capital are recognised as a
liability in the penod in which they are declared The intenm
dividend 15 recogrmsed when It has been approved by the
Board and the final dvidend 1s recognised when it has been
approved by the shareholders at the Annual General Meetng

Discontinued operations

A discontinued operation 1s a component of the Group’s
business that represents a separate major line of businegss
or geographical area of operations that has been disposed
of or meets the ¢ritena as held for sale When an operation
1s classified as a discontinued operation, the comparative
consolidated income statement 1s re-presented as If the
operation had been discontinued from the start of the
comparative penod
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Notes to the Group accounts continued

2. Changes in accounting policles

Standards, amendments and Interpretations effective in 2010
With effect from A January 2010, the Group early adopted
Improvements to IFRSs 2010 which makes minor amendments
to seven existing standards These amendments impact
disclosures and, therefore, have had no impact on the
reported results or financial position of the Group The
amendment to IAS 1, Presentation of Financial Statements,
allows the presentation either in the statement of changes in
equity, or within the notes, of an analysis of the components
of other comprehensive income by item

With effect from 1 January 2010, the Group adopted the
following amendments to existing standards

— IFRS 3, Business Combinations, introduces changes
In the accounting treatment of acquisitions, such as
the accounting for acquisition-related costs, the initial
recognition and subsequent measurement of contingent
consideration, and business combinations achueved In
stages The change Iin accounting policy has been appled
prospectively and has not had a matenal impact on
reported results The impact on future years will depend
on the specific acquisitions undertaken, and

— Amendment to IAS 27, Consolidated and Separate Financial
Statements, requires that acquisitions of non-controlling
interests that do not result in a change of control are
accounted for as transactions with equity holders and,
therefore, no goodwill I1s recognised as a result The
change in accounting policy has been apphed prospectively
and has not had a matenal impact on reported results

In addition, the Group has reviewed the effect of the following
amendments and interpretations effective from 1 January
2010, and has concluded that they have no impact on the
Group's accounts

—~ Amendment to |IAS 39, Financial Instruments Recognition
and Measurement Eligible Heaged ftems,

— Amendment to IFRS 2, Share-based Payment Group
Cash-settled Share-based Payment Transactions,

— improvements to IFRSs 2009,

- International Financial Reporting interpretations Committee
(IFRIC) 17, Distributions of Non<ash Assets to Owners, and

— IFRIC 18, Transfers of Assets from Customers

Amendments to existing standards and interpretations that
are not yet effective and have not been early adopted by
the Group

The Group has reviewed the effect of the following
Ell-endorsed amendments and interpretations, and does not
expect that they will have an impact on the Group’s accounts

- Amendment to IAS 32, Flnancial instruments Presentation
Classification of Rights Issues, effective on or after
1 February 2010,

— IFRIC 19, Extinguishing Financial Liabilities with Equity
Instruments, effective on or after 1 July 2010,

— 1AS 24, Related Party Disclosures, effective on or after
1 January 2011, and

- Amendment to IFRIC 14, [AS 19, The Limut on a Defined
Benefit Asset, Minimum Funding Requirements and their
Interaction, effective on or after 1 January 2011
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3. Segmental analysis

The Group reports on five operating groups which are orgamised around a combination of the different products and services
they provide, and the geographical areas in which they operate

— BAE Systems, Inc

— Electronics, Intelligence & Support, based primarily In the US, provides a wide range of electronic systems and
subsystems for military and commercial applications, technical and professional services for US nationa! security and
federal markets, and ship repair and modermisation services 1t compnses four businesses Electronic Solutions,
Intelligence & Secunty, Platform Solutions and Support Solutions,

— Land & Armaments, based pnmanly in the US, designs, develops, produces, supports and upgrades armoured combat
vehicles, tactical wheeled vehicles, naval guns, missile launchers, artillery systems, munitions and law enforcement
products,

—  Programmes & Support primanly comprises the Group's UK-based air, marntime and Cyber & Intelligence activities,

— Intematlonal comprises the Group's businesses in Australia, India and Saudi Arabia, together with interests in the
pan-European MBDA joint venture and Air Astana, and

~ HQ & Other Buslnesses comprises the regional aircraft asset management and support activities, head office and UK
shared services activity, mcluding research centres and property management

The Group has not aggregated any segments 1n arrving at the analysis

Management monitors the results of these operating groups to assess performance and make decisions about the allocation
of resources Segment performance 1s evaluated based on underlying EBITA* This 1s reconciled below to the operating group
result and the operating profit in the consohdated financial statements Finance costs and taxation expense are managed on
& Group basis

Analysis by operating group — continulng operations

Combined sales Less Add
of Group and equity sales by equity accounted  sales to equity accounted
accounted investments nvestments investments Revenue
Restated? Restated?

2010 2009 2010 2009 2010 2009 2010 2009

£m £m £m £m £m £m £m £m

Electronics, Intelligence & Support 5,653 5,637 (49) - 49 - 5,653 5,637
Land & Armaments 5,930 6,738 (42) (6) - - 5,888 6,732
Programmes & Support 6,680 6,298 {(1,445) (1,779) 1,339 1,166 6,574 5,685
International 4,534 3,828 {1,221) (1,088) - - 3,313 2,740
HQ & Other Businesses 278 254 - - - - 278 254

23,075 22,755 (2,757 (2,873) 1,388 1,166 21,706 21,048

Intra-operating group sales/revenue (683) (765) 21 16 53 75 {609} (674)

22,392 21,990 (2,736) (2,857) 1,441 1,241 21,097 20,374

Intra-cperatng Revenue from
Eroup revenug external customers
2010 2009 2010 2009
£m £m £m £m
Electronics, Intelligence & Support 130 138 5,523 5,499
Land & Armaments 106 45 5,782 6,687
Programmes & Support 274 431 6,300 5,254
Internationat 7 12 3,306 2,728
HQ & Other Businesses 92 48 186 206
609 674 21,097 20,374
Capital Depreclaticn and
expenditure® amortsation?
2010 2009 2010 2009
£m £m £m £m
Electronics, Intelligence & Suppon 116 123 134 125
Land & Armaments 99 84 348 244
Programmes & Support 119 109 140 116
International 61 142 61 55
HQ & Other Businesses 42 64 48 64
437 522 731 604

1 Eamnings before amortisation and mmparment of ntangible assets finance costs and taxation expense {EBITA) excluding nonTecumng items (see page 37)
2 Restated following the sale of half of the Group § 20 5% shareholding in Saab AB and subsequent classification as a iscontinued operaton (see note S}
3 Includes rtangible assets, property plant and eguipment, and investment property
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Notes to the Group accounts continued

3. Segmental analysis continued

Amortisation of Impalment of Operating group
Undertying EBITA! Non-recurrng items?* Intangible assets Intangible assets* result®
Restated? Restated®
2010 2009 2010 2009 2010 2009 2010 2002 2010 2009
£m £m £m £m £m £m £m £m £m £m
Electronics, Intelligence &

Support 668 575 2 202 (27) (27) (8) (8) 635 742
Land & Armaments 604 604 - 59 (281) (177) (25) (927) 298 (441)
Programmes & Support 529 670 1 68 (58} {49) {85) (34) 387 655
International 478 419 - - {25) {(32) (7 (4) 446 383
HQ & Other Businesses {65) (71) {18) (278) {1) (1) - - (84) (350)

2214 2,197 (15) 51 (392) (286) (125) (973) 1,682 289
Financial {expense)/income

of equity accounted

nvestments (2} 2
Taxation expense of equity

accounted Investments {44) {25)
Operating profit 1,636 966
Finance costs {(192) (700}
Profit before taxation 1,444 266
Taxation expense (417) (327}
Profit /(loss) for the year -

continulng operations 1,027 (61)

Analysis of noncurrent assets by geographlcal location

Carrying valge of

norcument assets

Restated®
2010 2009
Asset locatlon £m £m
United Kingdom 2,582 2,587
Rest of Eurcpe 1,105 1,190
Saudi Araba 134 729
Unrted States 10,022 9,838
Asia and Pacific 621 589
Afrnica, Central and South America 31 a7
Non-current operating group assets 15,095 14,980
Financial instruments 354 310
Inventones 644 887
Trade and other recevables 3,559 3,764
Total operating group assets 19,652 19,941
Tax 1,211 1,563
Retrement benefit obligations (note 21) 19 42
Cash (as defined by the Group) (note 27) 3118 3,943
Consolidated total assets 24,030 25,489

Sea nota 11

b WN R
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The analysis by operating group of the share of results of equity accounted nvestments is provided in note 14
Restated following finalisation of the far values recopnised on acquisition of the 45% shargholding m BYT Surface Fleet Limited {see note 29}

Eamings before amorusation and impainment of intangible assets finance costs and taxavon expense (EBITA) excluding non-recurring items {see page 37)
Restated following the sale of halt of the Group s 20 5% shareholding in Saab AB and subsequent classification as 8 discontinued operation (see note 5)
Non+ecuming rems compnse profit on digposal of businesses of £1m (2009 £68m) pension curtailment gains of £2m (2009 £261m) and reguiatory penatues of £18m (2009 £278m)




3. Segmental analysis continued
Analysls of sales and revenue by geographlcal location — contlnuing operations

Customer locatlon

Sales Revenue
Restated*
2010 2009 2010 2009
£m £m £m £m

United Kingdom

Rest of Europe

Saudi Arabia

Rest of Middle East

United States

Canada

Australia

Rest of Asia and Pacific

Africa, Central and South Amenica

4,306 4,148 4,161 3,562
2,793 2,559 2,036 1,811
3,186 2,779 2,994 2,607

217 105 162 64

10,429 10,921 10,126 10,902

77 119 77 119
1,028 675 1,027 672
339 261 257 226
317 423 257 411

22,392 21,980 21,097 20,374

1 Restated following the sale of half of the Group s 20 5% shareholding in Saab AB and subsequent classificaton as a discontinued operation (see note 9}

Analysis of revenue by category — continuing operations

2010 2009

£m £m

Sale of goods 5793 6,777
Construction contracts 11,757 10,274
Provision of services 3,480 3,239
Lease income 60 73
Royalty income 7 11

21,097 20,374

Analysis of revenue by major customer - continuing operations

Revenue from the Group's three principal customers, which idividually represent over 10% of total revenue, 1s as follows

2010 2009

£m £m

UK Mimistry of Defence® 5,060 4,101
US Department of Defense 7,696 8,381
Kingdom of Saud Aratha Ministry of Defence and Aviation 2,870 2,602

1 Revenue from the UK Ministry of Defence nciudes £1.3bn (2009 £1 1bn} generated under the Typhoon workshare agreement with Eurofighter GmbH This revenue 1s inciuded within Rest of

Europe m the analysis by geographical location above

Revenue from the UK Ministry of Defence and the US Department of Defense was generated by all four principal operating
groups Revenue from the Kingdom of Saudi Arabia Ministry of Defence and Aviation was generated by the International

operating group
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Notes to the Group accounts continued

4. Operating costs

2010 2009
£m £m
Raw matenals and cther bought-in items 8,471 9,330
Change 10 inventories of finished goods and work-n-progress 985 (538)
Cost of iInventornes expensed 9,456 8,792
Staff costs (note 7) 5,633 5,605
Depreciation, amertisation and imparrment 899 1,600
Loss on disposal of property, plant and equipment 10 —
Regulatory penalties?! 18 278
Trimdad and Tobago charge 100 -
Other operating charges 3,645 3,785
19,761 20,060

Included within the analysts of operating costs are the following expenses

Lease and sublease payments

Minimum lease payments 177 167
Research and development expense including amounts funded under contract 1,298 1,2112

1 The regutatory penafties of £278m n 2009 reflected the global settlement of the regulatory investigations by the US Department of Justice (DoJ) and the UK s Senous Fraud Office The £18m

charge in the current year reflects the US dollar exchange rate moverment on payment of the penalty n respect of the Dol

2 Restated

Costs of ratlonalisation programmes Included In operating costs

2010 2009

£m £m

Electronics, Intelligence & Support 14 24
Land & Armaments 26 32
Programmes & Support 90 80
International 13 =]
HQ & Other Businesses 12 6
155 151
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4. Operating costs continued

Fees payable to the Company’s auditor and lts assoclates Included in operating costs

2010 2009
UK Overseas Total UK Overseas Total
£'000 £000 £'000 £ 000 £000 £°000
Fees payable to the Company's auditor for the audit of the
Company’s annual accounts™ 1,484 - 1,484 1,486 - 1,486
Fees payable to the Company's auditor and its associates
for other services
The audnt of the Company’s subsidianes pursuant
to legislation* 2,499 4,536 7,035 2,497 4,217 6,714
QOther services pursuant to legisiation
Intenm review 579 - 579 581 - 581
Other 92 139 231 57 - 57
Further assurance services
Advice on accounting matters 51 17 €8 - 22 22
Internal controls - - - - 2 2
Due diligence 365 337 702 437 45 482
Tax services
Compliance 837 2,026 2,663 481 768 1,249
Advisory 290 379 669 272 542 814
Other services
M&A 58 638 696 99 - 99
Cther 148 240 388 76 2 78
Total fees payable to the Company’s auditor and
Its associates 6,203 8,312 14,515 5,986 5598 11,584
* Total fees payable to the Company’s auditor and
s associates for audit sewvices 8,519 8,200

In addition to the amounts above, the auditors' fees for audit services 1n respect of the Group’s pension schemes were

£144,000 (2009 £143,000)

The increase in overseas fees for the audit of subsidianes includes £317,000 relating to foreign exchange transtation

Tax services include tax comphance support and services In relation to the Group's expatriate employees based around the world
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Notes to the Group accounts continued

5. Other income

2010 2009
£m £m
Rental income from operating leases (including from investment property) 48 50
Profit on disposal of property, plant and equipment 23 17
Profit on disposal of businesses {note 9) 1 68
Management recharges to equity accounted investments (note 31) 14 24
Pension curtallment gains (note 21) 2 261
US healthcare curtaiiment gains (note 21) 5 -
Other 76 45
169 465
6. Finance costs
2010 2009
£m £m
Interest income 40 66
Net present value adjustments - 5
Expected return on pension scheme assets (note 21) 916 777
Gain on remeasurement of financial instruments at fair value through profit or loss? 176 408
Foreign exchange gains 228 317
Financial income 1,358 1,573
Interest expense
On bank loans and overdrafts - (1)
On finance leases {1) (2}
On bonds and other financial instruments (203) (225)
{204) (228)
Facility fees (4) (4)
Net present value adjustments (28) (40)
Interest charge on pension scheme Liabihties {note 21) (996) {S00)
Loss on remeasurement of financial instruments at fair value through profit or loss {225) {467)
Foreign exchange losses (93) (634)
Financial expense (1,550) (2,273)
Net finance costs {192) (700)
1 includes a £26m {ransiated at average exchange rates} faw value movement in 2010 n respect of the remaining 10 25% shareholding 1IN Saab AB
Additional analysis of finance costs
Restated®
2010 2009
£m £m
Net finance costs
Group (192) {(700)
Share of egquity accounted investments — continuing operations (2) 2
{194) {698)
Analysed as
Net interest
Interest income a0 66
Interest expense (204) (228}
Facility fees {4) {4)
Net present value adjustments (28) (35)
Share of equity accounted investments — continuing operations 5 a8
(191) (193)
Cther finance costs
Group
Net financing charge on pensions {80} (123)
Market value and foreign exchange movements on financial instruments and investments? 84 (376)
Share of equity accounted investments — continuing operations (7} (6)
(194) (698)

2 Restated following the sale of half of the Group 5 20 5% shareholding m Saab AB and subsequent classification as a disconunued operation {see note 9}
3 The loss in 2009 primardy reflectad net foreign exchange movements an the unhedged portion of an intercompary loan from the UK 10 the US businesses

Borrowing costs caprtalised dunng the year were £nil (2009 £nil}
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Notes to the Group accounts continued

8. Tax
Taxation expense
Restated*
2010 2009
£m £m
Current taxatlon expense
UK corporation tax
Current tax (121) (83}
Double tax relief 3 8
Adjustment in respect of pnior years (29) {44)

(147) (119)

QOverseas tax charges
Current year (263) (300}
Adjustment in respect of pnor years 26 46
(237) (254}
(384) (373}

Deferred taxation expense
UK
Ongination and reversal of temporary differences (22) (2}
Adjustment in respect of prior years 23 16
Tax rate adjustment?® (6) -
Overseas
Ongination and reversal of temporary differences (9) 55
Adjustment in respect of prnor years (19) (23}
(33) 46
Taxatlon expense (417) {327}

Reconciliation of taxation expense — continuing operations

The following table reconciles the theoretical iIncome tax expense, using the UK corporation tax rate, to the reported tax
expense The reconciling items represent, besides the impact of tax rate differentials and changes, nontaxable benefits
or non-deductible expenses ansing from differences between the local tax base and the reported financial statements

Restated?

2010 2009

£m £m

Profit before taxation 1,444 266
UK corporation tax rate 28 0% 28 0%
Expected income tax expense (404) {74}
Effect of tax rates in foreign jurisdictions (43) (37}
Expenses not tax effected (24) {43}
Income not subject to tax 42 32
Research and development tax credits 32 36
Goodwill impairment (24) (203)
Chargeable gains (2) (1)
Utiisation of previously unrecognised tax losses 7 6
Current year losses not tax effected - (7}
Adjustments n respect of prior years 1 ()
Adjustments in respect of equity accounted investments 37 52
Regulatory penalties (5) (78)
Tax rate adjustment? (6) -
Other (28) (5}
Taxation expense (417) (327}

Restated following finalisation of the far values recognised on acquisition of the 45% sharehotding in BYT Surface Fleet Limited {See note 29)

The UK cumrent tax rate will be rectuced from 28% to 27% with effect from 1 April 2011 In line with this change, the rate applying to UK deferred tax assets and liabilities has also been
reduced from 2B% to 27% creating a rate adjustment, which 15 partly reflected in the lidated income st and partly n the consohdated staterment of comprebensve INcoms
3 Restated following the sale of half of the Group s 20 5% shareholding n Saat AB and subsequent classification as a discontinued operation (see note 9)

1
2
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Notes to the Group accounts continued

8. Tax continued

Movement in temporary differences during the year

At Acquisitions At
1 lanuary Exchange and Recognised Recognised 31 December
2010 movements disposals®  in Income in equity 2010
£m £m £m £m £m £m
Property, plant and equipment (46) - (46) (12) - (104)
Intangible assets (325) (10} (14) 138 4 (207)
Provisions and accruals 432 i8 8 (64) - 394
Goodwill (69) {2) - (39) - {110)
Penston/retirement plans
Deficits? 1,430 11 - (47) {334) 1,060
Additional contributions 15 - - - 3 18
Share-based payments 22 - - (11) - 11
Financial instruments (4) - - (11) 23 8
Other items 52 2 1 5 4) 56
Rolled over capital gains (18) - - 1 - {17
Capital losses carned forward 18 - - {1) - 17
Trading losses camed forward 19 3 1 5 - 28
Unremmied overseas dividends (3) - - 3 - -
1,523 22 (50) (33) (308) 1154
At Acquisitions At
1 January Exchange and Recognlsed Recognised 31 December
2009 movements disposals* 10 income n equity 2009
£m £m £m £m £m im
Property, plant and equipment?! (69) 6 (2} 16 3 (46)
Intangible assets (509} 33 (34) 214 (29) (325)
Provisions and accrualst 457 (23) 20 (25) 3 432
Goodwill (34) 5 - (40) - (69)
Pension/retirement plans
Deficits® 1,115 (45) - (164) 524 1,430
Additional contributions 66 - (3) (12} (36) 15
Share-based payments? 30 (1) (1) (1) 5 22
Financial instruments {136) - - 19 113 ()]
Other tems? 25 - (3) 33 3) 52
Rolled over capital gains (18) - - - - (18)
Capital losses carned forward 18 - - - - 18
Trading losses carred forward? 1 1 5 9 3 19
Unremitted overseas dividends - - - (3) - (3)
946 {24) (18) 46 573 1,523

WP

shareholding in BVT {£27m)

Unrecognised deferred tax assets

Deferred tax assets have not been recognised in respect of the following 1tems

Restated following finalisation of the fair values recognised on acquisition of the 45% shareholding in BYT Surface Fleet Limted (see note 29)
Acquisitions and disposals includes net deferred tax liabilities on the acquisittons of Atlantic Manne (£40m) and Tenix Defence (£10m)
Includes defesred tax assets on workers deferred compensation plans in the US

Acquisitions and disposals includes defetred tax assets on the acquistticn of Tenix Defence (£7m} and Detica {£4m) less deferred tax habilities ansing on the acquisrtion of the remaining

2010 2009
£m £m

Deductible temporary differences 3 10
Capital losses carried forward 56 58
Trading and other losses carried forward 194 158
253 226

These assets have not been recognised as the incidence of future profits in the relevant countries and legal entities cannot be

sufficiently accurately predicted at this time

Due to changes in UX tax legistation dunng 2009, there are ne unrecognised deferred tax habilities arising on the aggregate
temporary differences associated with investments in subsidianes, branches, associates and joint ventures (2009 £nil)
Any withholding tax due on the remittance of future earnings 15 expected to be insignificant
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8. Tax continued

Future changes In tax rates

The Emergency Budget on 22 June 2010 announced that the UK current tax rate will reduce from 28% to 24% over a penod of four
years from 2011 This will reduce future current tax charges accordingly The first reduction from 28% 10 27% was substantively
enacted before 31 December 2010 and will be effective from 1 April 2011 In Iine with this change, the rate applying to UK
deferred tax assets and liabilibes has also been reduced from 28% to 27%, creating a rate adjustment, which s partly reflected

in the consolidated income statement and partly in the consolidated statement of comprehensive ncome  Accordingly, both
recogrused and unrecognised UK deferred tax balances as at 31 December 2010 have been calculated at 27%

The reduction In the rate from 27% to 24% has not yet been substantively enacted If these reductions had been substantively
enacted by 31 December 2010, the effect would have been to reduce the net deferred tax asset as at 31 December 2010
from £1,154m to £1,065m Of this reduction, 1t 1s estimated that £19m would have been charged to the consolidated income
statement and £70m charged to the consolidated statement of comprehensive income In addrtion, unrecogrised deferred tax
assets as at 31 December 2010 would have reduced from £253m to £235m

9. Disposals

Discontinued operations for the year ended 31 December 2010

On 3 June 2010, the Group sold half of its 20 5% shareholding in Saab AB to Investor AB for a cash consideration of
SEK1,041m (£92m) Following the loss of significant influence over the company, the Group has discontinued the use of the
equity method and the remaining shareholding in Saab 1s shown within other financial assets as a financial asset at far value
through profit or loss at 31 December 2010 (see note 17) The Group’'s share of the results of Saab to the date of disposal is
shawn within discontinued operations for the current and prior penods

The results from discontinued operations which have been included in the consolidated income statement are as follows

2010 2009
£m £m
Share of results of equity accounted investments 2 16
Profit on disposal of discontinued operations 52 -
Profit for the year — discontinued operatlons 54 16
The profit on disposal of discontinued operations Is calculated as follows
£Em
Cash consideration 922
Fair value of retained 10 25% investment 97
Transaction ¢osts (3)
Canrying value of 20 5% shareholding {(note 14) {155)
Cumulative net hedging gain 4
Cumulative currency translation gain 17
Profit on disposal of discontinued operations 52

Following the classification of Saab as a discontinued operation, combined sales of Group and equity accounted investments In
the comparatives for the year ended 31 December 2009 have been reduced by £425m

Continuing operations for the year ended 31 December 2010
During 2010, the Group completed the disposal of its Sistemas y Desarrollos Funcionales Limitada (SISDEF) joint venture for
total cash consideration of £1m Profit on disposal 1s £1m

Continuing operatlons for the year ended 31 December 2009

Profit on disposal of businesses of £68m comprsed the finalisation of the accounting gamn recogmised in 2008 on the disposal
of the Group's Interests in the businesses contributed to the BVT joint venture following acquisition of VT Group’s 45% interest

in 2009 (£58m) and additional proceeds recerved i respect of the disposal in 2008 of the Group’s interest in Rlagship Training
{£10m;)

The Group recewved deferred consideration of £72m i the year ended 31 December 2009 in respect of the disposals of
Flagship Traimng bimited in 2008 (£70m) and the Inertial Products business in 2007 (£2m)
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Notes to the Group accounts continued

10. Earnings per share

Restated!
2010 2009
Baslc Dlluted Baslc Diluted
pence pence pence pence
£m per share per share £m per sharg per share
Profit/(loss) for the year attributable to equity shareholders 1,052 305 303 (67) (19 19
Represented by
Continuing operations 998 289 28.7 (83) {2 3) 23
Discontinued operations 54 16 16 16 04 04
Add back/(deduct)
Profit on disposal of busingsses, post tax (1) (65)
Pension curtailment gains, post tax (1) (188)
Regulatory penalties 18 278
Net financing charge on pensions, post tax 59 91
Market value movements on derivatives, post tax {(587) 278
Amortisation and impairment of intangible assets,
post tax 307 384
Impairment of goodwll 84 725
Underlylng eamings, post tax 1,461 424 42.1 1,436 407 406
Represented by
Continuing operations 1,407 408 40.5 1,415 40 1 400
Discontinued operations 54 16 16 21 06 06
1,461 424 421 1,436 407 406
Millions Miilions Milllons Millions
Weighted average number of shares used i calculating
basic eamings per share 3,451 3,451 3,532 3,632
Incremental shares in respect of employee share schemes 20 4
Weighted average number of shares used in calculating
diluted earnings per share 3,471 3,536

1 Restated followng the ssle of half of the Group s 20 5% shareholding In Saab AB and subsequent classification as a discontinued operation (see note 9}

Underlying eamings per share 1s presented in addition to that required by 1AS 33, Earnings per Share, to align the adjusted
eammgs measure with the performance measure reviewed by the directors The directors consider that this gives a more

appropriate indication of underlying performance

In the 12 months to 31 December 2009, outstanding share options were antr-dilutive and so were excluded from the diluted

loss per share in accordance with IAS 33
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11. Intangible assets

Programme

and
customer
Goodwlll related! Other? Total
£m £m £m £m
Cost or valuation
At 1 January 2009 13,201 1,728 417 15,346
Additions
Acquired separately - - 28 28
Internally developed - - 14 14
Reclassification from equity accounted investments {note 14)3 253 - - 253
Acquisition of subsidianes (note 29) {restated?) 420 225 - 645
Adjustment on finalisation of provisional goodwili® 5 11 - 16
Disposals - - {7) 7
Transfer from property, plant and egquipment - - 4 4
Exchange adjustments (655) {(144) (8) (807)
At 31 December 2009 (restated?) 13,224 1,820 448 15,492
Additions
Acquired separately - - 17 i7
Internally developed - - 2 2
Acquisition of subsidiaries (note 29) 161 37 4 202
Adjustment to fair value of consideration® (64) - - (64)
Disposals {12) - (6) (18}
Asset reclassifications - 27 (27} -
Transfer from property, plant and equipment - - 3 3
Transfer from inventones - - 3 3
Exchange adjustments 279 60 21 360
At 31 December 2010 13,588 1,944 465 15,997
Amortisation and Impalment
At 1 January 2009 2,333 556 151 3,040
Disposals - - (7) "N
Amortisation charge’ - 219 67 286
Impairment charge 725 240 8 o973
Exchange adjustments (55) (48) (3) (1086)
At 31 December 2009 3,003 967 216 4,186
Disposals - - 6) (6)
Amortisation charge’ - 327 65 392
84 30 11 125

Impairment charge
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Notes to the Group accounts continued

11. Intangible assets continued

Integrated Business Plan (IBP) and include a terminal value based on the projections for the final year of that plan, with an
inflationary growth rate assumption applied The IBP process uses historic experience, avallable government spending data and
the Group's order book Pre-tax discount rates, derived from the Group’s post-tax weighted average cost of capttal of 7 28%
{2009 7 72%) (adjusted for nsks specific to the market in which the cash-generating unit {CGU) operates), have been used In
discounting these projected nsk-adjusted cash flows

Significant CGUs

2010
The Group has two CGUs with allocated goodwill which 1s significant in comparison with the total camying amount of goodwill,
the Electronic Solutions business (£2 0Obn) within Electronics, Intelligence & Support (EI&S), and the Land & Armaments
business (£3 6bn)

The key assumptions underpinning the cash flow projections are, for Electromc Solutions, continuing demand from the US
government for electronic warfare systems (where the business has a leadership posttion) and other technology-based
soluticns, and for Land & Armaments, the continued demand n the Group's home markets and from exports for existing and
successor mititary land and tracked vehicles, upgrade programmes and support

The pre-tax discount rates used to discount the nsk-adjusted five-year cash flow projections were 9 1% and 9 0%, respectively
The growth rate assumption apphed to the final year of these projections was 3%

2009
The Group had three CGUs with allocated goodwill which was significant 1n comparnison with the total carrying amount of
goodwill These were the US-based electronic warfare, network and mission sclutions business in the EI&S operating group
{£2 6bn), and the US-based ex-United Defense Industnes, Inc (UD!) (£2 Cbn) and ex-Armor Holdings, Inc (Armor) (£1 7bn pre-
impairment below) businesses in the Land & Aimaments operating group

The key assumptions underpinning the cash flow projections were, for the EI&S CGU, the conunuing demand from the US
govemment for electronic warfare systems, mission sotutions and other technology-based solutions, and from non-military
agencies for network solutions, and for the Land & Armaments CGUs, the continued demand in the Group's home markets
and from exponts for existing and successor military land and tracked veticles, upgrade programmes and support

The pre-tax discount rates used to discount the nsk-adjusted five-year cash flow projections were 9 9%, 9 8% and 10 3%,
respectively

The growth rate assumption applied to the final year of these projections was 3% (2% for Armor)

Whilst there are no other CGUs with allocated goodwill balances exceeding 15% of the Group's total goodwill balance, the
majority of the projected cash flows within the remaining CGUs are underpinned by expected levels of government spending
on defence and security, and the Group’s ability to capture a broadly consistent market share

The directors have not identified any reasonably possible matenat changes relating either specifically to the global miltary
vehicle market, or to the levels of defence and secunty spending in the Group’s home markets, particularly in the US, that would
cause the carrying value of goodwill to exceed its recoverable amount The Group continues to monitor changes in US defence
budgets on an annual basis

Impaimment - goodwill

2010

The tota! goodwill imparment charge of £84m mainly arose in Surface Ships {£70m) reflecting the underperformance of the
ex-VT Group export ship contracts The pre-tax discount rate was 10 4%

2009
The totat goodwill imparment charge of £725m mainly arose in three CGUs, Amor (£526m), Products Group (£156m) and
Detica {£34m)

The Armor impairment charge reflected both the non-award of a follow-on contract for production of vehicles under the Family
of Medium Tactical Vehicles {FMTV) programme and the subsequent impact on the growth prospects of the business

The Products Group impairment charge reflected a weaker outlook for the business as spending from customer discretionary
budgets had reduced in both domestic and export markets The pre-tax discount rate used was 9 5%

The Detica impairment charge related to the discontinued financial services element of the business The pre-tax discount rate
used was 10 0%

Impairment - Intangible assets

2010

The total intangible assets impawrment charge of £41m comprises £30m relating to programme and customer related
intangibles, and £11m relating to other intangibles The charge impacted the EI&S (£8m), Land & Armaments (£25m) and
Programmes & Support (£8m) operating groups

2009

The total intangible assets imparrment charge of £248m compnsed £240m relating to programme and customer related
intangibles, and £8m relating to other intangibles The charge Impacted the EI&S (£8m), Land & Armaments (£236m) and
International (£4m) operating groups
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11. Intangible assets continued

The charge relating to Land & Armaments included £108m in respect of the Products Group business, £66m relating to the
FMTV non-award and a number of individually small tems each calculated on a programme-by-programme basis

12. Property, plant and equipment

Land and Plant and
buildings machinery Alrcraft Total
£m £m £m £m
Cost
At 1 January 2009 1,972 2,529 826 5,327
Additions 245 187 48 480
Acquisition of subsidiaries (note 29) 85 53 - 138
Transfers from inventornies - 2 - 2
Transfer to investment properties {2) - - (2)
Transfer to other intangible assets - (4) - (4)
Rectassification between categones 28 (28) - -
Disposals (23} (78) (43) (144)
Exchange adjustments (110} (110} (72) (292)
At 31 December 2009 2,195 2,551 759 5,505
Additions 159 225 20 404
Acquisition of subsidiaries (note 29} a8 15 - 113
Transfers from inventones - 1 - 1
Transfers to inventones - (5} {5) (10)
Transfer to Investment properties (15) - - (15)
Transfer to other intangible assets - (3) - (3
Reclassification between categories 17 (18) 1 -
Disposals (41) {136) (95) (272)
Exchange adjustments 64 51 21 136
At 31 December 2010 2,477 2,681 701 5,859
Depreciatlon and Impalrment
At 1 January 2009 605 1,690 586 2,881
Depreciation charge for the year 80 184 51 315
Impairment charge for the year 11 2 10 23
Reclassification between categories 5) 5 - -~
Disposals (20) (73) (32) (125)
Exchange adjustments 27) {63} (51) (141)
At 31 December 2009 644 1,745 564 2,953
Depreciation charge for the year 101 201 34 336
Impairment charge for the year 29 - 14 43
Transfers to iInventones - (5) (3) (8)
Transfer to investment properties (1) - - (1)
Transfer to other intangible assets - {1) - (1}
Reclasstfication between categonies (12) 13 (1} -
Disposals (32) (123) (80} (235)
Exchange adjustments 12 29 17 58
At 31 December 2010 741 1,859 545 3,145
Net book value
Freehold property 1,511 - - 1,511
Long leasehold property 173 - - 173
Short leasehold property 52 - - 52
Plant and machinery - 734 - 734
Fixtures, fitings and equipment - 88 - 88
Arrcraft - - 156 156
At 31 December 2010 1,736 822 156 2,714
At 31 December 2009 1,551 806 195 2,552
At 1 January 2009 1,367 839 240 2,446
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Notes to the Group accounts continued

12. Property, plant and equipment continued

Impairment

2010

The impairment charge of £43m n 2010 mainly compnses charges in respect of the carrying values of land and bulldings in
Saud) Arabia (£16m) and the US (£10m), and awcraft within the Regional Arrcraft business (£14m) The impairment impacts the
following segments Electronics, Intelligence & Support {£10m), Land & Armaments (£3m), Intermnational (£16m}, and HQ &
Other Businesses {(£14m)

2009

The impairment charge of £23m mainly comprised charges In respect of aircraft carrying values within the Regional Aircraft
business (£8m) and a £13m charge following the reassessment of the carrying value of certain assets within the International
operating group The impairment impacted the international (£13m), HQ & Cther Businesses (£8m) and Land & Armaments
(£2m) segments

Assets In the course of construction
Land and Plant and

builldings machinery Aircraft Total
£m £m £m £m

Assets In the course of construction (including Investment property (note 13))
At 31 December 2010 67 77 - 144
At 31 December 2009 133 75 - 209

Finance leases
Land and Plant and

buildings  machinery Alrcraft Total
£m £m £m £m

Net book value of assets held as capitalised finance leases
At 31 December 2010 - - - -
At 31 December 2009 - - 5 5

At 31 December 2009, none of the assets held under finance leases were sublet under operating leases

Operating leases
The future aggregate mimnimum lease income from the noncancellable elements of operating leases for assets capitalised
{including investment property (note 13}) are as follows

2010 2009
£m £m

Receipts due
Not later than one year 68 78
Later than one year and not later than five years 173 201
Later than five years 185 23
426 302

Under the terms of the lease agreements, no contingent rents are receivable The leases have varying terms including

escalation clauses and renewal rights None of these terms represent unusual arrangements or create matenial onercus or |
beneficial nghts or obligations There 1s no {ease income relating to assets held by the Group under capitalised finance leases |
within the above
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13. Investment property

£m
Cost
At 1 January 2009 153
Transfer from property, plant and equipment 2
At 31 December 2009 155
Additions 14
Transfer from praoperty, plant and equipment 15
Disposals (7)
At 31 December 2010 177
Depreclation and impairment
At 1 January 2009 41
Depreciation charge for the year 3
At 31 December 2009 44
Depreciation charge for the year 3
Transfer from property, plant and equipment 1
Disposals (5
At 31 December 2010 43
Net book value of investment property
At 31 December 2010 134
At 31 December 2009 111
At 1 January 2009 112
Fair value of Investment property
At 31 December 2010 233
At 31 December 2009 166
The farr values above are based on and reflect current market values as prepared by in-house professionals The valuations
were prepared by persons having the appropriate professional qualification, and with recent experience of valting properties
in the location and of the type being valued
2008
£m
Rental income from investment property 20
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Notes to the Group accounts continued

14. Equity accounted investments
Carrying value of equlity accounted investments

Share of  Purchased Carrying

net assets goodwill value

£m £m £m

At 1 January 2009 374 660 1,034
Share of resutts after tax - continumg operations 187 - 187
Share of resutts after tax — discontinued operations (note 2} 16 - 16
Disposal 28 - 28
Reclassification to intangible assets (note 11) - (253) (253)
Dwvidends — continuing cperations (74) - (74)
Ddends — discontinued operations (3) - (3)
Market value adjustments in respect of derivative financial instruments, net of tax 5 - 5
Actuarial losses on defined benefit pension schemes, net of tax (38) - (38)
Foreign exchange adjustment (31) (25) (56)
At 31 December 2009 464 382 846
Share of results after tax — continuing operations 131 - 131
Share of results after tax — discontinued operations (note 9) 2 - 2
Acquisitions 2 - 2
Equrty accounted investment funding 7 - 7
Disposal (125) (30) (155)
Dividends - continuing operations (67) - (67)
Dividends - discontinued operations {4) - (4)
Market value adjustments in respect of derivative financial instruments, net of tax 3 - 3
Actuanal gains on defined benefit pension schemes, net of tax 28 - 28
Foreign exchange adjustment 4 (10} (6}
At 31 December 2010 445 342 787

On 30 October 2009, the BVT Surface Fleet Limited (BVT} joint venture became a wholly-owned subsidiary of the Group after
VT Group plc (VT) exercised its option to sell 1ts 45% shareholding in BVT to BAE Systems (see note 29) As part of the
transaction, the Group's shareholding in Fleet Support Limited also increased from 55% to 100% On the date of the
transaction, the Group ganed full control of BVT, which was previously jointly controlled with VT

Goodwill ansing on the formation of the BVT joint venture in 2008 (£225m) and goodwill associated with the Group's initial 50%
shareholding in Fleet Suppornt Limited (£28m) was reclassified to intangible assets (see note 11) in 2002 in accordance with
IFRS 3 {2004)

On 3 June 2010, the Group sold half of its 20 5% shareholding in Saab AB to Investor AB for a cash consideration of
SEK1,041m (£92m) (see note 9) Following the loss of significant influence over the company, the Group has discontinued the
use of the equity method and the remaining shareholding in Saab 1s shown within other financial assets as a financial asset at
fair value through profit or loss at 31 December 2010 (see note 17) The Group's share of the results of Saab to the date of
disposal 15 shown within discontinued operations far the current and prior periods

Included within purchased goodwill 1S £59m (2009 £89m) relating to the goodwill ansing on acquisitions made by the Group's
equity accounted investments subsequent to their acquisition by the Group
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14. Equity accounted investments continued

Share of results of equity accounted Investments by operating group — continuing operations

Restated®
2010 2009
£m im
Share of results excluding finance ¢osts and taxation expense
Electronics, Intelligence & Support 1 1
Land & Armaments 8 (3)
Programmes & Support 249 77
International 143 135
HQ & Other Businesses 1 -
177 210
Financial (expense)/income (2) 2
Taxation expense (44) (25)
131 187
Share of the assets and liabflitles of equity accounted investments
2010 2009
£m £m
Assets
Non-current assets 803 990

Current assets

3,014 3,313

3,817 4,303

Liabilities
Non-current liabilities
Current habilties

(466) (678)
{(2,564) (2,779)

{3,030) (3,457)

Camying value 787 846
1 Restated following the sale of half of the Group s 20 5% shareholding in Saab AB and subsequent classification as & discontinued operation {see note 9)
Contingent liabilitles
The Group 1s not aware of any matenal contingent liabilities 1n respect of equity accounted investments
Princlpal equity accounted Investments

Group interest in Principally Country of
Jaint ventures Principal actwities allotted camtal operates In Incorporation
Eurofighter Jagdflugzeug GmbH Management and control of the 33% ordwinary Germany Germany

(Held by BAE Systerns pic) Typhoon programme

MBDA SAS Development and manufacture of

(Held via BAE Systems Electronics Limited guided weapons
and BAE Systems (Overseas Holdings)
Limited)

37 5% ordinary

Europe France

The Group compnses a large number of equity accounted investments and it 1s not practical to include ali of them In the above
list The iist therefore only includes those equity accounted investments which principally affected the Group accounts

A full ist of subsidiary, equity accounted investments and other associated undertakings as at 31 December 2010 will be

annexed to the Company’s next annual retumn filed with the Registrar of Companies
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Notes to the Group accounts continued

15. Other investments

2010 2009
£m £m
Non-current
Avallable-for-sale financlal assets
Equity secunties 11 6
11 6
Current
Avallable-for-sale financlal assets
Government bonds? 260 211
260 211
Reconcliliation of movements
2010 2009
£m £m
Non-current
At 1 January 6 6
Fair value movements 5 -
At 31 December 11
Current
At 1 January 211 -
Additions 40 209
Fair value movements 9 2
At 31 December 260 211
1 The govemment bands are held in & Trust i respect of the Group s UK pension schemes (see page 40)
16. Trade and other receivables
2010 2009
£m £m
Non-current
Other recewvables 218 156
Pension prepayment {note 21) 49 42
Prepayments and accrued income 15 3
282 201
Current
Long-term contract balances 6,586 7,034
Less attnbutable progress payments {5,680) (5,941)
Amounts due from contract customers 579 482
Amounts due from customers for contract work?® 1,485 1,575
Trade recevables 1,252 1,452
Amounts owed by equity accounted investments {(note 31} 307 207
Other receivables 200 274
Prepayments and accrued income 315 256
3,559 3,764

1 There are no retentions against longterm contracts (2009 £nil) and no amounts that are past dus within amounts dus from customers for contract work (2009 £nil}

The aggregate amount of costs incurred and recognised profits {less recognised losses) to date in respect of contracts in

progress at 31 December 2010 are estimated to be £31 9bn (2003 £36 9bn}
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16. Trade and other recelvables continued
The ageing of trade recevables i1s detalled below

2010 2009
Gross Provision Net Gross Pravision Net
£m £m £m £m £m £m
Not past due and not impaired 1,065 - 1,065 1,194 - 1,194
Up to 180 days overdue and not impaired 117 - 117 233 - 233
Up to 180 days overdue and impaired 1 (1) - 9 {2) 7
Past 180 days overdue and not impaired 70 - 70 18 - 18
Past 180 days overdue and impaired 40 (40) - 45 {45} -
1,293 {41) 1,252 1,499 {47) 1,452

Trade receivables are disclosed net of a prowsion for impairment losses Movement on the prowvision 15 as follows
2010 2009
£m £m
At 1 January 47 50
Created 23 36
Released (22) (27)
Exchange adjustments 1 {2)
Acquisitions - 2
Utilised {8) (12)
At 31 December 41 47

Other recevables do not contamn assets which are considered to be impawed

The Group has matenal receivables due from the UK, US and Saud! Arabian governments where credit nsk (s not considered an
iIssue For the remaining trade recevables, the provision has been calculated taking into account indmvidual assessments hased
on past credit history and prior knowledge of debtor insolvency or other ¢redit risk

17. Other financial assets and liabllities

2010 2010 2009 2009
Asgsets Liabilities Assets Llabilities
£m £m £m £m

Non-current
Cash flow hedges — foreign exchange contracts 57 (17) 100 (95)
Other foreign exchange/interest rate contracts 25 {178) 6 (166)
Debt-related dervative financial instruments — assets? 28 - 27 -
110 (255} 133 (261)

Current

Cash flow hedges — foreign exchange contracts 92 (68) 158 {54)
Other foreign exchange/interest rate contracts 53 {41) 48 (40)
Faw value of 10 25% shareholding in Saab AB 127 - - -
Debtrelated denvative financial instruments — assets? 17 - 12 -

289 (109) 216 (94)

1 Includes fair value hedges of £9m {2009 £26m)
2 Inctudes far value hedges of £17m (2008 £12m)

The debt-related denvative financial habilities are presented as a component of loans and overdrafts (see note 19}
The notional principal amounts of the outstanding contracts are detailed in note 30

Cash flow hedges

The hedged, highly probable forecast transactions denominated in foreign currency are predominantly expected to ocour at
vanous stages dunng the next 12 months The majority of those extending beyond 12 months are expected to have been
transacted within five years of the balance sheet date

Amounts debited to the hedging reserve in respect of cash flow hedges were £84m (2009 £393m)

The amount reclassified frem eguity to the income statement was £3m (2009 £nil) The amount credited from equity and
included In contract-related non-financial assets and liabilities was £1m {2009 debit £39m) The ineffective portion recognised
in the income statement that anses from cash flow hedges amounts to £3m (2009 £ni))

Falr value hedges

The net loss ansing In the income statement on farr value hedging instruments was £6m which comprises gains of £17m, less
losses of £23m (2009 loss £20m) The net gain ansing in the income statement on the fair value of the underlying hedged
items was £6m which comprises gains of £23m, less losses of £17m (2009 gain £20m) The neffective portion recognised

in the Income statement that anses from fair value hedges amounts to a gain of £6m {2008 £4mj)
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Notes to the Group accounts continued

18. Inventories
2010 2009

im
Short-term work-In-progress 245 451
Raw matenals and consumables 287 312
Fimshed goods and goods for resale 112 124
644 887

The Group recognised £10m {2009 £35m) as a write down of inventones to net realisable value

19. Loans and overdrafts

2010 2009
£m £m
Non-current
US$1bn 6 4% bond, repayable 2011 - 645
Class B and Class G certificates, final instalments 2013 266 379
Euro-Sterling £100m 10%% bend, repayable 2014 100 100
US$500m 4 95% bond, repayable 2014 318 308
US$750m 5 2% bond, repayable 2015 477 463
Albertville Hangar Bond, repayable 2018 6 6
US$1bn 6 375% bond, repayable 2019 645 808
US$500m 7 5% bond, repayable 2027 317 307
Debt-refated denvative financial instruments — liabilities 4 23
Obligations under finance leases - 1
2,133 2,840
Current
Bank loans and overdrafis 11 15
US$500m 4 75% bond, repayable 2010 - 322
US$1bn 6 4% bond, repayable 2011 656 -
Class B and Class G certificates, final instalments 2011/2013 108 110
Debt-related denvative financial instruments — liabiities 1 -
US$ Commercial Paper 144 -
Obligations under finance leases - 6
920 453
The maturity of the Group’s borrowings 1s as follows
’ Between ona
Less than and five More than
one year years five years Total
£m £m £m £m
At 31 December 2010
Carrying amount?! 920 1,171 962 3,053
Debtrelated derivative financial instruments - assets (17} (9) (19) (45)
Carrying amount Including debt-related derivative financlal instruments - assets 903 1,162 943 3,008
Contractual cash flows, Including future interest payments 1,052 1,548 1,390 3,990
At 31 December 2009
Carrying amount? 453 1,453 1,387 3,293
Debt-related dernvative financial instruments — assets (12) (26) (1) (39)
Carrying amount including debt-related dernvative financial instruments — assets 441 1,427 1,386 3,254
Contractual cash flows, including future interest payments 583 1,849 1,890 4,322
1 The carying amount of loans and overdrafts at 31 December 2010 excludes debt-related derh financial assets of £45m {2009 £39m) presented as ather financial assets

Contractual cash flows in respect of all other financial hatihties are equal to the balance sheet carrying amount Current
contractual amounts relating to other financtal liabilities, such as trade payables, are settled within the normal operating cycle
of the business
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19. Loans and overdrafts continued

The US$1bn 6 4% bond, repayable 2011, has been partially converted to a floating rate bond by utilising a senes of interest
rate swaps US$500m has been swapped to a floating rate until maturity of the bond in 2011 This has been overlaid by
US$300m of floating to fixed interest rate swaps that fix the interest payments at a lower rate than the onginal coupon

The effective interest rate dunng 2010 was 5 16% with an interest rate split on the bond at 31 December 2010 being
US$800m fixed and US$200m floating

The Class B and Class G certificates are repayable in 2011 and 2013, respectively, with fixed US$ coupon rates of 7 16%

and 6 66%, gving a weighted average interest rate of 6 88% At 31 December 2010, the gross cutstanding principal due 1s
US$571m Of this balance, US$197m has been converted to a sterling floating rate bond by utihsing a senes of cross-currency
swaps Subsequently, £114m has been re-ffixed utiising a sterling interest rate swap The overall effective rate dunng 2010 1s
2 86% on these elements

The US$500m 4 95% bond, repayable 2014, was converted on 1ssue to a floating rate bond utihsing a senes of interest rate
swaps giving an effective rate dunng 2010 of 2 45%

The Albertville Hangar Bond ts a floating rate bond with an effective interest rate of 3 24% This bond has been converted to
a fixed rate using a floating to fixed rate swap, fixing the rate at 3 52%

US$500m of the US$1bn 6 375% bond, repayable 2019, has been converted to a floating rate bond utihsing a senes of
interest rate swaps that mature in December 2014 and give an effective rate during 2010 of 5 0%

The US$500m 7 5% bond, repayable 2027, was converted at 1ssue to a sterling fixed rate bond by utilising a cross<urrency
swap and has an effective interest rate of 7 73%

The US$500m 4 75% bond, repayable 2010, was converted on 1ssue to a floating rate bond by utilising interest rate swaps
giving an effective rate duning 2010 of 3 67% The bond was repaid In August 2010

The debtrelated dervative financial instruments represent the fair value of certain interest rate ang cross-currency derivatives
relating to the US$1bn 6 4% bond, repayable 2011, Class B and Class G certificates, final instalments 2011/2013, the
Us$1bn 6 375% bond, repayable 2019, and the US$500m 7 5% bond, repayable 2027 These dervatives have been entered
into specifically to manage the Group’s exposure to foreign exchange or interest rate nsk

Finance lease obligations

2010 2009
£m £m

Finance lease habilties — minimum lease payments due
Not later than one year - 7
Later than one year and not later than five years - 1
- 8
Future finance charges on finance leases - (1)
Present value of finance lease liabllities - 7

Present value of finance lease labilities — payments due
Not later than one year - 6
Later than one year and not later than five years -

[

The average interest rate on finance lease payables at 31 December 2009 was 5%
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Notes to the Group accounts continued

20. Trade and other payables

Restated!
2010 2009
£m £m
Non-current
Amounts due to long-term contract customers 181 142
Cash received on customers’ account? for long-term contracts - 5
Other payables 339 332
Accruals and deferred income? 174 43
6§94 522
Current
Amounts due to long-term contract customers 5,036 5,696
Amounts due to other customers 1923 216
Cash received on customers’ account?
Long-term contracts 7 14
Others 9 1
Trade payables 1,114 1,063
Amounts owed to equity accounted investments (note 31) 1,232 1,353
Other taxes and social security costs 57 51
Other payables® 636 851
Accruals and deferred income 1,068 1,136

9,352 10,381

Included above

Restated?
2010 2009
£m £m
Amounts due to long-term contract customers 5,224 5,857
Advances from long-term contract customers, including progress payments in respect of work not yet
performed 5,026 5,416
1 Restated following finalisatan of the fawr values recognised on acquisition of the 45% sharehoiding in BVYT Surface Fleel Limtexd {see note 29)
2 Cash recened on Cusiomers account 1S the unexpanded cash recerved from customers in advance of delivery which 15 subjact to advance payment guarantees unrelated to Group

performance

3 Includes £125m & 31 December 2010 in respect of the three Offshore Patrol Vessels under the termmated Tnnidad and Tobago contract

4 Other payables at 31 December 2009 mciudes the regulatory penatues of £278m reflectng the global settiement of the regulatory gations by the US Dep t of Justce {DoJ) and
the UK 5 Senous Fraud Office {SFO) Other payabies a1 31 December 2010 includes £30m in respect of the global settlement with the UK s SFO following payment of the DoJ penalty dunng
the year

21. Retirement benefit obligations

Pension plans

BAE Systems plc operates pension plans for the Group's qualifying employees in the UK, US and other countnes The principal
plans in the UK and US are funded defined benefit plans, and the assets are held in separate trustee administered funds

The plans 1n other countries are defined contribution plans Pension plan valuations are regularly carrnted out by independent
actuanes to determune pension costs for penston funding and to calculate the IAS 19, Employee Benefits, defict

The disclosures below relate to post-retirement benefit plans in the UK, US and other countries which are accounted for as
defined benefit plans In accordance with IAS 19 The valuations used for the |AS 19 disclosures are based on the most recent
actuanal valuation undertaken by independent qualified actuanes as updated to take account of the requirements of IAS 19 to
assess the deficits of the plans at 31 December each year Plan assets are shown at the bid value

Post-retirement benefits other than pensions

The Group also operates a number of non-pension post-retirement benefit plans, under which certain employees are eligible to
receive benefits after retirement, the majonty of which relate to the provision of medical benefits to retired employees of the
Group’s subsidianies in the US The latest valuations of the pnncipal plans, covenng retiree medical and hfe insurance plans in
certain US subsidianes, were performed by independent actuaries as at 1 January 2010 These plans were rolied forward to
reflect the information at 31 December 2010 The method of accounting for these 1s similar to that used for defined benefit
pension plans
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21. Retirement benefit obligations continued
The financial assumptions used to calculate liabilitles for the principal plans are’

UK us
2010 2008 2008 2010 2009 2008
% % % % % %
Duscount rate 55 57 63 55 59 65
Inflation rate 34 35 29 30 30 30
Rate of increase In salanes 4.4 45 39 4.5 45 55
Rate of increase for pensions in payment 23-36 23-37 22-34 - - -
Rate of increase for deferred pensions?! 28-34 35 29 - - -
Longterm healthcare cost increases - - - 53 53 53

1 The assumption for the rate of deferred pension incresses of 2 8% s n respect of those schemes which refer to the Consumer Prees Index as the relevant measure

The assumptions used are estimates chosen from a range of possible actuanal assumptions which, due to the timescale
covered, may not necessarily occur in practice The bid values of plan assets, which are not intended to be realised in the short
term and may be subject to significant change before they are realised, and the present values of plan liabihties, which are
derived from cash flow projections over long penods and therefore inherently uncertain, as at 31 December are shown in the
tables below

Discount rate assumptions are based on third-party AA corporate bond indices and yields that reflect the matunty profile of

the expected benefit payments The inflation rate assumptions are derived by reference to the difference between the yields
on index inked and fixed-interest long:term government bonds, or advice from the local actuary depending on the available
information The inflation assumptions are used to derive the rate of increase for pensions in payment and the rate of increase
in deferred pensions where there I1s such an increase

For its UK pension arrangements the Group has, for the purpose of calcutating its habilities as at 31 December 2010, continued
1o use PA 00 medium cohort tables based on year of birth (as published by the Institute of Actuanes) for both pensioner and
non-pensioner members Iin conjunction with the results of an Investigation into the actual mortality expernience of plan members
In addition, this mortality has been subject to a mimimum assumed rate of future annual mortality improvements of 1% For its
US pension arrangements, the mortality tables used are RP 2000 projected to 2018 for pensioners and projected to 2025 for
non-pensionars The current life expectancies underlying the value of the accrued lhabilities for the main UK and US plans range
from 19 to 23 years for current male pensioners at age 65 and 21 to 26 years for curent female pensioners at age 65

The Group has a number of healthcare arrangements In the US The lang-term healthcare cost increases shown in the table
above are based on the assumptions that the increases are 8 0% 1n 2011 reducing to 5% by 2017 for pre-retirement and 8 5%
In 2011 reducing to 5% by 2018 for post+etirement

A summary of the movements in the retirement benefit obligations 1s shown below The full disclosures, as required by IAS 19,
are provided in the subsequent information

Summary of movements In retirement benefit obligations

us and
UK other Tatal
£m £m £m
Total IAS 19 deficit at 1 January 2010 {5,006) {610) (5,616)
Actual return on assets above expected retumn 917 126 1,043
Decrease/(increase) in liabiities due to changes in assumptions 314 (259) 55
Additional contnbutions 301 - 301
Recurring contributions in excess of service cost 193 60 253
Past service cost (39) - (39)
Curtailment gains - 2 2
Net financing (charge)/credit (118) 15 {103)
Exchange translation - (21) (21)
Movement in US healthcare plans - 22 22
Total IAS 19 deficit at 31 December 2010 (3,438) {665) (4,103)
Allocated to equity accounted investments and other participating employers 696 — 696
Group’s share of IAS 19 deficit excluding Group's share of amounts allocated to equity
accounted Investments and other participating employers at 31 December 2010 (2,742) (66%) (3,407)

The decrease in UK labiliies due to changes n assumptions includes a benefit of £348m ansing from the change from the
Retail Prices Index to the Consumer Prices Index as the measure of price inflation for the purposes of determining minimum
statutory pension increases With the exception of the BAE Systems 2000 Pension Plan (2000 Plan), this change has affected
all of the Group’s UK pension schemes for deferred pension increases, but has only affected two of the Group’s smaller
schemes for Increases to pensions in payment
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Notes to the Group accounts continued

21. Retirement benefit obligations continued

Dunng the year, the Group contnbuted an additional £25m into Trust for the benefit of the Group's mamn pension scheme
{2009 £225m) The cumulative contributions totalling £250m are reported within other iInvestments (£260m after cumulative
far value gains of £11m) and cash and cash equivalents (£1m} at 31 December 2010, and the use of these assets 1s
restricted under the terms of the Trust The Group considers these contributions to be equivalent to the other lump sum
contrnibutions it makes into the Group's pension schemes and, accordingly, presents below a defimition of the pension deficit
including them

2010 2009
£m £m
Group's share of IAS 19 deficr, net {3,407) (4,637)
Assets held in Trust 261 227
Pension deficit {as defined by the Group) (3,148) (4,410)
Amounts recognised on the balance sheet
2010 2009
UK defined US and UK defined USs and
benefit other us benefit other us
pension pension  healthcare pension pension  healthcare
plans plans plans Total plans plans plans Totat
£m £m £m £m £m £m £m £m
Present value of unfunded obligations (28) (138) {11) (177 (10) (115) (11) (136)
Present value of funded obligations {17,990) (3,002) (137) (21,429) (17,776) (2,587) (140) (20,503)
Fair value of plan assets 14,580 2,496 127 17,203 12,780 2,135 108 15,023
Total IAS 19 deficit, net (3,438) (644) {21) (4,103) {5,006) (567) (43) (5,616}
Allocated to equity accounted
investments and other participating
employers 696 - - 696 979 - - 979
Group’s share of IAS 19 deficit, net (2,742) (644) (21) (3,407) (4,027) (B67) (43) (4,637}
Represented by
Pension prepayments {(within trade
and other receivables) - 49 - 49 - 42 - 42
Retirement benefit obligations {(2,742) {693) (21) (3,456) (4,027) (609) 43y (4,679)
{2,742) {644) {21) (3,407) (4,027) (567) {43y (4,837)
Group's share of |AS 19 deficit of
equity accounted Investments (88) - - (88) (128) - - (128}
Amounts for the current and previous four years are as follows
2010 2009 2008 2007 2006
Defined benefit penslon plans £m £m £m £m £m
Defined benefit obligations (21,458) (20,488) (17,133) (17,109) (17,456)
Plan assets at bid value 17,076 14,915 12,978 15,110 14,289
Total deficit before tax and allocation to equrty accounted investments
and other participating employers (4,082) (5,573) (4,455) (1,999) (3,167)
Actuanal gain/{loss) on plan labilities 55 (3,342) 1,433 952 473
Actuanal gain/{loss) on plan assets at bid value 1,043 1,258 {3,724) {156) 521

Total cumulative actuanal losses recognised In equity since the transition to IFRS are £2 5bn (2009 £3 4bn)

Certain of the Group's equity accounted investments participate in the Group's defined benefit plans as well as Airbus SAS,
the Group's share of which was disposed of duning 2006 As these plans are muli-employer plans the Group has allocated
an appropnate share of the IAS 19 pension deficit to the equity accounted investments and 1o Airbus SAS based upon a
reasonable and consistent allocation method intended 1o reflect a reasonable approximation of therr share of the deficit The
Group's share of the IAS 19 pension deficit allocated to the equity accounted investments 15 included in the balance sheet
within equity accounted investments In the event that an employer who participates in the Group's pension schemes fails or
cannot be compelled te fulfil its obligations as a participating employer, the remaining participating employers are obliged to
collectively take on its obligations The Group considers the likelihood of this event ansing as remote
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21. Retirement benefit obligations continued
Assets of defined benefit pension plans

2010
UK us Total

Expected Expected

teturn return
£m % % £m % % £m %
Equities 8,544 59 8.25 1,690 68 9.0 10,234 60
Bonds 4,765 33 47 613 25 6.0 5,378 31
Property? 1,084 7 6.0 108 4 7.0 1,192 7
Other 187 1 1.0 85 3 4.0 272 2
Total 14,580 100 68 2,496 100 8.0 17,076 100

2009
UK us Total

Expected Expected

retum retumn
im % % £m % % £m %
Equities 8,195 64 825 1,384 65 225 9,579 64
Bonds 3,411 27 48 551 26 60 3,962 27
Property? 960 7 60 101 5 70 1,061 7
Other 214 2 10 99 4 40 313 2
Total 12,780 100 70 2,135 100 81 14,915 100

1 Includes £181m {2009 £168m) of properties ccoupied by Group companies

When setting the overall expected rate of return on plan assets, historical markets are studied, and long-term histoncal

relationships between equities and bonds are preserved This 1s consistent with the widely accepted capital market principle
that assets with higher volatihity generate a greater return over time  Current market factors such as inflation and interest
rates are evaluated before expected return assumptions are determined for each asset class The overall expected return1s
established with proper consideration of diversification and rebalancing Peer data and hustorical returns are reviewed to check

for reasonableness and appropriateness

Changes In the fair value of plan assets are as follows:

UK defined Us and
benefit ather us
pension pension  healthcare

plans plans plans Total

£m £m £m £m

Value of plan assets at 1 January 2009 11,159 1,819 92 13,070
Expected return on assels 765 141 6 912
Actuanal gain 994 264 13 1,271
Actual return on assets 1,759 405 19 2,183
Contributions by employer 421 216 13 650
Contributions by employer in respect of employee salary sacrifice arrangements 107 - - 107
Total contnbutions by employer 528 216 13 757
Members' contributions (including Department for Work and Pensions rebates) 36 18 - 54
Currency loss - (198) (10) (208)
Benefits paid (702} (125} (6) (833)
Value of plan assets at 31 December 2009 12,780 2,135 108 15,023
Expected return on assets 883 180 8 1,071
Actuaral gain 917 126 8 1,051
Actual return on assets 1,800 306 16 2,122
Contrnibutions by employer 653 113 B 774
Contributions by empioyer in respect of employee saiary sacrifice arrangements 108 — - 108
Total contributions by employer 761 113 8 882
Members’ contributions (including Department for Work and Pensions rebates) 37 16 - 53
Currency gain - 65 3 68
Benefits paid (798) (139) (8) (945)
Value of plan assets at 31 December 2010 14,580 2,496 127 17,203
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Notes to the Group accounts continued

21. Retirement benefit obligations continued

Changes In the present value of the defined benefit obligations before allocation to equity accounted investments and other

participating employers are as follows:

UK defined us end
benefit other us
pension pension  healthcare

plans plans plans Total

£m £m £m im

Defined benefit obligations at 1 January 2009 (14,231) (2,902} {153) (17,286)
Current service cost (92) (70} {3) {165)
Contrlbutions by employer in respect of employee salary sacrifice arrangements (107) - - (107)
Total current service cost (199) (70} (3) (272)
Members' contnbutions {including Department for Work and Pensions rebates) (36) (18} - (54)
Past service cost (18) (3) - (21)
Actuanal loss on liahilities {3,120) (222} {8) (3,350)
Curtalment gains - 261 - 261
Interest expense (884) (167} (9) (1,060)
Currency gain - 294 16 310
Benefits patd 702 125 6 833
Defined benefit obligations at 31 December 2009 (1.7,786) (2,702) {151) (20,639)
Current service cost (159) {53) (2) {214)
Contributions hy employer In respect of employee salary sacrifice arrangements (108) - - {108)
Total current service cost (267) (53) (2) (322}
Members' contnbutions (including Department for Work and Pensions rebates) (37) (16) - (53)
Past service cost (39) - - 39
Actuanal gain/{loss) on liabilities 314 (259) 6 61
Curtailment gains - 2 5 7
Interest expense {1,001) (165) {8 (1174)
Currency loss - (86) &) (92)
Benefits paid 798 139 8 a45
Defined benefit obligations at 31 December 2010 (18,018} (3,140} (148) (21,306)

Contributions

The Group contributions made to the defined benefit plans in the year ended 31 December 2010 were £695m (2009 £546m)

excluding those amounts allocated to equity accounted investments and participating employers (£71m) This includes

contrbuttons of £157m into the UK schemes relating to the £500m share buyback programme completed in July 2010 and
£51m into the 2000 Plan following the tnennial actuarial valuation of that scheme In 2011, the Group expects to make regular

contributions at a similar level to those made 1n 2010

The Group incurred a charge in respect of the cash contnbutions of £110m (2009 £127m) paid to defined contnbution plans for

employees It expects to make contnibutions of £108m to these plans in 2011
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21. Retirement benefit obligations continued

The amounts recognlsed in the Income statement after allocation to equity accounted investments and other participating

employers are as follows*

2010 2009
UK defined US and UK defined Us angd
benefit other us benefit other us
penslon pension  healtthcare pension penslon  healthcare
plans plans plans Total plans plans plans Total
£m £m £m £m £m £im £m £m
Included In operating costs
Current service cost {130) (53) (2) {185} (80} (70) 3) {153}
Past service cost (29) - - (29) (14) (3) - (17}
(159) (53) {2) (214) (94) (73) {3} (170)
Included In other income:
Pension curtailment gains - 2 - 2 - 261 - 261
US healthcare curtallment gains - - 5 5 - - ~ -
- 2 5 7 - 261 - 261
Included In finance costs:
Expected return on plan assets 728 180 8 916 630 141 6 777
Interest on obligations (823) (165) {8) (996) (724) (167) (9) (200)
{95) 15 - (80) {94) (26) {3 (123)
tncluded In share of results of equity
accounted investments:
Group's share of equity accounted
investments' operating costs (8) - - (8} (9) - - (9)
Group’s share of equity accounted
investments' finance costs (3) - - (3) {(3) - - (3)

A one percentage point change In assumed healthcare cost trend rates would have the following effects

{Increase)/decrease 1n the aggregate of senvice cost and interest cost

{Increase)/decrease in defined benefit cbligations

One percentage One percentage
point increase point decrease
£m £m

©2) 01

24 17

A 0 5 percentage point change in net discount rates used to value liabliitles would have the following effect:

0 5 percentage
point Increase

0 5 percentage
pount decrease

£bn £bn
Decrease/{Iincrease) in defined benefit obligations 17 (17}
22. Provisions
Legal
Warrantles and Reorganisations coritractual
Alrcraft aftersales - continuing and
financing senice cperations  environmental Other Total
£m £m £m £m £m £m
Non-current 20 89 21 169 68 377
Current 18 64 126 263 81 552
At 1 January 2010 38 163 147 432 149 929
Created 5 69 204 164 21 463
Released (5) {24) {16} (55) (33) (133)
Utiised (20) (34) (104} (47} (31) (236)
Provisions and fair values ansing on
acquisitions {note 29) - - - 4 12 16
Discounting 2 - - 16 3 21
Exchange adjustments - 7 - 7 3 17
At 31 December 2010 20 181 231 521 124 1,077
Represented by
Non-current - 107 7 242 69 425
Current 20 74 224 279 55 652
20 181 231 521 124 1,077
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Notes to the Group accounts continued

22. Provislons continued

Alrcraft financing

The provision includes probable exposures under residual value guarantees 1ssued by the Group on previous sales transactions
The Group has provided residual value guarantees in respect of certain commercial aircraft sold At 31 December 2010, the
Group's gross exposure to make future payments in respect of these arrangements was £33m (2009 £48m) The Group’s net
exposure to these guarantees 1s covered by the provisions held of £18m (2009 £32m) and the residual values of the related
aircraft of £18m (2009 £12m)

Warranties and after-sales service

Warranties and after-sales service are provided in the normal course of business with provisions for associated costs being
made based on an assessment of future claims with reference 1o past expenence Such costs are generally incurred within
three years post-delivery Whilst actual events could result in potentially significant differences to the quantum but not the
timing of the outflows in relation to the provisions, management has reflected current knowledge in assessing the prowision
levels

Reorganlsatlions — continuing operations

The costs associated with the reorganisation programmes are supported by detailed plans and based on previous expenence ‘
as well as other known factors Such costs are generally incurred within one to three years There 1s imited volatility around the |
timing and amount of the ultimate outflows related to these provistons i

The reorganisation provisions totalling £204m created n 2010 include £60m for which the Group 15 contractually entitled
to reimbursement from the customer This amount 1s included in prepayments and accrued income at 31 December 2010
(see note 16)

Legal, contractual and environmental provisions
The Group holds prowisicns for expected legal, contractual and environmental costs that it expects to incur over an extended
penod

These costs are based on past expenence of simiar items and other known factors and represent management’s best
estimate of the hkely outcome

Reflecting the inherent uncertainty within many legal proceedings, the timing and amount of the outflows could differ
significantly from the amount provided

There are no individually significant amounts included in the legal, contractual and environmentat provisions created in 2010
totalling £164m

Other provisions
There are no indmdually significant provisions included within other provisions '

23. Contingent liahilities and commitments

Guarantees and performance bonds
The Group has entered into a number of guarantee and performance bond arrangements in the normal course of business
Prowision 1s made for any amounts that the directors consider may become payable under such arrangements

Operating lease commitments — where the Group is the lessee

The Group leases varnous offices, factones, shipyards and arcraft under non-cancellable operating lease agreements The
leases have varying terms including escalation clauses, renewal nghts and purchase options None of these terms represent
unusual arrangements or create matenal onerous or heneficial nghts or obligations

The future aggregate mimmum lease payments under non<cancellable operating leases and associated future minimum
sublease income are as follows

2010 2009
£m £m

Payments due
Not later than one year 222 180
Later than one year and not later than five years 608 571
Later than five years 670 704

1,500 1,455

Total of future minimum sublease iIncome under noncancellable subleases 254 286

Capital commitments
Capital expenditure contracted for but not provided for in the accounts 1s as follows

2010 2009
£m £m |
Property, plant and equipment 103 126 |
Intangible assets 4 7 |
107 133
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24, Share capital and other reserves

Share capltal
Equity Non-equity Total
Ordmnary shares Special Share
of 2 5p each of £1
Number of Nominal Number of Norminal Nominal
shares value shares value value
m £m £ im
issued and fully paid
At 1 January 2009 3,682 90 1 1 80
Exercise of opuons 3 - — _ _
At 1 January 2010 3,585 o 1 1 90
Exercise of options 2 - - - -
At 31 December 2010 3,687 90 1 1 90

Speclal Share

One Special Share of £1 1n the Company 15 held on behalf of the Secretary of State for Business, Innovation and Skills (the
Special Shareholder) Certain provisions of the Company’s Articles of Association cannot be amended without the consent of
the Special Shareholder These provistons include the requirement that no foreign person, or foreign persons acting in concert,
can have more than a 15% voung interest in the Company, the requirement that the majonty of the directors are Bntish, and the
requirement that the Chief Executive and any executive Chairman are British citizens The effect of these requirements can also
be amended by reguiations made by the directors and approved by the Special Shareholder

The Special Shareholder may require the Company at any time to redeem the Special Share at par or to convert the Special
Share into one ordinary voting share The Special Shareholder 1s entitled to receive notice of and to attend general meetings
and class meetings of the Company’s shareholders but has no voting right, nor other rights, other than to speak n relation to
any business In respect of the Special Share

Treasury shares
Dunng the year, 143,951,447 ordinary shares of 2 5p each were repurchased under the buyback programme completed in
July 2010

As at 31 December 2010, 178,377,628 (2009 43,952,360} crdinary shares of 2 5p each with an aggregate nominal value of
£4,459,441 (2009 £1,098,809) were held in treasury Dunng 2010, 9,526,179 treasury shares were used to satisfy awards
and options under the Share Incentive Plan and the Share Matching Plan (2009 11,086,593 to satisfy awards and options
under the Share Incentive Plan and the Save-As-You-Eam Share Option Scheme)

Own shares held
Own shares held, including treasury shares and shares held by BAE Systems ESOP Trust, are recogmised as a deduction from
retained earnings

BAE Systems ESOP Trust
The Group has an ESOP discretionary trust to administer the share plans and to acquire Company shares, using funds loaned
by the Group, to meet commitments to Group employees A dividend waiver was in operation for shares within the ESOP Trust,
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Notes to the Group accounts continued

24. Share capital and other reserves continued

Other reserves
Merger Statutory  Reva'uation  Translation Hedging

resenve reserve resene reserve reserve Total

£m £m £m £m £m £m

At 1 January 2010 (restated’) 4,589 202 10 485 113 5,399

Currency translation on foreign currency net investments

Subsidiaries - - - 160 - 160
Equrty accounted investments - - - (6) - (6)
Amounts charged to hedging reserve - - - - 84) (84)
Recycling of cumulative currency translation reserve on disposal - - - {17) - {17}
Recycling of cumulative net hedging reserve on disposal - - - - 4 (4)
Current tax on items taken directly to equity - - - - (2} (2)
Deferred tax on items taken directly to eguity - - - - 24 24
At 31 December 2010 4,589 202 10 622 a7 5,470

1 Revaluation reserve reduced by £64m following finatisation of the fair values recognised on acquisition of the 45% sharehoiding in BVT Suface Aeet Limited (see note 28)

Merger reserve

The merger reserve arose on the acquisition of the Marconi Electronic Systems {MES) business by Briush Aerospace in 1999
to form BAE Systems, and represents the amount by which the fair value of the shares 1ssued by British Aerospace as
consideration exceeded their nominal value

Statutory reserve
Under Section 4 of the British Aerospace Act 1980 the statutory reserve may only be apphed in paying up unissued shares of
the Group to be allotted to members of the Group as fully paid bonus shares

Revaluatian reserve
The revaluation reserve relates to the revaluation at fair value of the net assets previously held as an equrty accounted
tnvestment relating to the BVT joint venture on the acquisition of the remaiming 45% interest in 2009

Translation reserve
The translation reserve comprises all foreign currency differences ansing from the translation of the financial statements of
foreign operations

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

Details of the terms and conditions of each share option scheme are given In the Remuneration report on pages 96 to 119

Executlve Share Option Scheme (ExS0S)
Equity-settled options

2010 2009
Weighted Weighted
average average
Number of exerclse Number of exercise
shares price shares price
‘000 £ ‘000 £

Outstanding at the beginning of the year
Exercised during the year
Expired dunng the year

18,230 348 23,731 349
(3,242) 2.26 {1,931) 240
(2,381) 4.13 (3,570) 414

Outstanding at the end of the year

12,607 3.67 18,230 348

Exercisable at the end of the year

12,607 3.67 13,506 309

Cash-settled share appreciation rights

2010 2009
Weighted Weighted
average average
Number of exercise Number of exercise
shares price shares pnce
‘000 £ Q00

Outstanding at the beginning of the year
Exercised during the year
Expired during the year

10,088 2.62 12,667 265
{1,531) 2.25 (1,420) 215
{2,700} 374 (1,159) 354

Outstanding at the end of the year

5,857 2.20 10,088 2862

Exercisable at the end of the year

5,857 2.20 10,088 262

2010 2009

Equity-settled Cash-settied Equity-settled Cash-settled

Range of exercise price of outstanding options (£) 1.72-479 172-356 172-47% 172-398

Weighted average remaining contracted Iife (years) 5 3 5] 3

Expense/(credit) recognised for the year (£m) 2 (2) 2 {2
Performance Share Plan (PSP}

Equity-settled options

2010 2009

Number of  Number of

shares shares

000 000

Cutstanding at the beginning of the year
Granted durning the year

Exercised during the year

Expired dunng the year

26,195 20,880
11167 12,701
(3,123) (4,445)
(5,962) (2,941)

Outstanding at the end of the year

28,277 26,195

Exercisable at the end of the year

1,029 2,212

Cash-settled share appreciation nghts

2010 2009

Number of  Number of

shares shares
‘000 000
Qutstanding at the beginning of the year 817 3,143
Exercised duning the year (780) (2,291
Expired during the year (12) (35)
Qutstanding at the end of the year 25 817
Exercisable at the end of the year 25 -
2010 2009
Equity-settied Cash-settied Equity settled Cash-settled

Weighted average remaining contracted hife {years) 5 1 5 2
Welghted average fair value of options granted (£) 3.00 - 281 -
Expense recognised for the year (£m) 14 - 8 1

The exercise price for the PSP 1s £ni} (2009 £nil)
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Notes to the Group accounts continued

25. Share-based payments continued

Restricted Share Plan (RSP)
All awards are equity-settled

2010 2009
Number of  Number of
shares shares
‘000 000
Outstanding at the beginning of the year - 216
Exercised dunng the year - (216)
Qutstanding at the end of the year - -
2010 2009
Expense recognised for the year (Em) - —
The exercise price for the RSP 1s £mil (2009 £rul)
Share Matching Plan (SMP)
All awards are equity-settled
2010 2009
Number of  Number of
shares shares
‘000 000
Outstanding at the beginning of the year 8,680 1,811
Granted dunng the year 5,881 7,661
Exercised during the year (307) (94)
Expired dunng the year {1,229) (698)
QOutstanding at the end of the year 13,025 8,680
Exercisable at the end of the year - -
2010 2009
Weighted average remaining contracted hife (years) 2 2
Weighted average fair value of options granted (£} 3.80 343
Expense recognised for the year (£m) 2 3
The exercise price for the SMP s £ni! (2009 £nil}
Save-As-You-Eam (SAYE)
Equity-settled options
2010 2009
Welghted Weighted
average average
Number of exercise Number of exercise
shares price shares price
‘000 £ 000 £
Outstanding at the beginning of the year 4 1.56 4,636 156
Exercised dunng the year (4) 156 (4,550) 156
Expired dunng the year - - {82) 154
Qutstanding at the end of the year - - 4 156
Exercisable at the end of the year - - 4 156
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25. Share-based payments continued

Cash-settled share appreciation rights

2010 2009
Weighted weighted
average average
Number of oxercise Number of exercise
shares price shares price
‘000 £ 000 £
Qutstanding at the beginring of the year - - 2,895 356
Exercised duning the year - - (342) 356
Expired dunng the year - - (2,546) 356
Qutstanding at the end of the year - - - -

2010 2009

Equity-settled Cash-settled Equity settled Cash-settled
Range of exercise price of outstanding options (£} - - 156 -

Credit recogmsed for the year (£m) - - —

)

Detalls of options granted in the year

The fair value of both equity-settled awards granted in the year has been measured using the weighted average inputs below

and the following valuation models
PSP - Monte Carlo
SMP — Dividend valuation model

2010 2009
Range of share price at date of grant {£) 3.23-38B0 323-343
Exercise price (£) - -
Expected option life (years) 3-4 3-4
Votatity 33-34% 34%
Spot dividend yield - A2_46%
Risk free interest rate 1.0-18% 17-18%

Volatility was calculated with reference to the Group’s weekly share price volatility, after allowing for dividends and stock splits,

for the greater of 30 weeks or for the penod until vest date
The average share price in the year was £3 42 (2002 £3 44)

The hability In respect of the cash-settled elements of the schemes shown above and reported within hability provisions at

31 December 2010 15 £56m (2009 £12m)
The intrinsic value of cash-settled options that have vested at 31 December 2010 1s £6m (2009 £10m)
Share Incentive Plan

The Group also incurred a charge of £29m {2009 £31m) in respect of the allemployee free shares element of the Share

Incentive Plan
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Notes to the Group accounts continued

26. Reconclliation of operating business cash flow

2010 2008
£m £m
Cash inflow from operating activities 1,535 2,232
Assets contnbuted to Trust {25) {225}
Purchases of property, plant and equipment, and investment propernty (408) (483)
Purchases of intangible assets (19) (42)
Proceeds from sale of property, plant and equipment 68 35
Proceeds from sale of investment property 2 -
Equrty accounted investment funding (7) -
Dividends recewved from equity accounted investments 71 77
Cash held for chantable contribution tc Tanzama (30) -
Operating business cash flow 1,187 1,595
Electronics, Intelligence & Support 568 380
Land & Armaments 858 480
Programmes & Support 227 285
International 195 813
HQ & Other Businesses (665) (366)
Discontinued operations 4 3
Operating business cash flow 1,187 1,595
27. Net (debt)/cash (as defined by the Group)
2010 2009
£m £m
Debt-related dervative financial instrument assets — current 17 12
Debt-related dervative financial instrument assets — non-current 28 27
Other investments - current 260 211
Cash and cash eguivalents 2,813 3,693
3,118 3,943
Loans = non-current (2,133) (2,840)
Loans -~ current (909) (438)
Overdrafts - current {11) (1.5)
Loans and overdrafts -~ current {920) (453)
Less Cash received on customers’ account! (16) (20)
Less Assets held in Trust {261) (227)
Less Cash held for charitable contribution to Tanzania {30) -
(3,360) (3,540)
Net (debt)/cash (as defined by the Group) (242) 403
Movement In net (debt)/cash (as defined by the Group)
2010 2009
£m £m
Operating business cash flow 1,187 1,595
Interest (173) (186)
Taxation (352) (350)
Free cash inflow 662 1,059
Acquisiuions and disposals (88) (253)
Debt acquired on acquisition of subsidiary undertakings - (1)
Proceeds from 1ssue of share capital 6 5
Equity dwvidends paid {574} (534)
Dwvidends paid to noncontrolling interests {32) (5)
Purchase of own shares, including treasury shares (526) (25)
Cash {outflow)/inflow from matured denvative financial instruments (123) 36
Cash inflow/{outflow) from movement in cash collateral 1 {11)
Movement in cash receved on customers’ account? 7 (12)
Foreign exchange translation (20) 262
Other non-cash movements 32 (157)
Movement in net (debt)/cash (as defined by the Group) {645) 364
Opening net cash (as defined by the Group} 403 39
Closing net {(debt)/cash (as defined by the Group} {242) 403

1 Cash received on customers eccourt 1S the unexpended cash recened from customers in sdvance of delivery which is subject to advance payment guarantees unrelated to Group
performance # is included within trade and other payables
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27. Net {debt)/cash (as defined by the Group) continued

Cash flows In relatlon to acquisitions and disposals

Cash  Cash and cash

(consideratlon)/ equivalents
proceeds acquired Total
£m £m £m
Subsldlaries
Atlantic Marine (245) 18 (227)
Tenix Defence 65 - 65
OASYS (15) 1 {14)
Cther (3) - (3)
Purchase of subsldiary undertakings {198) 19 {179}
Equity accounted investments
Other @ - (2)
Purchase of equity accounted Investments (2) - (2)
Other 1 - 1
Proceeds from sale of equity accounted Investments — continuing operations 1 - 1
Saab 92 - 92
Proceeds from sale of equity accounted Investments — discontinued operations 92 - 92
Total cash flows in relation to acquisitions and disposals (107) 19 (88)
28. Dividends
2010 2009
Equity dividends £m £m
Prior year final 9 6p dividend per ordinary share paid in the year (2009 8 7p) 335 307
Imtenm 7 Op dividend per ordinary share paid in the year (2009 6 4p) 239 227
574 534

After the balance sheet date, the directors proposed a final dividend of 10 5p (2009 9 6p) The dwidend, which 15 subject
to shareholder approval, will be paid on 1 June 2011 to shareholders registered on 26 April 2011 The ex-dividend date 1s

20 Apnl 2011

Shareholders who do not at present participate in the Company’s Dividend Reinvestment Plan and wish to recewve the final
dmidend in shares rather than cash should complete a mandate form for the Dividend Reinvestment Plan and return it to the

registrars no later than 10 May 2011

29. Acquisition of subsidiaries
Acquisition of substdiaries for the year ended 31 December 2010

In 2010, the Group acquired Atlantic Marine Holding Company (Atlantic Marine) and OASYS Technology, LLC {(OASYS) If the
acquisttions had occurred on 1 January 2010, combined sales of Group and equity accounted investments would have been
£22 5bn, revenue £21 2bn and profit £1,022m from continuing operations for the year ended 31 December 2010

For all acquisitions made i the year, fair values remain provistonal, but will be finalised within 12 months of acquisition

Total

Consolidated resutts for the
period from acquisltion to
31 December 2010

Profit

Acquisttion Percentage  consideration Googwill Revenue after tax

Acquisition date share £m £m £m £m
Atlantic Marnine 13 July 2010 100% 245 133 74 3
DASYS 19 October 2010 100% 33 28 7 1
278 161 81 4
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Notes to the Group accounts continued

29. Acquisition of subsidiaries continued

Atlantic Marine

On 13 July 2010, the Group completed the acquisition of Atlantic Marine, a naval services and manne fabrication business, for
$372m (headline pnce of $352m, plus purchase price adjustments of $20m) (£245m) The business employs approximately
1,500 people at Mayport and Jacksonville, Florida, Moss Point, Mississippl, and Mobile, Alabama

The acquisition complements BAE Systems’ existing ship repair and upgrade capabilities sering the US Navy The Group
anticipates continued strong demand for naval support capabilities in the US and the acquisition 1s consistent with

BAE Systems’ strategy to address anticipated growth in Services activity in its home markets Atlantic Marine operates two
facilities 1n Jacksonville and Mobile, both of which are situated in deep water ports along some of the busiest trade routes in
the US Addrionally, Atlantic Manne operates a facility located on the Mayport Naval Station near Jacksonville, the second
largest homeport of US Navy surface combatants on the East and Gulf Coasts, and proposed as the new homeport for an
arcraft camer in the 2010 Quadrennial Defense Review These opportunities do not translate into separately identifiable
intangible assets, but represent much of the assessed value within Atlantic Marine supporting the recognised goodwill

The gocdwill 1s not expected to be deductible for tax purposes
The Atlantic Manne acquisition had the following effect on the Group's assets and lhiabilities
Accounting

policy Falr value
Bock value  allgnments  adjustments Fair value

£m £m £m im
Intangible assets 1 - 36 37
Property, plant and equipment 94 (1) 20 113
Inventones - 1 - 1
Recewvables 15 (1) - 14
Deferred tax assets 1 — - 1
Payables (13) (1) 1) (15)
Deferred tax liabiities (23) - (18) (41)
Provisions (14) - (2) {16)
Cash and cash equivalents i8 - - 18
Net assets /(liabllitles) acqulred 79 {2) 35 112
Goodwilll 133
Conslderation - cash 245

The Group incurred acquisition-related costs of £5m related to external lega! fees and due diligence costs These costs have
been included in operating costs

The intangible assets acquired as part of the acquisition of Atlantic Marine of £37m primarily relate to customer relationships

Recewvables include trade receivables with a fair value and gross contractual value of £13m, which are expected to be fully
recoverable

OASYS

On 12 October 2010, the Group completed the acquisition of OASYS, a US manufacturer of electro-optical systems and
sub-assemblies based in Manchester, New Hampshire, for cash consideration of $24m (£15m) and a potential earn-out of
up to $29m (£18m) The fair value of the contingent consideration at the acquisition date 1s $29m (£18m) Payment of the
contingent consideration 1s dependent on the business achieving certain revenue targets for 2010 and 2011

The net assets and goodwill included tn the consolidated balance sheet as a result of this acquisition are £6m and £28m,
respectively

The acquisition of QASYS compiements the existing Electronic Solutions business in the US and enhances the Group's product
offerings In growing electro-optical markets These opportunities do not translate to separately identfiable intangible assets,
but represent much of the assessed value within CASYS supporting the recognised goodwill

Adjustments to goodwlill in respect of prlor year acqulsitions

Tenix Defence Holdings Pty Limited (Tenix Defence)

Qutstanding 1ssues concerning the acquisition of the Tenix Defence business m 2008, including the completion accounting
process, have been resolved successfully with agreement of contingent payments totaling A$127 5m (£74m, net of legal fees)
from the former owners of the business In September 2010, the Group received a payment of A$112 5m (£65m, net of legal
fees) with the remainder due in 2011 These payments reduce purchase consideration and, therefore, the amount of goodwill
arising on consohdation 1s reduced by £64m (£74m, less £10m deferred tax) from £323m to £259m
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29. Acquisition of subsidiaries continued

Acquisitlon of subsidlaries for the year ended 31 December 2009

The most significant acquisition made by the Group during the year ended 31 December 2009 was of the 45% shareholding in
BVT Surface Fleet Limited (BVT) held by VT Group plc (VT) If the acquisition had cccurred on 1 January 2009, combined saies of
Group and equity accounted investments, revenue and loss for the year ended 31 December 2009 from continuing onerations

Overview

rategy



Notes to the Group accounts continued

29. Acquisition of subsidiaries continued
The intangible assets acquired as part of the acquisition of BVT of £225m represented order backlog

Advanced Ceramics Research

The Group acquired Advanced Ceramics Research, Inc in the US on 8 June 2009 for a consideration of $14m {£9m} The net
assets and goodwill included in the Group's consolidated balance sheet as a result of this acquisrtion were £1m and £8m,
respectively

30. Financial risk management

A discussion of the Group’s treasury objectives and policies, and the use of financial instruments can be found in the Directors’
report Financial instruments comprise net {debt)/cash (note 27) together with other financial assets and other financial
lrabilies (note 17), and other instruments deemed to be financial instruments under |AS 32, Financial instruments
Presentation, including noncurrent recevables, noncurrent payables and non-current provisions

Hedging instruments
The notional, or contracted, amounts of denvative financial instruments are shown below, analysed between foreign exchange
contracts and interest rate contracts, classified by year of matunty

31 December 2010 31 December 2009
Between Between
Not one year Not one year
exceeding and five More than exceeding and five  More than
one year years five years Total ane year years  five years Total
Forelgn exchange contracts £m £m £m £m £m £m £m £m
Net forward (sales)/purchase contracts
US dollar (887) 5 15 (867T) (614} 202 53 (359)
Euro 1,851 495 8 2,354 1.882 392 17 2,291
Other 249 65 - 314 44 71 - 115
1,213 565 23 1,801 1,312 665 70 2,047
31 December 2010 31 December 2009
Between Between
Not one year Not One year
exceeding and five More than exceeding and five  Mare than
one year years five years Total one year years  five years Total
Interest rate contracts £m £m £m £m £m £m £m £m
Interest rate swap contracts
US dollar 512 639 - 1,151 310 1,115 - 1,425
Sterling 31 84 - 115 31 115 - 146
543 723 - 1,266 341 1,230 - 1,571
31 December 2010 31 December 2009
Between Between
Not one year Not one year
exceeding and five More than exceeding and five Mare than
one year years five years Total one year years  five years Total
Cross-currency swap contracts £m £m £m £m £m £m £m £m
Net forward purchase contracts
US dollar 51 945 320 1,316 51 965 310 1,326
51 945 320 1,316 51 965 310 1,326

Falr value of financlal instruments
The fair value of a financtal Instrument s the price at which one party would assume the rnghts and/or duties of ancther party

The fair values of financial instruments have been determined based on available market information at the balance sheet date,
and the valuation methodologies listed below

— the farr value of forward foreign exchange contracts are calculated by discounting the contracted forward values and
translating at the appropnate balance sheet rates,

— the fair value of both interest rate and cross-currency swaps are calculated by discounting expected future principal and
interest cash flows and translating at the appropriate balance sheet rates, and

— the fair value of loans and overdrafts has been estimated by discounting the future cash flows to net present values using
appropriate market-based interest rates prevailing at 31 December

Due to the vanability of the valuation factars, the fair values presented at the balance sheet date may not be indicative of the
amounts the Group would expect to realise tn a current market environment
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30. Financlal risk management continued

The foliowing table compares the estimated fair values of certain financial assets and liabilities to their carrying values at the

balance sheet datet!

Net carrying  Estimated Net carrying Estumated
amount talr valve amount falr value
2010 2010 2009 2009
£m £m £m £m
Assets
Non-<current
Other recevables? 233 233 159 159
Other financial assets 110 110 133 133
Current
Avallable-for-sale investments 260 260 211 211
Other financial assets 289 289 216 216
Cash and cash equivalents 2,813 2,813 3,693 3,693
Liabilities
Noncurrent
Loans (2,133) {2,598) (2,840) (3,266)
Other financial abilities (255) (255) {(261) (261)
Cument
Loans and overdrafts (920) (940) (453) (454}
Other financial labihities (109) (109) (94) (94)

1 The estmated far values of the remaning financial assets and habilities are consistent with their camying values at the balance sheet date
2 Net carmying amount approximates to estimated far value as there Is no active market

Falr value hierarchy

The farr value measurement hierarchy 1s as follows

— Level 1 — Quoted pnices (unadjusted) In active markets for identical assets or iabilitigs,

— Level 2 —Inputs other than quoted prices included within level 1 that are observable for the asset or hability, either directly
(1 e as prices) or indirectly {1 ¢ derived from pnces), and

— Level 3 —Inputs for the asset or liability that are not based on observable market data () @ unobservable inputs)

The following table presents the Group’s assets and liabilities that are measured at farr value.

2010 2009
Lovel 1 Level 2 Level 3 Total Level 1 Level 2 Level 3 Total
£m £m £m £m £m £m £m £m
Assets
Avallable-for-sale investments 260 - - 260 241 - - 211
Dernvatives used for hedging 126 23 - 149 197 61 - 258
Financial assets at fair value through
profit or loss 183 22 - 205 46 6 - 52
Debt-related dernvative financial
Instruments - 45 - 45 - 39 - 39
Total assets 569 80 - 659 454 106 - 560
Liabilities
Loans - (801) - (801) - (1,118} - {1,118)
Denvatives used for hedging (112) (33) - (145) (68) (81) - (149)
Financiat labilities at fair value through
profit or loss {42) (177) - (219) (43) (163) - (206)
Debtrelated denvative financial
mstruments - {5) - (5) - (23) - (23)
Tota! habilities {154} (1,018) -  (1,170) {111) (1,385) - (1,496)

Level 1 includes foreign exchange hedges vatued at unadyusted quoted prices at less than two years' matunty Level 2 includes

all other fair value tems and foreign exchange hedges greater than two years' maturity

Net financial labilities of £8m measured at thewr 2010 balance sheet canying value were transferred from Level 2 to Level 1 as

a result of changes 1n matunity profile
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Notes to the Group accounts continued

30. Financial risk management continued

Interest rate risk
Based on contracted maturnties and/or repricing dates, the following amounits are exposed to interest rate risk over the future
as shown below

Beyond
2011 2012 2013 2014 2014
£m £m £m im £m
Assets
Current
Cash and cash equivalents 2813 - - — —
Liabilities
Non-current
Loans (737) (737} {711) (639) -
Current
Loans and overdrafts (311) - - - -
Collateral

As shown above, the Group has entered into a number of financial denvative contracts to hedge certain long-term foreign
currency and interest rate exposures Cash collateral payments can be required to be made periodically to the counterparty
dependent on the market value of these financial derivatives Cash deposited in this way 15 treated as a non-current recewvable
and at 31 December 2010 totalled £ml (2009 £11m)

Interest rate risk

The Group's objective 1S to mitigate its exposure to Interest rate fluctuations on borrowings and deposits through varying the
proportion of fixed rate debt relative to floating rate debt over the forward time hortzon by utiltising denvative instruments, mainly
interest rate swaps

The Group’s current interest rate management policy 1s that a minimum of 50% {2009 50%) and a maximum of 75% (2009
75%) of gross debt 1S maintained at fixed interest rates At 31 December 2010, the Group had 65% (2009 62%) of fixed rate
debt and 35% (2009 38%) of floating rate debt based on a gross debt of £3 Obn, including debt-related dervative financial
assets (2009 £3 3bn)

The floating rate debt has been predominantly achieved by entering into interest rate swaps which swap the fixed rate US dollar
interest payable on debt into erther floating rate sterling or US dollars At the end of 2010, the Group had a total of $1 5bn
{2009 $1 9bn) of this type of swap outstanding with a weighted average duration of 4 6 years {2009 4 2 years) Inrespect of
the fixed rate debt, the weighted average penod In respect of which interest is fixed was 5 7 years (2009 6 4 years)

Given the level of shortterm interest rates dunng the year, the average cost of the floating rate debt was 3 3% (2009 3 4%),
2 7% on US dollars and 1 8% on sterling (2002 3 0% on US dollars and 2 3% on sterling) The cost of the fixed rate debt was
6 5% (2009 6 3%)

A change of 100 basis points in short-term rates applied to the average fixed/floating mix and level of borrowings would vary the
Interest cost to the Group by £12m (2009 £12m)

In respect of cash deposits, given the fluctuation in the Group’s working capital requirements, cash 1$ generally invested for
short-term penods based at floating interest rates A change of 100 basis points in the average interest rates during the year
applied to the average cash deposits would vary the nterest receivable by £16m (2009 £17m)

Liquidity risk

Cash flow forecasting 1s performed by each line of business as part of the annual Integrated Business Planning process and as
part of the monthly reporting cycle The Group monitors a rolling forecast of hquidity requirements to ensure it has sufficient
cash to meet operational needs while mamtaining sufficient headroom on its undrawn committed borrowing facilities

Surplus cash held by the operating groups over and above balances required for working capital management 1s loaned to the
Group's centralised treasury department Surplus cash 1s invested In interest beanng current accounts, term deposits, money
market deposits and marketable secunties, choosing instruments with appropriate maturities or sufficient liquidity to provide
sufficient headroom as determined by the iine of business cash forecasts

At 31 December 2010, the Group had a committed Revolving Credit Facility (RCF) of £2bn (2009 £1 455bn) The RCF 1s
contracted until 2015, and was undrawn throughout the year
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30. Financial risk management continued

Credit risk

The Group 1s exposed to credit nsk on its cash and cash equivalents to the extent of non-performance by its counterparties

in respect of financial instruments However, the Group has policies 1n place to ensure credst nsk s hmited by placing
concentration imits The Group has a credit it system to manage actively Its exposure to treasury counterparties The cash
and cash eguivalents balance at 31 December 2010 of £2,813m (2009 £3,693m} was invested with 24 (2009 26) financial
institutions  The system assigns a maximum exposure based on the counterparty’s size, a composie credit rating and credit
default swap price These limits are regularly monitored and updated

The cash and cash eguwalents of the Group are invested In non-speculative financial instruments which are usually highly iquid
such as short-term deposits The Group, therefore, believes 1t has reduced its exposure to credit nsk through this process

The Group has matenal receivables due from the UK and US governments where credit nsk 1s not considered to be an I1ssue
For the remaining trade recewvables no one counterparty constitutes more than 5% of the balance (2009 5%}

Cumrency risk
in order to protect itself against currency fluctuations, the Group's policy 1s to hedge all maternal firm transactional exposures

The Group's objective Is to reduce Its exposure to volatility in earnings and cash flows as a result of movements in foreign
currency exchange rates The Group 1s exposed to a number of foreign currencies, the most significant being the US dollar

The Group Is exposed to movements 1n foreign currency exchange rates in respect of foreign currency denominated

transactions To mitigate this nsk, the Group's policy Is to hedge all matena! firm transactional exposures, unless otherwise
approved as an exception by the Treasury Review Management Committee, as well as to manage anticipated economic cash
flows over the medium term The Group aims, where possible, to apply hedge accounting treatment for all derwvatives that hedge
matenal transactional foreign currency exposures

The Group 1s also exposed to movements in foreign currency exchange rates in respect of the translation of net assets and
income statements of foreign subsiciaries and equity accounted ivestments The Group does not hedge the translation effect
of exchange rate movements on the Income statement or balance sheet of overseas subsidiaries and equity accounted
investments 1t regards as long-term investments Hedges are, however, undertaken in respect of investments that are not
considered long term or core to the Group

31. Related party transactions

The Group has a related party relationship with its directors and key management (as disclosed in the Remuneratien report on
pages 96 to 119 and in note 7), Its equity accounted investments (note 14) and the pension plans (note 21)

Transactions occur with the equity accounted investments In the normal course of business, are priced on an arm’s-length basis
and settled on normal trade terms The more significant transactions are disclosed below

Lease income/

Sales to Purchases from Amounts owed Amounts owed {expense) with Management

related pany related party by related party to retated party related pany recharges
2010 2009 2010 2009 2040 2009 2010 2009 2010 2009 2010 2009
Re'ated party £m £m £m £m £m £m £m £m £m £m £m £m

Advanced Electronics Company

Lirmted - - 149 - 1 - - - - - - -
BVT Surface Fleet Limited* - 64 - 4 - - - - - - - 6
Eurofighter Jagdflugzeug GmbH 1,313 1,073 - - 283 132 143% 159 - - - -
FADEC International LLC 49 - - - - - - - - - - -
Gripen International KB 1 1 1 - 11 59 67 98 - - - -
MBDA SAS 36 46 162 302 10 4 1,010°1,080 - 2 14 18
Panawvia Arrcraft GmbH 40 52 92 103 1 9 12 15 - - - -
Saab AB? 3 5 20 17 - - - 1 - - - -
CTA International SAS - - - - - 3 - - - - - -
Other 2 - - - 1 - - - - - - -
1,444 1,241 4294 426 307 207 1,232 1,353 - 2 14 24

1 Te date of acquistion (30 October 2003)
2 To date of sale of half of the Group s 20 5% sharehokding (3 June 2010)
3 Also relates to disclosures under Financial Reporting Standand 8 Related Panty Disclosures for the parent company BAE Systems ple
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Notes to the Group accounts continued .

32. Group entities

Group
interest In
allotted Prncipzlly  Country of
Principal subsidlary undentakings Pnncipal activities capltal operates in incorporation
BAE Systems (Operations) Limited Defence and commercial aerospace 100% UK  England
(Held via BAE Systems Enterprises Limited and activities Ordinary and
BAE Systems (Overseas Holdings) Limited) Wales
BAE Systems Information and Electronic Systems Designs, develops and manufactures 100% us us
integration Inc electronic systems and subsystems Common
{Held via BAE Systems, Inc)
BAE Systems Land & Armaments LP Manufactures and supports military 100% us us
1300 North 17th Street, Suite 1400, Ariington VA vehicles
22209, USA

(Partners BAE Systems Land & Armaments Inc and
BAE Systems Land & Armaments Holdings inc )

BAE Systems Tactical Vehicie Systems LP Mobility and protection systems 100% us us
5000 Interstate 10 West, Sealy, TX 77474, USA
(Partners BAE Systems TVS Holdings LLC and

BAE Systems TVS Inc )

The Group compnises a large number of subsidiary undertakings and it 1s not practical to include all of them in the above list
The hst therefore only includes those subsidiary undertakings which principally affected the Group accounts

A full ist of subsidiary, equity accounted investments and other associated undertakings as at 31 December 2010 will be
annexed to the Company's next annual return filed with the Registrar of Companies

No subsidiary undertakings are excluded from the Group consolidation

33. Events after the balance sheet date

In January 2011, the Group entered intc an agreement to acqutre the 91 3% outstanding equity of Fairchild Imaging, Inc for
a cash consideration of $86m (£55m) The California-based business provides solid-state electrernic imaging components,
cameras, and systems for aerospace, industnal, medical and scientific imaging applications The acquisiion complements
the Group's electro-optics and night vision capabilities The acquisition 1s conditional, among other thmngs, upon receiving
regulatory approval

In January 2011, the Group announced a recommended €217m (£186m) cash offer for Norkom Group plc, a provider of
innovative counter-fraud and antrmoney laundernng solutions to the global financial services industry

On 15 February 2011, the Group acquired 100% of L-1 Identity Solutions, Inc 's Intelligence Services Group, a leading provider
of secunty and counter threat capabilities to the US government, for a cash consideration of approximately $297m (£120m)
The acquisition accounting exercise Is yet 10 be undertaken
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Company balance sheet B
as at 31 December §
2010 2009
Notes £m £m
Fixed assets
Tangible assets 2 i5 4 .
Investments in subsidiary undertakings 3 6,793 7,070 £
6,808 7,074 7]
Current assets
Debtors due within one year 4 7,348 7,466
Debtors due after one year 4 10 14
Other financial assets due within one year 5 178 262
Other financial assets due after one year 5 157 179
Cash at bank and in hand 1,700 2,804
9,393 10,725 g
Liabilities falling due within one year £
Loans and overdrafts 6 (39) (3N ]
Creditors 7 (11,854) (14,4390) g‘
Other financial liabilities 5 {157) {255) G
(12,050) (14,782)
Net current liabilitles (2,657) (4,057}
Total assets less current llabilitles 4,151 3,017
:
Liablitties falling due after one year g
Loans 53 (200) {233) £
Credtors 7 {8) @ s
Other financial labilihes 5 {310) (327) g
(516) (563) §
Provisions for liabilities and charges 8 (52) (61)
3,583 2,393
8
Capltal and reserves é
Issued share capital 10 90 90 :
Share premium account 12 1,249 1,243 @
Statutory reserve 13 202 202
Other reserves 12 116 119
Profit and loss account 12 1,926 739
Equlty shareholders’ funds 3,583 2,393
Approved by the Board on 16 February 2011 and sighed on 1ts behalf by %
§
o
n
g
I G King G W Rose g
Chief Exegtflive Group Fina =
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Notes to the Company accounts

1. Accounting policles

Basls of preparation

The financial statements have been prepared under the
historical cost convention, as modified by the revaluation of
availabte-for-sale financial assets, and financial assets and
financial habilities (including derivative instruments) at far
value through profit or loss, and In accordance with applicable
accounting standards in the United Kingdom (UK GAAP)

The going concern basis has been applied in these accounts

In the Company's accounts, all fixed asset investments
{including subsidiary undertakings and joint ventures) are
stated at cost (or valuation in respect of certain listed
Investments) less provisions for impairments Dividends
received and recewvable are credited to the Company’s profit
and loss account In accordance with Section 408(4) of

the Companies Act 2008, the Company 15 exempt from

the requirement to present its own profit and loss account
The amount of profit for the financial year of the Company

15 disclosed in note 12 to these accounts

Relief under Sections 612 and 616 of the Companies Act
2006 1s taken wherever possible Accordingly, where such
relief 1s available, the difference between the fair value and
aggregate nominal value of shares 1s not recognised n either
shareholders’ funds or cost of investment

Changes In accounting policles

The following amendments to existing standards have been
adopted by the Company for the year ended 31 December
2010 and have not had a material impact on the Company’s
accounts

- Improvements to Financial Reporting Standards 2009 1s
a collection of amendments to five Financial Reporting
Standards in order to maintain existing levels of
convergence between UK GAAP and IFRS |n addition,
the disclosure requirements in FRS 11, impalrment of
Fixed Assets and Goodwill, have been strengthened,

-~ Amendment to FRS 25, Financral Instruments Presentation,
changes the classification from labihties te equity of
certain financial instruments,

— Amendment to FRS 20, Share-based Payment Group Cash-
settled Share-based Payment Transactions, which clanfies
both the scope of the standard and the accounting for
group cash-settled share-based payment transactions in
the separate financial statements of the entity receiving
the goods or services when that entity has no obligation
{0 settle the share-based payment transaction, and

— Amendment to FRS 26, Financial Instruments Recognition
and Measurement Eligible Hedged Items, clanfies how
existing pnnciples underlying hedge accounting should be
apphed to the designation of a one-sided nsk in a hedged
item and inflation n a financial hedged item

The following amendments to existing standards are effective
for the year ending 31 December 2011 They are not expected
to have an impact on the Company’s accounts

- Amendment to FRS 25, Financial instruments Presentation
Classlfication of Rights issues,

— Urgent Issues Task Force (UITF) Abstract 47, Extingurishing
Financial Liabllities with Equity Instruments, and

~  Improvements to Financial Reporting Standards 2010
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Cash flow statement

The Company Is exempt under the terms of FRS 1 from the
requirement to publish ts own cash flow statement, as its
cash flows are included within the conschdated cash flow
statement of the Group

Forelgn currencles

Transactions in foreign currencies are translated at the
exchange rates ruling at the dates of the transactions Monetary
assets and liabiities denominated m foreign cumencies are
retranslated at the exchange rates ruling at the balance sheet
date These exchange differences are recognised in the profit
and loss account unless they qualify for hedge accounting
treatment, in which case the effective portion 1s recognised
directly in a separate component of equity

Tangible fixed assets

Depreciation 1s provided, normally on a straght-ine basis,
to write off the cost or valuation of tangible fixed assets
over thelr estimated useful economic lives to any estimated
residual value using the following rates

Bulldings up to 50 years, or the lease
term If shorter

3to 5 years

Computing equipment and
short-life works equipment

No depreciation 1s provided on freehold land and assets in the
course of construction

Impairment reviews are undertaken if there are indications that
the carmying values may not be recoverable

Leases

Rental payments under operating leases are charged to the
profit and loss account on a straight-lne basis i arrving at
operating profit

Investments
The Company's investment in shares in Group companes are
stated at cost less provision for impairment

Tax

The charge for taxation 1s based on the profit for the year

and takes account of taxation deferred because of timing
differences between the treatment of certain items for taxation
and accounting purposes Deferred tax i1s recognised on an
undiscounted basis in respect of all timing differences
hetween the treatment of ¢certain items for taxation and
accounting purposes which have ansen but not reversed by
the balance sheet date where there (5 an obhgation to pay
more tax, or a nght to pay less tax, in the future

Penstons and other postretirement benefits

The Company contributes to Group pension plans operated
In the UK Details of the prnincipal plans and the financial
assumptions used are contained n the consolidated accounts
of BAE Systems plc As permitted by FRS 17, Retirement
Benefits, the plans are accounted for as defined contnbution
plans, as the employer cannot identify its share of the
underlying assets and habiliies of the plans The employer’'s
contributions are set In relation to the current service penod
and also to fund a seres of agreed measures to address the
pension scheme deficits

Share options and own shares held

The Company Issues equity-settled share options to Group
employees Equity-settled share options are measured at
fair value at the date of grant using an cption pncing model
The fair value 1s expensed on a straight-line basis over the
vesting penod, based on the Company’s estimate of the
number of shares that will actually vest




1. Accounting policies continued

In accordance with UITF Abstract 25, National Insurance
Contributions on Share Option Gains, the Company provides
in full for the employer's national insurance hability estimated
to anse on the future exercise of share options granted,
except where the employee has agreed to settle the
employer's national insurance liability as a condition of

the grant of the options

As required under UITF Abstract 38, Accounting for ESCP
Trusts, the cost to the Company of own shares held 1s shown

2. Tangible fixed assets

as a deduction from shareholders’ funds within the profit and
loss account Consideration paid or receved for the purchase
or sale of the Company's own shares in the ESOP trust 1s
shown separately in the reconciliation of movements in
shareholders’ funds

Dividends

Equity dividends on ordinary share capital are recognised as a
liability in the penod in which they are declared The intenm
dividend 1s recogrused when it has been approved by the
Board and the final dividend 1s recognised when 1t has been
approved by the shareholders at the Annual General Meeting

Land and Plant and
buldings  equlpment Total
£m £m £m
Cost
At 1 January 2010 9 27 36
Additions - 4 4
Disposals - {(24) (24)
Transfers from other Group companies - 11 11
At 31 December 2010 9 18 27
Depreciation and impalrment
At 1 January 2010 6 26 32
Depreciation 1 3 4
Disposals - (24) {(24)
At 31 December 2010 7 5 12
Net ook value
At 31 December 2010 2 13 15
At 31 December 2002 3 1 4
Land and Plant and
builldings equipmeant Total
£m £m £m
Net book value of:
Long leasehold property 2 - 2
Fixtures, fittings and equipment - 13 13
2 13 15
3. Investments in subsidiary undertakings
£m
Cost
At 1 January 2010 7,131
Addrtions 14
Transfers to other Group companies? (291)
At 31 December 2010 6,854
Impairment provislons
At 1 January 2010 and 31 December 2010 61
Net carrying value
At 31 December 2010 6,793
At 31 December 2002 7,070

1 Primanly compnses the transfer at book value of the Compary s investment in BAE Systems Surface Ships Limited 10 BAE Systems Surface Fleet Solutions {Holdirgs) Limted
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Notes to the Company accounts continued

4. Debtors
2010 2009
£m £m
Due within one year
Corporation tax recoverable 260 243
Amounts owed by subsidiary undertakings 7,040 7,188
Amounts owed by Group joint ventures 5 3
Other debtors 20 6
Prepayments and accrued income 23 26
7,348 7,466
Due after one year
Other debtors 10 14
10 14
Other debtors includes cash collateral of £mil (2009 £11m)
5. Other financial assets and liabllities
2010 2010 2009 2009
Assets  Liabilitles Assets  Liabllities
£m £m £m £m
Due within one year
Cash flow hedges - foreign exchange contracts 5 - 4 -
Other foreign exchange/nterest rate contracts 173 (157) 258 {255)
178 {157) 262 {255}
Due after one year
Cash flow hedges — foreign exchange contracts 1 - 5 -
Other foretgn exchange/interest rate contracts 137 (310) 174 (327)
Debt-related dernvative financial instruments — assets?! 19 - - -
157 {310} 179 (327)

1 The debtrelated denvative financial mstrument assets are presented as other financial assets The debtrelated dervative financial labilities are presented as a component of loans and

overdrafts (note 6)

Full disclosures relating to the Group's other financial assets and habilities and financial nsk management strategies are given
in the Financial performance section of the Directors’ report and note 30 to the Group accounts

6. Loans and overdrafts

2010 2009
£m im

Due within one year
Bank leans and overdrafts 11 15
SYSTEMS 2001 Asset Trust Optron Aircraft bond 27 22
Debt-related derivative financial instruments — liabiities i -
39 37

Due after one year

Euro-Sterling £100m 1034% bond, repayable 2014 100 100
SYSTEMS 2001 Asset Trust Option Aircraft bond, final instalment 2043 96 119
Debtrelated denvative financial instruments - habilities 4 14
200 233

Bank loans and overdrafts are at a floating rate of interest

The SYSTEMS 2001 Asset Trust bonds are at a floating rate of interest, having been converted to a sterling floating rate bond
by utilising a cross-currency swap which resulted in an effective interest rate dunng 2010 of 2 86% (2002 2 B4%)

Loans and overdrafts are repayable as follows

Between Between
Less than ang and two and More than

oneyear  twoyears  fiveyears  five years Total

£m £m £m £m £m
At 31 December 2010

Carrying amount 39 29 171 - 239
At 31 December 2009

Carrying amount 37 29 204 - 270

The total amount of loans repayable by instalments, where any mstalment is due after five years, 1s £rul (2009 £nil)
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7. Creditors

2010 2009
£m £m

Due within one year
Amounts owed to subsidiary undertakings 10,330 12,615
Amounts owed to Group joint ventures 1,220 1,325
Other creditorst 263 511
Accruals and deferred income 41 39

11,854 14,490

Due after one year
Other creditors? 6 3

6 3

1 Other creditors at 31 December 2009 Includes the regulatory penatties of £278m reflecting the global settiement of the regulatery investigations by the US Department of Justice (Do)} and
the UK s Senous Fraud Office (SFO) Other creditors at 31 December 2010 includes £30m n respect of the global settiement with the UK s SFO following payment of the DoJ penalty during
the year

2 Other creditors ncludes unfunded pension liabiilies ransfened from other Group companies

8. Provisions for liabilities and charges

Contracts

and other

£m

At 1 January 2010 61
Created 1
Transfers from other Group companies 1
Reclassified to other creditors {6)
Utilised (9)
Released (1)
Discounting 5
At 31 December 2010 52

9. Contingent liabilitles and commitments

Company guaranteed borrowings
Borrowings by subsidiary undertakings totalling £2,548m (2009 £2,646m) which are included in the Group’s borrowings have
been guaranteed by the Company

10. Share capital

£quity Nornrequity Total
Ordinary shares Speclal Share
of 2 5p each of £1
Number of Naminal Number of Normmal Nominal
shares value shares value value
m £m £ £m
lssued and fully paid

At 1 January 2009 3,582 a€a 1 1 90
Exercise of options 3 - - - -
At 1 January 2010 3,585 90 1 1 a0
Exercise of options 2 - - - -
At 31 December 2010 3,587 80 1 1 90

Speclal Share

One Special Share of £1 1 the Company 1S held on behalf of the Secretary of State for Business, Innovation and Skills (the
Specral Shareholder} Certain provisions of the Company's Articles of Association cannot be amended without the consent of
the Special Shareholder These provisions include the requirement that no foreign person, or foreign persons acting in concent,
can have more than a 15% voting interest in the Company, the requirement that the majonty of the directors are British, and the
requirement that the Chief Executive and any executive Chairman are Bntish citizens The effect of these requirements can also
be amended by regulations made by the directors and approved by the Special Shareholder

The Special Shareholder may require the Company at any time to redeem the Spectal Share at par or to convert the Special
Share nto one ordinary voting share The Special Shareholder 1s entitled to receive notice of and to attend general meetings
and class meetings of the Company's shareholders but has no voting right, nor other nghts, other than to speak In refation to
any business In respect of the Special Share
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Notes to the Company accounts continued

10. Share capital continued

Treasury shares

Dunng the year, 143,951,447 ordinary shares of 2 5p each were repurchased under the buyback programme completed in

July 2010

As at 31 December 2010, 178,377,628 (2009 43,952,360) ordinary shares of 2 Sp each with an aggregate nominal value of
£4,459,441 (2009 £1,098,809) were held in treasury Duning 2010, 9,526,179 treasury shares were used to satisfy awards
ang options under the Share Incentive Plan and the Share Matching Plan (2009 11,086,593 to satisfy awards and options

under the Share Incentive Plan and the Save-As-You-Earn Share Option Scheme)

11. Employee share schemes

Options over shares of the ultimate parent undertaking, BAE Systems plc, have been granted to employees of the Company
under various schemes Details of the tenms and conditions of each share option scheme are given in the Remuneration report

on pages 96 to 119 of this report

Executive Share Option Scheme Save-As-You-Eam
2010 2009 2010 2009
Weighted Wwelighted Weighted Weighted
average average average average
Number of exercise Number of exerclse Number of exerclse Number of exercise
shares price shares price shares price shares price
‘000 £ 000 £ ‘000 £ 000 £
Outstanding at the beginning of the
year 8,745 341 11,262 348 - - 142 156
Exercitsed dunng the year (1,778) 2.22 (663) 237 - - (142) 156
Expired dunng the year {792) 3.99 (1,854} 418 - - - -
Qutstanding at the end of the year 6,175 3.68 8,745 341 - - - -
Weighted average remaining Ife
(years} 5 6 - _
Range of exercise price of
outstanding opttons (£) 1.72-4.79 172-479 - -
{Credit)/expense recognised for the
year (£m) (1) 1 - -
Share Matching Plan Performance Share Plan Restricted Share Plan
2010 2009 2010 2009 2010 2009
Number of  Number of Number of  Number of Number of  Number of
shares shares shares shares shares shares
‘000 000 ‘000 D00 ‘000 000
Cutstanding at the beginning of the year 3,308 987 10,687 8,508 - 80
Granted during the year 1,972 2,490 3,831 4,765 - -
Exercised duning the year (192) (94) (1,338) (2,083) - {80)
Expired dunng the year (90) (75) {2,123) {503) - -

OQutstanding at the end of the year

4,998 3,308

11,067 10,687

Weighted average remaining life (years)
Weighted average fair value of options granted (£)
Expense recognised for the year (£m)

1 2
3.80 343
1 2

5 5
2,93 281
4 4

The exercise price for the Share Matching Plan, Performance Share Plan and Restricted Share Plan s £ml (2009 £mil)

Information on options granted in the year can be found on page 171 (note 25 to the Group accounts)
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12. Reserves

Share Profit
premium Other and loss
account reserves account

m £m £m
At 31 December 2009 1,243 119 739
Profit for the year - - 2,223
Dmvdends paid - - (574)
Share-hased payments - - 54
Exercise of options 6 - -
Purchase of own shares - - (13)
Purchase of treasury shares - - {503)
Movements in hedging reserve - (3) -
At 31 December 2010 1,249 116 1,926

Other reserves

Other reserves for the Company comprise capital reserve £24m (2009 £24m), hedging reserve £6m (2009 £9m), and non-
distributable reserve ansing from propenty disposals to other Group undertakings £86m (2009 £86m) The non-distributable
reserve ansing from property disposals to other Group undertakings relates to the revaluation surplus realised by the Company
on properties which were sold to other Group companies as part of operational reorganisations In prior years Amounts within
this reserve will be transferred to the profit and loss account as distributable when the related properties are disposed of
outside the Group, or wrnitten down following impairment

Profit and loss account

The Comparny's profit for the financial year was £2,223m (2009 loss £777m) The non-distnibutable portion of the profit and
loss account 15 £736m (2009 £736m}

Own shares held

Own shares held, including treasury shares and shares held by BAE Systems ESQP Trust, are recognised as a deduction from
retained eamings

BAE Systems ESOP Trust

The Group has an ESOP discretionary trust to administer the share plans and to acquire Company shares, using funds loaned
by the Group, to meet commitments to Group employees A dvdend wawver was in operation for shares within the ESOP Trust,
other than those owned beneficially by the participants, for the dividends paid 1n June and November 2010

At 31 December 2010, the ESOP held 2,202,800 (2009 3,644,538} ordinary shares of 2 5p each with a market value of £7m
{2009 £13m) The shares held by the ESOP are recorded at cost and deducted from retained earmings unti such time as the
shares vest unconditionally 10 employees

A dividend warver was in operation dunng 2010 and remains over shares within the Company's Share Incentive Plan Trust other
than those shares owned beneficially by the paruicipants A dividend waiwver was also in operation for the dividends paid in June
and November 2010 over shares in the Group AllEmployee Free Shares Plan Trust other than those shares owned heneficially
by participants

13. Statutory reserve

Under Section 4 of the British Aerospace Act 1980, this reserve may only be applied in paying up unissued shares of the
Company to be allotted to members of the Company as fully paid bonus shares

14. Other information

Employees
The total number of employees of the Company at 31 December 2010 was 846 (2009 721) Total staff costs, excluding
charges for share options, were £116m (2009 £93m)

Total directors” emoluments, excluding Company pension contributions, were £6,7 41,000 (2009 £6,683,000) These
emoluments were paid for thewr services on behalf of the BAE Systems Group No emoluments related specifically to their
work for the Company

Company audit fee
Fees payable to the Company’s auditor for the audit of the Company’s annual accounts totalled £1,484,000 (2009 £1,486,000)
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Five-year summary

2010 2009 2008 2007 2006
Income statement’?3 £m £m £m £m £m
Continuing operations
Sales Including Group's share of equity accounted Investments
Electronics, Inteligence & Support 5,653 5,637 4,459 3,916 4,007
Land & Armaments 5,930 6,738 8,407 3,538 2,115
Programmes & Support 6,680 6,298 4,638 5,327 4,615
International 4,534 3,828 2,926 3,009 3,102
HQ & Other Businesses 278 254 235 243 295
Intra-operating group sales {683) (765) (529) (673) (699)
22392 21990 18,136 15360 13,439
Underlying EBITA?
Electronics, Intelligence & Support 668 575 506 437 429
Land & Armaments 604 604 566 324 168
Programmes & Support 529 670 491 456 331
International 478 419 417 403 387
HQ & Other Businesses {65) (71} (101) (203) (146)
2214 2,197 1,879 1,417 1,169
Profit on disposal of businesses 1 68 238 40 13
Pension curtallment gains 2 261 - - -
Regulatory penalties (18} (278) - - -
Uplift on acquired inventories - - - (12) -
EBITAS 2199 2,248 2,117 1,445 1,182
Amortisation and impairment of intangible assets {517} (1,259) {(303) {297) {139)
Finance costs including share of equity accounted investments (194) (698) 701 93 (174)
Profit before taxation 1,488 291 2,515 1,241 869
Taxation expense including share of equity accounted investments (461) (352) (636) (366} (243)
Profit/(loss) for the year - continuing operations 1,027 {61) 1,879 875 626
Profit /(loss) for the year - discontinued operations 54 16 {111) 47 1,013
Profit/(loss) for the year 1,081 (45) 1,768 922 1,639
2010 20098 2008 2007 2006
Balance sheet £m £m £m £m £m
Intangible assets 11,216 11,306 12,306 9,559 7,595
Property, plant and equipment, and investment property 2,848 2,663 2,558 1,887 1,869
Non-current investments 798 852 1,040 787 678
Inventories 644 887 926 701 395
Assets held in Trust 261 227 - - -
Payables (excluding cash on customers' account) less recevables (6,159) (6,918) (5,866) (5,373) (4,298)
Other financial assets and hablities {10) (45) 240 52 6
Retirement benefit obligations (3,456) (4,679) (3,365 (1,629) (2,499
Provisions {1,077) (929) {845) (809) (695)
Net tax 580 896 256 63 648
Net (debt)/cash (as defined by the Group) {242) 403 39 700 435
Disposal groups held for sale - - - 64 —
Non-controlling interests {71) (72) (55) {36) a7
Total equity attributable to equlty holders of the parent 5,332 4,591 7,234 5,966 4,117
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2040 2009 2008 2007 2006
Movement in net (debt)/cash (as defined by the Group) £m £m £m £m £m
Cash inflow from operating activities 1,535 2,232 2,009 2,162 778
Net capital expenditure’ (364) (489) (503) (262) (141)
Dividends recetved from equity accounted investments 71 77 89 78 145
Assets contributed to Trust (25) (225) - - -
Cash held for chantable contnbution to Tanzania (30) - - - -
Operating business cash flow 1,187 1,595 1,595 1,978 782
Acquisttions and disposals (88) (254) (1,038) (2,112 1,330
Interest (173) (186) (98) (65) (207)
Tax and dividends (958) {889) {750) (509) (431)
(Purchase)/i1ssue of equity shares (520) (20) (27) 603 (71}
Preference share conversion - - - 245 6
Exchange movements (20) 262 (374) 36 323
Other movements? (80) (132) 5 57 (11)
Net (decrease)/increase in net funds (652) 376 (687) 233 1,721
Movement in cash on customers’ account 7 (12) 26 32 (9)
Movement in net (debt)/cash (as defined by the Group) (645) 364 (661) 265 1,712
Opening net cash/(debt) (as defined by the Group) 403 39 700 435 {1,277)
Closing net (debt)/cash {as defined by the Group) (242) 403 39 700 435
Other information 2010 2009 2008 2007 2006
Continuing operations
Basic earnings/{loss) per share - total (pence) 28.9 (2 3) 527 252 19 3
Basic earnings per share — underlying® (pence) 40.8 401 368 294 229
Order book including the Group's share of equity accounted

investments (£bn) 39.7 46 3 457 379 309
Including discontinued operations
Dwidend per ordinary share (pence) 17.5 160 145 128 113
Number of employees, excluding share of employees of equity

accounted Investments, at year end 92,000 98,000 94,000 88,000 79,000
Caprtal expenditure including leased assets (£m) 437 522 552 341 538

1 For the year ended 31 December 2008, Arbus SAS 1s presented as a discontinued operation

For the year ended 31 Decernber 2006, the operaung group information has been restated to reflect changes made to the Group § organisational structure

For the years ended 31 Decernber 2006 to 2010 Saab AB 15 presented as a discontinued operation

Earmings before amorbsation and smpawment of intangible assets, finance costs and taxation expense (EBITA) exeluding nonTecurring items From 2006 to 2008 norecumng stems are profit
on disposal of by and uplit on acquirad Inventones In 2009 and 2010 nonrecurring items are profit on disposal of bus pension cur gans and regulatory penaltes
Eamings before amorusation and mpawment of intangible assets finance costs and taxation expense

Restated following finahisation of the far values recogmsed on actuisiion of the 45% shareholding in BT Surface Peet Lumuted {see noke 29)

Includes expendnure on property plant and equipment mvestment propesty intangible assets and other mvestments and equdy accounted Irvestment funding.

Other movernents inchude cash flows from matured o " cash collateral and other noncash movements (see page 172}

Eamings excludiing amorusation and impaimnent of intangile assets, noncash finance movements on pensions and fi | & and non g tems From 2006 to 2008
nonrecumng tems are profit on disposal of businesses and uphift on acquired inventones In 2009 and 2010 nonHecuing tems are profl on disposal of businesses pension curtailiment
gains and regutatory penalues

bWN
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Shareholder information

Reglstered office

6 Carlton Gardens

London SW1Y 5AD

United Kingdom

Telephone +44 (0}1252 373232

Company website www baesystems com
Registered in England and Wales, No 1470151

Reglstrars

Equiniti Limited (0140)

Aspect House, Spencer Road, Lancing
West Sussex BN29 6DA

Untted Kingdom

Email BAESystems@equiniti com

Telephone 0871 384 2044

Calls to the above number are charged at 8p per minute from
a BT landline Other telephony providers’ costs may vary
Lines are open from 8 30am to 5 30pm Monday to Friday

Telephone number from cutside the UK +44 121 415 7058

If you have any quenes regarding your shareholding, please
contact the registrars

Dividend mandate

Shareholders can arrange to have their dividends paid directly
into their bank or bullding society account, by completing a
bank mandate form The benefits of this are

— Cleared funds are received into their bank account on the
payment date — avoiding a tnp to the bank, or a chegue
lost in the post,

- One consolidated tax voucher, covenng both dividend
payments made n the financial year, and

— BAE Systems saves money and less paper 1s used —
which 1s good for shareholders and the environment

With the 2010 intenm dwidend, paid in November 2010,

to encourage the mandating of dividends and to suppott the
Company's work with UK armed forces charties, for each new
bank mandate instruction we recewved we undertook to donate
£1 to St Dunstan’s, a chanty that supports and cares for
blind ex-service men and women The response to date has
been extremely good, with a £2,000 donation being made to
St Dunstan’'s in December 2010 A further donation will be
made dunng 2011

To take advantage of the benefits of having dwvidends paid
directly into a bank account, as well as supporting the work

of St Dunstan's, a mandate form can be obtained from our
website, by contacting Equiniti, or by using the one that would
have been attached to the tax voucher for the last dividend
payment Alternatively, mandate instructions can be submitted
via Shareview or, If the shareholding 1s held in a sole name,
Equiniti can take instructions over the telephone

Overseas shareholders can also arrange for dividends to be
paid in their local currency and more information can be
obtamed from www shareview com/overseas

Electronic sharcholder communications
An increasing number of shareholders receive communications
from the Company using e-mail and web-based communications
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The use of electronic communications, rather than printed paper
documents, helps us reduce the environmental impact of our
activities and assISts us N managing our costs

We regularly consult with shareholders to check how they wish
to receive information from us Shareholders may receive
electronic communications in one of two ways

— via e-mail — This option 1s available through Shareview
Shareholders receve an e-mail notification when a new
document 1s made available

— via our website — Shareholders receve a notification by
post when a new document 1s made available

A shareholder I1s taken to have agreed to website
communications If a response has not been received Any
document or information required to be sent to shareholders
is made available on the Company’s website and a not/fication
of avallability 1s sent Shareholders who receive such a
notification are entitled to request a hard copy of the
document at any time and may also change the way they
receve communications at any time by contacting Equinitt

Notwithstanding any election, the Company may, at its sole
and absolute discretion, send any notification or information
to sharehelders in hard copy form

Shareview services

Shareview 15 a portfolio service offered by Equinitl to investors
which gives shareholders online access to more information
on their investments, including balance movements, indicative
share pnces and information on recent payments It can also
be used to sign up to recewve all shareholder communications
electronically, or arrange for dividends to be mandated

To take advantage of Shareview, register online at
www shareview co uk Click on ‘Register’ and follow the four
easy steps Once registered, Shareview I1s

- Easyto use To log on, all that 1s needed 1s the user ID,
password and the user's date of arth Information
regarding shareholdings is regularly updated

— Secure Data transferred to a shareholder’s browser 1s
encrypted and not accessible to other internet users
without the log on information

- Free Equimti make no charge to shareholders for providing
this service

Please visit www shareview co uk for more details Details of
software and equipment requirements are given on the website

Dividend reinvestment plan

The Company offers holders of its ordinary shares the option
to elect to have ther dividend reinvested in shares purchased
in the market instead of cash To make this election, please
request a dividend reinvestment plan mandate from our
registrars

Equinit: Financial Services Limited
Aspect House, Spencer Road, Lancing
West Sussex BN99 6DA

United Kingdom

Telephone 0871 384 2268

Calls to the above number are charged at 8p per minute from
a BT landline Other telephony providers' costs may vary
Lines are open 8 30am to 5 30pm Monday to Friday

Telephone number from outside the UK +44 121 415 7058

Altermatively, a copy of the Terms and Conditions of the
dividend reinvestment plan, along with the mandate form,
can be downloaded from our website




ShareGift

The Orr Mackintosh Foundation operates a chanty donation
scheme for shareholders with small parcels of shares which
may be uneconomic to sell Details of the scheme are
avallable from ShareGift at www sharegift org or by telephone
on 020 7930 3737

Share price Information

The middle market pnce of the Company's ordinary shares
on 31 December 2010 was 330 Op and the range during the
year was 224 7p to 388 8p

American Deposltary Recelpts

BAE Systems plc American Depositary Receipts (ADRs) are
traded on the Over The Counter market (OTC) under the
symbol BAESY One ADR represents four BAE Systems plc
ordinary shares

JPMorgan Chase Bank, N A 1s the depositary
If you should have any queries, please contact

JPMorgan Chase & Co
PO Box 64504

St Paul

MN 55164-0504

UsA

Emall jpmorgan adr@welisfargo com
Telephone number for general quenes (800) 290 1135
Telephone number from outside the US +1 651 463 2128

Financial calendar

waming to shareholders — boller room scams

Many companies have become aware that ther shareholders
have received unsolicited phone calls or correspondence
concerning investment matters These are typically from
overseas-based ‘brokers’ who target UK shareholders, offering
to sell them what often turn out to be worthless or high-risk
shares in US or UK mvestments These operations are
commonly known as ‘boiler rooms’ These ‘brokers’ can be
very persistent and extremely persuasive, and a 20086 survey
by the Financial Services Authority (FSA) has reported that the
average amount lost by investors 1s around £20,000

It 1s not just the novice investor that has been duped in this
way, many of the vicims had been successfully investing for
several years Shareholders are advised to be very wary of
any unsolicited advice, offers to buy shares at a discount or
offers of free company reports [If you receive any unsclhicited
investment advice

— make sure you get the correct name of the person and
organisation,

— check that they are properly authonsed by the FSA before
getting involved by visiing www fsa gov uk/register/ and
contacting the firm using the details on the register,

— report the matter to the FSA either by calling
0845 606 1234 or visiting
www moneymadeclear fsa gov uk, and

— if the calls persist, hang up

If you deal with an unauthorised firm, you will not be elgible to
receive payment under the Financial Services Compensation
Scheme The FSA can be contacted by completing an online
form at

www fsa gov uk/pages/doing/regulated/ law/alerts/overseas shtml

Detalls of any share dealing facilities that the Company
endorses will be inctuded in Company mailings

More detalled information on this or similar activity can
be found on the Consumer Financial Education Body website
www moneymadeclear fsa gov uk

Financial year end

31 December

Annual General Meeting 4 May 2011
2010 final ordinary dividend payable 1 June 2011
2011 half-yearly results announcement 28 luly 2011
2011 intenm ordinary dividend payable 30 November 2011
2011 full year results — preliminary announcement February 2012

- report and accounts April 2012
2011 final ordinary dividend payable June 2012
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Shareholder Informatlon continued

Analysls of share register at 31 December 2010

Ordinary shares of 2 Sp

AcCOunts Shares
Number Number

[ele. 1} % million %
By category of shareholder
Individuals 102 3 922 o8 8 28
Nominee companies 76 69 32623 Q909
Banks 00 00 03 00
fnsurance and pension funds 00 00 o1 00
Other 10 09 2259 63

110.9 100.0 3,587.4 100.0

By slze of holding

1-99

100 - 499
500 - 999
1,000 - 9,999

10,000 ~ 99,999
100,000 — 999,999
1,000,000 and over

232 209 11 00
315 284 84 02
224 202 1680 04
315 284 748 21
14 13 353 10
06 05 193 9 54
03 03 32579 90 9

110.9 100.0 3,587.4 100.0

Glossary

ADF Australian Defence Force KPI Key Performance Indicator

AGM Annuai General Meeting KSA Kingdom of Saud Arabia

ATV All-Terrain Vehicle LC™m Lifecycle Management

BvS10 Viking Amphibious armoured ATV LRIP Low-Rate Initial Production

C4ISR Command, Control, Communications, LTA Lifetime Allowance
Computers, inteligence, Surveillance and LTIP Long-Term Incentive Plan
Reconnaissance M777 A hghtweight 155mm field howrtzer

CR Corporate Responsibility MEADS Medium Extended Air Defence System

[ 11} Combat Vehicle 90 MoD Ministry of Defence

DASS Defensive Aids Sub-System MRAP Mine Resistant Ambush Protected

EBITA Earnings before amortisation and impairment MSMO Mutti-Ship, Mult-Option
?afxlztt:::;ggs;i,?t& finance costs and 0AS Operational Assurance Statement

EC Exeoutive Committee OF Operational Framework

EPS Earnmgs per Share OPV Offshore Patrol Vessel

EU European Union QBR Quarterly Business Review

FMTV Family of Medium Tactical Vehicles QDR Quadrennial Defense Review

FPE Final Penstonable Earnings RAF Royal Arr Force

FPP Final Pensionable Pay RCF Revotving Credit Facility

RG31 Mine protected armoured personne! carner

FRES Future Rapid Effect System RSAF Roval Saud: Aur Force

FRS Financial Reporting Standard RENF Royal Saudi Naval Forces

GAAP Generally Accepted Accounting Practice SBDCP Saudi Bntish Defence Co-operation Programme

Gop Gross Domestic Product SDSR Strategic Defence and Security Review

1AS International Accounting Standard MM Safety Matunty Matrix

1Bp Integrated Business Plan STOVL Short Take-Off and Vertical Landing

IDIQ Indefinite Delivery, Indefinite Quantity TR Total Shareholder Retum

IFRIC International Financtal Reporting
Interpretations Commuittee UAV Unmanned Air Vehicle

IFRS International Financial Reporting Standard
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BAE Systems online

Get the latest investor
information online:
www.baesystems.com

Shareholder feedback

If you would like to give us any feedback on this year’s
Annual Report, please send your wniten comments to
our tnvestor relations team at

BAE Systems pl¢

6 Cartton Gardens

London SW1Y 5AD

United Kingdom

or by e-mail to nvestors@baesystems com

For the latest Information on '
—Performance

- Investor presentations

~ Corporate responsibility

Plus, interactive features enabling you to:

- Customise the homepage

- View the BAE Systems moblle site

- Sign up for RSS feeds

- Sign up for e-malil aterts :

2010 online corporate
reporting benefits:

-The Annual Report 2010 is
accessible In pdf or interactive
format

- Search the Annual Report for key
information and access links for
further Information

- Corporate responsibility information
is integrated into the Annual Report

- Access the Notice of Annual General
Meeting and vote online

Visit www baesystems com/reporting/

Production of this report

The pnnter s an EMAS cerufied CarbonNeutral® company

and its Environmental Management System is certified to

1SO 14001 100% of the inks used are vegetable o/l based,
95% of press chemicals are recycled for furtheruse and on
average 99% of any waste associated with this production will
be recycled The papers are a combination of 100% and 50%
recycled fibre The pulp for each 1s bleached using an Elemental
Chlonne Free (ECF) process All papers are FSC certified
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Telephone +44 (0)1252 373232
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