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Directors' report

The directars present ther annual report on the affairs of the company, together with the financial statements
and auditors' report, for the year ended 31 December 2006

Business review

Defence Systems

The company s involved in the production, reparr and overhaul of power generation, transmission and
conversion equipment for military and commercia! markets

2006 was a difficult year, with turnover almost 50% of 2005 levels, at £12 4million  Dunng 2003,
2004 and 2005 Powerfield was the main sub-contractor on a PFI contract supplying high specification
generating equipment to the UK MoD Known as FEPS (Field Electrical Power Supply), the production of this
equipment was completed in 2005 Powerfield now has responsibility for maintaining the fleet of generators
through the iife of the contract to 2021

The closure of our Crewe facility was completed in November 2006 This facility was pnimarily a
repair and overhaul facility for military vehicle and marine engines  Unfortunately, the company lost the
military vehicle contract, with the final overhauls due by the end of 2006, and it was with regret that the
company decided to consolidate its activities to one site at Winsford, Cheshire

The operating loss of the defence systems business was £0 1rmillion (2005 Profit £1 Omullion)

The company 15 exposed to risks from a failure of the supply chain and has a business continuity
programme to manage the nisk of a loss of a significant supplier

Penstons

During the year a revised benefit structure was agreed with the members of the Vickers Group Pension
Scheme Together with the better than expected return on the scheme assets dunng the year these factors
have resulted in a reduction of the deficit before tax from £26 3 millton to a net surptus of £19 3 million as at
31 December 2006 The next funding valuation by the actuary as at 5 Apnl 2007 I1s currently m progress

Provisions

The company incurs costs n relation to claims for employer-hability clams following the insolvency of an
nsurance company The provision at year-end increased from £20 million to £22 6 million This provision is
based on an actuanal report in respect of the potential iability for claims There was also an addrtional
specific provision at year-end of £10milion relating to a single claim that has been setiled post year-end

Other

A dividend of £25 9m was received duning the year from a subsidiary company, Vinters International Limited
The company has a number of dormant subsidiary companies and duning the year seven of these
companies were liquidated

Financial risk management objectives and policies

The Rolls-Reyce Group has an established, structured approach to nsk management which 1s detailed in the
consolidated accounts of Rolls-Royce Group plc  The company acts in accordance with this policy

Cash and overdrafts are held at floating rates and the company I1s therefore exposed to movementis
in interest rates

All matenal cash balances are held in sterling and therefore these balances are not exposed to
movements In foreign exchange rates All trading of the defence systems business ts also denominated in
sterling

The company’s credit nsk 1s primarnily attributable to its trade recevables The amounts presented in
the balance sheet are net of allowances for doubtful receivables The main customer of the business 1s the
UK Ministry of Defence and therefore the overall credit nisk to the company 1s low

In order to maintain higuidity to ensure that sufficient funds are available for ongoing operations and future
developments, the company uses a mixture of long-term and short-term group debt finance
The company had investments of £370 milion (2005 £394 million) at year-end, of which £273 million (2005 £273
million) relates to overseas subsidiary companies whose trading currency 1s not stering The company 1s
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Directors'’ report

Financial risk management objectives and policies (continued)
therefore exposed to mavements in foreign exchange rates, mainly the United States Dollar and the Euro  The
company regards Its interests in overseas subsidiary companies as long-term investments and any currency nsk
ansing through these companies is actively managed as part of the Rolls-Royce Group nsk management strategy
Dividends
A dividend of £ Nit (2005 £ Nil) was paid during the year
Directors
The directors, who served throughout the year were as follows
G Allan
B Baker
D Bale
J Warren
Supplier payment policy
The campany seeks the best possible terms from suppliers and when entering into binding purchasing
contracts, gives consideration to quality, delivery, price and terms of payment In the event of disputes,
efforts are made to resolve them quickly

The Company had the equivalent of 8 days (2005 31 days) comparative purchases outstanding at
December 31, 2006 based on the average daily amount invoiced by suppliers during the year
Directors’ indemnities

The company has made qualifying third party indemnity provisions for the benefit of its directors which were
made during the year and remain in force at the date of this report

Disclosure of information to auditors
Each of the persons who Is a director at the date of approval of this report confirms that

{1) so far as the director 1s aware, there 1s no relevant audit information of which the company's auditors are
unaware, and

(2) the director has taken all the steps that he/she ought to have taken as a director in order to make
himselffherself aware of any relevant audit information and to establish that the company's auditors are aware
of that information

This confirmation 1s given and should be interpreted in accardance with the provisions of section 234ZA of
the Compamies Act 1985

Auditors

In accordance with Section 384 of the Companies Act 1985, a resolution for the re-appointment of KPMG
Audit Plc as auditors of the Company is to be proposed at the forthcoming Annual General Meeting

d by the Board and signed on its behalf by
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Statement of directors’ responsibilities in respect of the directors’ report and financial
statements

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

Company law requires the directors to prepare financial statements for each financial year Under that law
they have elected to prepare the financial statements In accordance with UK Accounting Standards and
applicable law (UK Generally Accepted Accounting Practice)

The financial statements are required by law to give a true and farr view of the state of affairs of the company
and of the profit or loss of the company for that period

In preparing these financial statements, the directors are required to
» select suitable accounting policies and then apply them consistently,
» make judgments and estimates that are reasonable and prudent,

+ state whether applicable UK Accounting Standards have been followed, subject to any material departures
disclosed and explained in the financial statements, and

e prepare the financial statements on the going concern basis unless it 1s inappropriate to presume that the
cempany will continue In business

The directors are responsible for keeping proper accounting records that disclose with reasonable accuracy
at any time the financial position of the company and enable them to ensure that its financial statements
comply with the Companies Act 1985 They have general responsibility for taking such steps as are
reasonably open to them to safeguard the assets of the company and to prevent and detect fraud and other
irregularities
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Independent auditors’ report to the members of Vinters Engineering plc

We have audited the financial statements (the “financial statements”) of Vinters Engineenng plc for the year ended 31
December 2006 which compnse the Profit and Loss Account, the Balance Sheet, the Statement of Total Recognised
Gains and Losses, and the related notes These financial statements have been prepared under the accounting
policies set out therein

This report 1s made solely to the company’s members, as a body, in accordance with section 235 of the Companies
Act 1985 Our audit work has been undertaken so that we might state to the company’s members those matters we
are required to state to them in an auditors’ report and for no other purpose  To the fullest extent permitted by law, we
do not accept or assume responsibility to anyone other than the company and the company’s members as a body, for
our audit work, for this report, or for the opinions we have formed

Respective responsibilities of directors and auditors

The directors' responsibiities for preparing the financial statements in accordance with apphicable law and United
Kingdom Accounting Standards (United Kingdom Generally Accepted Accounting Practice) are set out in the
statement of directors' responsibilities on page number 3

Our responsibility 1s to audit the financial statements in accordance with relevant United Kingdom legal and regulatory
requirements and Internationa) Standards on Auditing (UK and Ireland)

We report to you our opinion as to whether the financial statements give a true and fair view and are properly
prepared n accordance with the Companies Act 1985 We also report to you whether in our opinion the information
given In the Directors’ Report 1s consistent with the financial statements

In addition we report to you If, In our opinion, the company has not kept proper accounting records, if we have not
receved all the information and explanations we require for our audit, or If information specified by law regarding
directors’ remuneration and other transactions i1s not disclosed

We read the Directors’ Report and consider the implications for our report if we become aware of any apparent
misstatements within it

Basis of audit opinion

We conducted our audit in accordance with Intemational Standards on Auditing (UK and Ireland) 1ssued by the
Auditing Practices Board An audit includes examination, on a test basis, of evidence relevant to the amounts and
disclosures in the financial statements It also includes an assessment af the significant estimates and judgments
made by the directors In the preparation of the financial statements, and of whether the accounting policies are
appropnate to the company’s circumstances, consistently applied and adequately disclosed

We planned and performed our audit so as to obtain all the information and explanations which we considered
necessary in order to provide us with sufficient evidence te give reasonable assurance that the financial statements
are free from matenal misstatement, whether caused by fraud or other irregulanty or eror  In forming our opinion we
also evaluated the overall adequacy of the presentation of information in the financial statements

Opinion

In our opinion

« the financial staterments give a true and fair view, in accordance with UK Generally Accepted Accounting Practice,
of the state of the company's affairs as at 31 December 2006 and of its profit for the year then ended,

« the financial statements have been properly prepared in accordance with the Comparies Act 1985, and

» the information given in the Directors’ Report 1s consistent with the financial statements

kﬂb( M I ﬂl,

KPMG Audit Plc
Chartered Accountants
Reg:stered Auditor
London

3l s.lub oo
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Profit and loss account
For the year ended 31 December 2006

Turnover
Continuing operations
Discontinued cperations

Cost of sales
Gross (loss)/profit
Administrative expenses

Operating (loss)/profit
Continuing operations
Discontinued operations

Profit on sale of discontinued operations
income from shares in group undertakings

Profit on ordinary activities before finance charges
Finance charges (net)

Profit on ordinary activities before taxation
Tax on profit on ordinary activities

Profit on ordinary activities after taxation and profit for the

financial year

*See note 9

Vinters Engineenng plc

Notes

Restated”
2006 2005
£m £m |
|
12 4 240 i
- 09
124 249 |
(14 1) (21 8)
{(17) 31
(21 7) (20)
(23 4} 11
(23 4) 10
- 01
(23 4) 11
- 03
259 -
25 14
50 25
75 39
36 22
111 61
i
|
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Statement of total recognised gains and losses
For the year ended 31 December 2006

Profit for the financial year
Actuarial gains
Deferred tax on actuanal gains

Total recognised gains and losses relating to the year

Prior year adjustment (as explained in note 9)

Total gains and losses recognised since last annual report and
financial statements

*See note 9

Vinters Engineenng plc

Notes

17
17

Restated”
2006 2005
£fm £m
111 61
249 254
(8 5) {7 8)
275 237
(07)
268
6




Balance sheet
31 December 2006

Fixed assets
Tangible assets
Investments

Current assets

Stocks

Debtors- due within one year
Cash at bank and in hand

Creditors: Amounts falling due within one year
Net current liabilities

Total assets less current habilities

Creditors: Amounts falling due after more than one year
Provisions for liabilities and charges
Net assets excluding pension asset/ {liabilities)

Pension asset / (liabilities)

Net assets

Capital and reserves
Called-up share capital
Share premium account
Revaluation reserve
Other reserves

Profit and loss account

Shareholders’ funds

*See note 9

Notes

10
1"

12
13

14

15
16

17

18
19
19
19
19

20

Restated”

2006 2005

£m £m
54 55
3705 3938
3759 399 3
42 60
125 55
50 43
217 158
(118 4) (145 1)
(96 7) (129 3)
2792 2700
(19 1) (19 1)
(34 0) (21 6)
226 1 2293
125 (18 4)
2386 2109
1716 1716
651 65 1
22 22
84 84
87 (36 4)
2386 2109

The financial statements on pages 5 to 28 were approved by the board of directors on 30" July 2007 and signed

on its behailf by

G Allan 0 o

Director
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Notes to the financial statements
31 December 2006

1 Significant accounting policies

The principal accounting policies are summansed below
Basis of preparation

The financial statements have been prepared in accordance with applicable accounting standards, on the
historical cost basis except where FRS requires an alternative treatment

The Company 15 exempt by virtue of section 228 of the Companies Act 1885 from the requirement to prepare
group financial statements

As permitted by Financial Reporting Standard 1 “Cash flow statements” (Revised 1996), no cash flow statement
has been prepared, as a consolidated cash flow statement has been prepared by the ulimate parent company

The financial statements have been prepared on the going concern basis, notwithstanding net current habilites
of £86 7m, which the directors believe to be appropnate for the following reasons The company 1s dependent for
its working capital on funds provided to it by Rolls-Royce plc, a parent of the company Reolls-Royce plc has
provided the company with an undertaking that for at least 12 months from the date of approval of these financial
statements, 1t will continue to make avaiable such funds as are needed by the company and in particular will not
seek repayment of the amounts currently made available This should enable the company to continue In
operational existence for the foreseeable future by meeting its liabilities as they fall due for payment As with any
company placing rehiance on other group entities for financial support, the directors acknowledge that there can
be no certainty that this support will continue although, at the date of approval of these financial statements, they
have no reascn to believe that it will not do so

Changes in accounting policy
FRS 20 (IFRS 2) Share-based Payment has been adopted for the first ime in these financial statements The
effect of the adoption of this standard has increased staff costs in the current year by £0 1m and resulted in a

prior peniod adjustment of £0 1m  Further details regarding the accounting policy are shown below and in note 8

The company has adopted the amendments to FRS17 Retirement Benefits published in December 2006 The
effect of the adoption of this standard 1s discussed in note 17

The following new standards relating to financial instruments have been adopted in full in these financial
statements

FRS 23 (IAS 21) The Effects of Changes in Foreign Exchange Rates
FRS 25 (IAS 32) Financial Instruments Disclosure and Presentiation
FRS 26 (IAS 39) Financial Instruments Measurement

There has been no effect of the adoption of these standards Further details regarding the specific policies
adopted are shown below

FRS 28 ‘Corresponding Amounts’ has been adopted and corresponding amounts have been shown in the
primary financial statements and the notes to the accounts where applicable

Foreign currency translation
Assets and habilites denominated in foreign currencies are translated into sterling at the rate ruling at the year

end Exchange differences arising on foreign exchange transactions and the retranslation of assets and liabilites
into sterling at the rate ruling at the year end are taken into account in determining profit before taxation
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Notes to the financial statements
31 December 2006

1 Significant accounting policies {continued)

Turnover

Turnover consists of amounts invoiced to external customers, net of value added taxes, In respect of deliveries
made, or work completed, during the year In the case of long-term contracts, turnover 1s based on the estimated
sale value of the work completed during the year

Research and development

Research and development expenditure 15 wnitten off as incurred

Pension costs

The Company operates a defined benefit scheme, the assets of which are administered by trustees and are
independent of the group's finances Pensions are accounted for under FRS17 ‘Post Retirement Benefits'
Obligations are measured at the discounted present value whilst plan assets are recorded at far value The
service and financing costs are recognised separately in the profit and loss account, service costs are spread
systematically over the lives of employees and financing costs are recognised In the periods In which they arise
Actuaral gains and losses are recognised immediately in the statement of total recognised gains and losses

Share-based payment

The company applied the requirements of FRS 20 (IFRS 2) Share-based Payment from January 1, 2005 In
accordance with the fransition provisions, FRS 20 has been applied to all grants made after November 7, 2002
that were unvested as of January 1, 2005

The company issues equity-seitled and cash-seltled share-based payments to certain employees Equity-settied
share-based payments are measured at fair value (excluding the effect of non-market based vesting conditions)
at the date of grant The far value determined at the grant date of the equity-settled share-based payments 1s
expensed on a straight-line basis over the vesting period, based on the company’s estimate of shares or options
that will eventually vest For cash-settled share-based payments a liability equal to the proportion of the goods or
services received 1S recognised at the current fair value determined at each balance sheet date

Fair value 1Is measured using the binomial pricing model for the sharesave plans Fair values of awards made
under the Performance Share Plan (PSP) are measured using a pricing model adjusted to reflect non-
entittement to dividends (or equivalent) and the Total Shareholder Return market-based performance condiion

See note 8 for further description of the share-based payment plans

Financial instruments

FRS 26 requires the classification of financial instruments into separate categories for which the accounting
requirement 1s different Borrowings have been classified as other habilities and are held at amortised cost and
not revalued

interest
Interest recevable/payable 1s credded/charged to the profit and loss account using the effective interest method

Taxation

The tax charge on the profit or loss for the year compnses cuirent and deferred tax

Provision for taxation 1s made at the current rate and for deferred taxation at the projected rate on all timing
differences which have originated, but not reversed at the balance sheet date

Vinters Engineering plc 9




Notes to the financial statements
31 December 2006

1 Significant accounting policies (continued)

Stocks

Stocks and work 1n progress are valued at the lower of cost and net realisable value on a first-in, first-out basis
Cost comprises direct matenals and, where applicable, direct labour costs and those overheads that have been
wncurred in bringing the stocks to therr present location and condition Net realisable value represents the
estimated selling prices less all estimated costs of completion and costs to be incurred In marketing, selling and
distribution

Tangible fixed assets

Tangible fixed assets are stated at cost less accumulated depreciation and any proviston for impairments in
value

Depreciation 1s provided on a straight-line basis to write off the cost, less the estimated residual value, of
property, plant and equipment over therr estimated useful ives Estimated useful ives are as follows

1) Land and buildings, as advised by the Company's professional advisors
a) Freehold bulldings - five to 45 years (average 23 years)
b) Leasehold buildings — lower of advisors’ estimates or period of lease
¢} No depreciation 1s provided on freehold land

n) Plant and equipment — five to 25 years (average 16 years)

m) No depreciation i1s provided on assets in the course of construction

Investments

Fixed asset investments are shown at cost less provision for mpairment Current asset investments are stated
at the lower of cost and net realisable value

Leases

1) As Lessee

Assets financed by leasing agreements which give rnghts approximating to ownership (finance leases) have been
capitalised at their farr value and depreciation 1s provided on the basis of the Company depreciation policy The
capital elements of future obligations under finance leases are included as habilities in the balance sheet and the
current year’s interest element, having been allocated to accounting periods to give a constant periodic rate of
charge on the outstanding liability, 15 charged to the profit and loss account The annual payments under all other
lease arrangements, known as operating leases, are charged to the profit and loss account on a straight-line
basis

1) As Lessor

Amounts recelvable under finance leases are ncluded within debtors and represent the total amount outstanding
under the lease agreements less unearned income Finance lease income, having been allocated to accounting
periods to give a constant penodic rate of return on the net investment, 1s included in turnover

Rentals receivable under operating leases are included in turnover on an accruals basis

Provisions

Provisions are recognised when the Company has a present obligation as a result of a past event, and it 1s
probable that the Company will be required to settle that obligation Provisions are measured at the directors’
best estimate of the expenditure required to settle the obligation at the balance sheet date, and are discounted to
present value where the effect 1s material
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Notes to the financial statements

31 December 2006

2 Segment information

Classes of business

Turnover
Operating {loss)/profit

Other items reported after
operating profit

Finance charges (net)

Profit on ordinary
activities before
taxation

Segment net assets

Net assets

Cost of sales

Gross (loss)/profit

Other operating
expenses/{income) (net)

*See note 9

Defence Systems  Automotive Pressings Unallocated Company
Restated” Restated* Restated* Restated*
2006 2005 2006 2005 2006 2005 2006 2005
£ £ £ £ L3 £ £ £
124 2490 - 0% - - 124 249
(01) 10 - 03 {23 3) {02) (23 4) 11
- - - 03 259 - 2589 03
50 25
75 39
137 138 - - 2249 1971
238 6 2109
2006 2005 (Restated”)

Continuing Discontinued Total Continuing Discontinued Total

operations operations operations operations
£ £ £ £ £ £
141 - 14 1 208 10 218
(17 - (17) 32 {C 1) 31
217 - 217 22 (02) 20

All turnover by ongin/destination was from/to the United Kingdom

Vinters Engineenng plc
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Notes to the financial statements
31 December 2006

3 Exceptional items reported after operating profit

Profit on sale of discontinued operations

2006

2005
£m

03

The profit on sale in the prior year relates to the disposal of the business and assets of Vickers Pressings Limited

4 Finance charges (net)

Interest recervable and similar income
Interest payable and similar charges

Net interest receivable / (payable)

Finance charges on post retirement benefits
Expected return on pension scheme assets
Interest on pension scheme liabihties

Net other finance charges

Finance charges (net)

Vinters Engineerning plc

2006 2005

£m £m

- 086
{(13) {(10)
{13) {04)
321 292
(25 8) (26 3)
63 29
50 25
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Notes to the financial statements
31 December 2006

5 Profit on ordinary activities before taxation
Profit on ordinary activities before taxation s stated after charging (crediting)

Depreciation of tangible fixed assets

- owned

Research and development - current year expenditure
Auditors' remuneration - fees for the audit of the company

6 Staff costs and directors remuneration
The average monthly number of employees (including executive directors) was

Defence aerospace

Their aggregate remuneration comprised

Wages and salanes

Social security costs

Share based payments

Other pension costs (see note 17)

2006 2005
£m £m
04 05
05 04
01 01

2006 2005

Number Number
110 130
Restated*
2006 2005
£m £m
34 41
02 03
01 01
19 24
56 69

No remuneration has been received by the directors in respect of their services to the Company (2005 £Ni)

*Seenote 9

Vinters Engineenng plc
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Notes to the financial statements
31 December 2006

7 Tax on profit on ordinary activities
The tax credit comprises

Current tax
UK corporation tax — group relief payable

Adjustments in respect of prior years
- UK corporation tax — group relief payable

Total current tax

Deferred tax
Ongination and reversal of tming differences

Total deferred tax

Total tax on profit on ordinary activities

2008 2005
£m £m
(98) (23)

- (35)
(©8) (58)
62 36
62 36
(3 6) (22)

The differences between the total current tax shown above and the amount calculated by applying the standard

rate of UK corporatian tax to the profit before tax 1s as follows

Profit on ordinary activities before tax

Tax on profit on ordinary activities at standard UK corporation
tax rate of 30% (2005 - 30%)

Effects of

Expenses not deductible for tax purposes

Income not taxable

Capital allowances in excess of depreciation

Other iming differences

Adjustments to tax charge in respect of previous periods

Current tax charge for period

* See note 9

Vinters Engineering plc

Restated™
2006 2005
£m £m
75 39
22 i2
19 01
(7 8) -
01 -
(62) (36)
- (35)
{9 8) (5 8)
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Notes to the financial statements
31 December 2006

8 Share based payments

Share-based payment schemes in operation during the period

The Company participated in the following share-based payment schemes of Rolls-Royce Group plc in operation
during the year

Performance Share Plan (PSP)

This plan involves the award of shares to participants subject to performance conditions Vesting of the
performance shares 1s based on the achievement of both non-market based conditicns (EPS and cash flow per
share) and a market based performance condition (Total Shareholder Return - TSR)

Sharesave share option scheme

Based on a three or five year monthly savings contract, eligible employees are granted share options with an
exercise price of up to 20 per cent below the share price when the contract 1s entered into Vesting of the options
IS not subject to the achievement of a performance target The scheme 1s HM Revenue & Customs approved
approved

Annual Performance Related Award (APRA) plan

Deferred shares awarded as part of the APRA plan One third of the value of any annual bonus 1s delivered In
the form of a deferred share award The release of deferred share awards 1s not dependent on the achievement
of any further performance conditions other than that participants remain an employee of the Group for two
years from the date of the award in order to retain the full number of shares During the two-year deferral penod,
participants are entitled to receive dividends on the deferred shares

Share Incentive Plan (SIP)

This 1s the ‘Free Share' element of the Share Incentive Plan Eligible employees receive shares with a value of
up to one week’s salary There are no conditions attached to the shares

In accordance with the transitional provisions of FRS 20, the Company has recognised an expense n respect of
all grants under these plans made after November 7, 2002 and unvested at January 1, 2005

The Company recognised a total expense of £0 1m i 2006 (£0 1m in 2005)

The movements In awards under the various share schemes 1s shown in the tables below

Number of shares awarded

2008 2005
PSP Thousands Thousands
QOutstanding at January 1 - -
Awarded dunng the year 5 -
Forfeited during the year - -
Vested during the year - -
Qutstanding at Decermber 31 5 -

Vinters Engineerning plc 15




Notes to the financial statements
31 December 2006

8 Share based payments {continued)

2006 2005

Number Waeighted Number Weighted

of share average of share average

options  exercise price ophons exercise prce

Sharesave Thousands Pence Thousands Pence
Outstanding at January 1 483 158p 434 130p
Granted dunng the year - - 49 298p
Forfeited during the year - 168p - 138p
Exercised during the year {(135) 140p - 140p
Qutstanding at December 31 348 153p 483 158p
Exercisable at December 31 11 141p - -

Number of shares awarded

2006 2005
Deferred shares under APRA Thousands Thousands
Outstanding at January 1 -
Awarded dunng the year 1 R
Forfeited during the year - -
Vested dunng the year - -
Cutstanding at December 31 1 -

Number of shares awarded

2006 2005
Free shares under SIP Thousands Thousands
Awarded during the year 4 4

Opticns were exercised on a regular basis during the year The average share price duning the year was 439p (2005 310p)

Fair values

The weighted average farr values for PSP awards, ShareSave grants, APRA deferred share awards, and SIP
Free Share awards made durning the year are as follows

20086 2005

Pence Pence

PSP 494p 282p
ShareSave - 3 year - 131p
ShareSave - 5 year - 154p
APRA deferred share awards 448p 260p
SIP Free Share awards 462p 257p

Details of the assumptions used in the calculation of these far values are set out below Expected volatiity was
based on the historical volatiity of Rolls-Royce Group plc's share price over the seven years prior to the grant or
award date Expected dividends were based on payments to shareholders over the five years prior to the grant
or award date
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Notes to the financial statements
31 December 2006

8 Share based payments {continued)

PSP awards

The farr value of the shares awarded under the PSP are calculated using the market value of the shares at the
time of the award, adjusted to take into account non-entitlement to dividends during the vesting penod and the
TSR performance condition The PSP fair values were calculated using the following assumptions

2006 2005
Weighted average share pnce 444p 262p
Expected dividends 792p 7 81p
Volatity 32% 34%
Correlation 19% 19%
Expected Ilife 3 years 3 years
Risk free interest rate 4 3% 4 9%

The PSP has a TSR market-based performance condition, such that Rolls-Royce Group pic's TSR over the
performance pernod will be compared with the TSR of the companres constituting the FTSE 100 index on the
date of grant If Rolls-Royce Group plc's TSR exceeds the median TSR of the FTSE 100, the number of shares
that vest will be increased by 25 per cent The far value of an award of shares under the PSP has been adjusted
to take into account this market-based performance condition using a pricing model based on expectations
about volatiity and the correlation of share price returns in the group of FTSE 100 companies and which
ncorporates into the valuation the interdependency between share price performance and TSR vesting This
adjustment increases the fair value relative to the share price at the date of grant

ShareSave awards

The farr value of options granted under the ShareSave plan are calculated using a binomial pricing model with
the following assumptions {no options were granted in 2008)

- 2005
Weighted average share price 351p
Exercise pnce 298p
Volatility 40%
Expected dividends 7 86p
Expected life '3 year ShareSave 3 3-3 8 years
- B year ShareSave 5 3-5 8 years

Close pernods
From January 1 6 weeks
From July 1 1 month
Risk free interest rate 4 4%

' The binomial pricing model assumes that participants will exercise options at the beginning of the six month
window If the share price 1s greater than the exercise price  Otherwise It assumes that options are held until the
expiration of their contractual term  Thus results in an expected life that falls somewhere between the start and
end of the exercise window

Deferred shares under APRA and Free Shares under SIP

The fair value of shares awarded under these plans Is calculated as the share price on the date of award

Vinters Engineering plc 17




Notes to the financial statements
31 December 2006

8 Share based payments {continued)

Fair values of options granted in 2003 and 2004

The charge under FRS 20 for the current penod includes a charge for options granted under the PSP, APRA
and ShareSave plans during the years ended December 31, 2003 and 2004 with the following grant date farr
values

2004 2003
Sharesave - 3 year - 61p
Sharesave - 5 year - 71p
APRA 220p -

These farr values were calculated using the models described above with the following assumptions

ShareSave

Woeighted average share price 173p
Waighted average exercise price 142p
Volatiity 43%
Expected dividends 761p
Expected
Iife - 3 year ShareSave 3 15-3 65 years

- 5 year ShareSave 5 15-5 65 years
Correlation
Close penods

From January 1 6 weeks

From July 1 1 month
Risk free interest rate 4 6%

! For the ShareSave options, the binomial pricing model assumes that participants will exercise options at the
beginning of the six month window If the share price 1s greater than the exercise price Otherwise it assumes that
options are held untl the expiration of their contractual term This results in an expected life that falls somewhere
between the start and end of the exercise window
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9 Prnor year adjustment

The company adopted FRS 20 from 1 January 2006, with comparative figures for 2005 being adjusted FRS 20
requires a farr value charge to be made in respect of share-based payments Further detals regarding the
charges are included in note 8

The Company has adopted the amendments to FRS 17 published in December 2006 These amendments
bring the disclosures into line with International Accounting Standard 19 and change the valuation of scheme
assets to a bid price basis (previously valued on a mid-market price basis) The corresponding amounts have
been restated accordingly Further details are included in note 17

The impact ansing from these changes are summarised as follows

Year ended 31

December 2005
£m

Profit and loss account
Adoption of FRS 20 Share based payment (0 1)
Adjustment to profit before taxation (01)
Net assets At 1 January At 31 December
2005 2005
£m £m
Adoption of the amendments to FRS 17 Retirement Benefits (13) (13)
Related taxation effect 04 04
Adoption of FRS20 Share based payment - 02
Adjustment to net assets {09) (07)
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10 Tangible fixed assets

Land and buildings

Long Plant and Assets under

Freehold leasehold machinery construction Total
£m £m £m £m

Cost or valuation
At 1 January 2006 45 11 32 - 88
Additions - - 01 02 03
At 31 December 2006 45 11 33 02 a1
Depreciation
At 1 January 2006 08 06 19 - 33
Charge for the year g1 - 03 - 04
At 31 December 2006 0% 06 22 - 37
Net book value
At 31 December 2006 36 05 11 02 54
At 31 December 2005 37 05 13 - 55

The cost of non-depreciable land included above 1s £0 3m (2005 £0 3m}

Land and builldings

2006 2005
Land and buildings at cost or valuation comprise £m £m
Cost 41 41
Valuation 15 15
56 56
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11 Fixed asset investments

20086 2005
£m £m
Subsidiary undertakings 3705 3938
Subsidiary undertakings
£m
Cost
At 1 January 2006 5659
Disposals on liquidation (27 0)
At 31 December 2006 538 9
Provisions for impairment
At 1 January 2006 (172 1)
Disposals on hquidation 37
At 31 December 2006 (168 4)
Net book value 3705

Principal investments

The company has investments in the following subsidiary undertakings To avoid a statement of excessive
length, detalls of investments which are not significant have been omitted

Principal investments
The company has investments in the following subsidiary undertakings

Country of incorporation or principal  Principat activity
business address

Vinters International Limited UK Holding Company
Powerfield Specialist Engines Limited UK Defence Systems
Powerfield Limited UK Defence Systems
Ross Ceramics Limited UK Turbine Components
Rolls-Royce AB * Sweden Marine

Reolls-Royce OY AB * Finland Marine

Rolis-Royce Marine AS * Norway Marine

Ulstein Turbine AS * Norway Marine

The whole of the share capital of each of the companies shown is held by Vinters Engineering plc or, where

indicated by an astensk, by one of its wholly-owned subsidiary undertakings

Vinters Engineering plc
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12 Stocks

Raw matenals and consurmables
Work in progress

There 1s no matenal difference between the balance sheet value of stocks and their replacement cost

13 Debtors

Amounts falling due within one year

Trade debtors
Amounts owed by group undertakings
Prepayments and accrued income

14 Creditors. Amounts falling due within one year

Bank loans and overdrafts

Trade creditors

Amounts owed to subsidiary undertakings
Amounts owed to group undertakings
Other taxation and social security

Other creditors

Accruals and deferred income

Vinters Engineenng plc

2006 2005
£m £fm
30 06
12 54
42 60

2006 2005
£m £m
24 26
98 29
03 -
125 55

20086 2005
£m £m
16 5 250
03 17

100 2 1174
03 02
01 -
06 03
04 05

118 4 145 1
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15 Creditors Amounts falling due after more than one year

Amounts owed to subsidiary undertakings

16 Provisions for habilities and charges

At 1 January 2006
Prior year adjustment (see note 9)

At 1 January 2006 {as restated)
Charged to profit and loss account
Utiised in year

At 31 December 2006

The provisions above relate to a number of habiliies which are long term in nature and the trming of therr

utihsation 1s uncertain

Deferred tax
Deferred tax 1s provided as follows

Accelerated capital allowances
Other timing differences

The potential hability for taxation, which has not been provided in the amounts
shown above because such tax would become payable only if the properties

were sold without If being possible to claim rollover relief 1s

Capital gains on revaluation of properties and rolled-over gains

* See note 9

Vinters Engineening plc

2006 2005

£m £m

191 191

Deferred

Disposals Taxation Total
£m £m £m
207 11 218
- {02) {0 2)
207 0% 216
14 0 {(01) 139
{15) - (15)
332 08 340
Restated*
2006 2005
£m £m

10 11
(0 2) {0 2)
08 09
07 07
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17 Pensions

The Company’s pension scheme 1s a funded defined benefit type and the assets of the scheme are held in a
separate trustee administered fund Employees are entitled to retirement benefits based on therr final salarnes

and length of service

The valuation of the scheme 1s based on the most recent funding valuation, updated by the scheme actuary to

31 December 2006 The most recent full funding valuation of the scheme was at 31 March 2004

in 2006, the Company has adopted the amendments to FRS 17 published in December 2006 These

amendments bring the disclosures into ine with International Accounting Standard 19 and change the valuation
of scheme assets to a bid price basis (previously valued on a mid-market price basis) The corresponding
amounts have been restated accordingly The net result of these amendments 1s the recognition of addibional

actuarial losses of £1 3m, which relates to years prior to 2005

The principal actuanal assumphions were as follows

2006

%

Rate of increase in salanes 44
Rate of increase n pensions in payment and deferment 29
Discount rate 51
Inflabion assumption 29

2005
%
44
286
47

29

The mortality assumptions adopted for the pension schemes are derived from the PA92 actuanal tables

published by the institute of Actuaries

Other demographic assumptions have been set on advice from the Actuary, having regard to the latest trends
in scheme experience and other relevant data The assumptions are reviewed and updated as necessary as

part of the penodic actuanal valuation of the schemes

Actuanal gans of £24 9m (2005 £25 4m) have been reported in the statement of total recognised gains and
losses Cumulative actuanal losses from January 1, 2002 reported in the statement of recognised income and

expense are £66 4m (2005 £91 3m)

Amounts recognised n the balance sheet

Restated*

2006 2005

£m £m

Present value of funded obligations {552 5) {559 9)

Farr value of scheme assets 5718 5336

Surplus / (Deficit) 193 (26 3)

Related deferred tax (habthty) / asset (6 8) 79

Net surplus / (hability) 125 (18 4)
Vinters Engineenng plc 24
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17 Pensions (continued)

Changes in present value of defined benefit obligations

At January 1

Current service cost
Finance cost
Contnbutions

Net benefits paid out
Actuanal gain/{loss)

At December 31

2006 2005
£m £m
{559 9) (512 B)
47) (4 6)
(25 8) (26 3}
(0 8) (0 8)
20 1 213
186 {36 9)
(652 5) (559 9)

Current service cost and contributions include £2 8m (2005 £2 2m) incurred by other subsidiary companies

Changes in fair value of scheme assets

At January 1 (as previously reported)
Adoption of amendments to FRS17

At January 1 ({restated)
Expected return on assets
Contributions by employer
Contnbutions by employees
Benefits paid out

Actuanal gain/(loss)

At December 31

Actual return on plan assets

Vinters Engineering plc

Restated*
2006 2005
£m £m
534 9 450 2
(13) (13)
5336 448 @
321 292
191 137
08 08
{20 1) (21 3)
63 62 3
5718 5336
384 915
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17 Pensions {(continued)

The fair value of the scheme assets and the expected rates of return at December 31 were as follows

Restated”
2006 2005
Expected Market value Expected Market value

rate rate

of return of return
% £m % £m
Equities 75 3495 71 3278
Sovereign debt 49 154 5 45 1218
Corporate bonds 45 924 41 709
Other 50 (24 6) 43 131
5718 5336

The scheme assets do not include any financial instruments of the Vinters Engineering plc group, nor any
property occupied by, or other assets used by, the group

The expected rate of return on individual categones of scheme assets are determined by reference to gilt yields
The expectation is that the return from equities and corporate bonds will exceed the return from gilts by 3% per
annum and 0 45% per annum respectively The overall expected rate of return 1s calculated by weighting the
individual returns expected from each asset class 0 accordance with the actual asset balance in the schemes
nvestment portfolio

History of plans

The history of the plans for the current and prior years Is as follows

Restated* Restated*

2006 2005 2004 2003 2002

£m £m £m £m £m

Present value of defined benefit obligation (552 5} (559 9) (512 6) (566 7) (504 8)
Fair value of scheme assets 5718 5336 4489 468 3 4105
Asset / (Deficit) 183 {26 3) 63 7) (38 4) (94 3)
Actuanal gains/(losses) on scheme assets 63 623 115 487 (129 8)
Expenence losses on scheme lhabilities 186 (36 9) 223 (48 6) {20 9)
Total amount recognised in the statement 249 254 338 01 (150 7)

of total recognised gains and losses

The Company has adopted the amendments to FRS 17 pubhshed in November 2006 In accordance with the
transitional provisions of the amendments to FRS 17, the corresponding amounts for 2002 and 2003 above have
not been restated to reflect the change in basis of valuation of scheme assets from mid-market to bid prices

The Company expects to contribute approximately £19m to its defined benefit scheme in 2007

*Seencte 9
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18 Share capital

Authonised
457,000,000 ordinary shares of 50p each

Allotted, called-up and fully-paid
343,297,724 ordinary shares of 50p each

19 Reserves

At 1 January 2006 (as previously stated)
Prior year adjustment (see note 9)

At 1 January 2006 (as restated)
Profit for the financial year

Other recognised gains and losses
relating to the year (net)

Share based payments

At 31 December 2006

20 Reconcihiation of movements in shareholders' funds

Opening shareholders’ funds as previously stated

Prior year adjustment (see note 9)

Opening shareholders’ funds as restated

Profit for the financia! year

Other recognised gains and losses relating to the year (net)

Share based payments

Closing shareholders' funds

Vinters Engineerning plc

2006 2005

£m £m

2285 2285

1716 1716

Share Profit
Revaluation  premum and loss Other

reserve account account reserves Total

£m £m £m £m £m
22 651 (357) 84 400
" - (07) - (07)
22 65 1 (36 4) 84 393
- - 111 - 111
- - 164 - 16 4
- - 02 - 02
22 65 1 (87) 84 670
2008 2005

£m £m

2116 187 8

(V)] (09)

2109 186 9

111 61

16 4 176

02 03

2386 2109
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21 Financial commitments
Annual commitments under non-cancellable operating leases are as follows

2006 2005
Land and Land and
bulldings builldings

£m £m
Expiry date
- between two and five years 01 -
- after five years 07 08
08 08

Leases of land and buildings are typically subject to rent reviews at specified intervals and provide for the lessee
to pay all insurance, maintenance and reparr costs
22 Contingent liabilities

Guarantees and contingencies arising in the ordinary course of business are not expected to result in any
matenal financial loss to the Company

There are lawsuits outstanding agamnst the Company for damages in respect of certain transactions The

directors have been advised that there are good defences in all material actions and do not believe that the
Company is likely to suffer any matenal loss in excess of the amounts provided

23 Related party transactions

The Company has taken advantage of the exemption in Financial Reporting Standard 8 not to disclose related
party transactions with other group companies

24 Ultimate Parent Company

The Company 1s a subsidiary undertaking of Rolls-Royce Group plc, incorporated in Great Britain The largest
group in which the results of the Company are consolidated 15 that headed by Rolls-Royce Group plc The
smallest group i which the results of the Company are consolidated I1s that headed by Rells-Royce pic,
incorporated in Great Britain

The consolidated accounts of these groups are available io the public and may be obiained from 85 Buckingham
Gate, London, SW1E 6AT
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