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31 December 2018

Strategic Report

Review of business

In December 2012 BAE Systems (Oman) Limited (the "Company") was awarded a contract for the provision of
Typhoon and Hawk Aircraft and attendant support services to the Sultanate of Oman. Deliveries to the customer
under this contract commenced in 2017. The principal activities of the Company during the year have been the
production and delivery of Typhoon and Hawk aircraft, the provision of aircraft spares, training and ground
equipment and the commencement of a provision of long term, in-country support of the aircraft.

Key performance indicators

Key performance indicators are shown below:

(restated)*

2018 2017

£'000 £'000

Order intake 1,144 1,731
Revenue 172,784 295,972
Operating profit 1,779 62,848

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

Order intake represents the value of funded orders received from customers in the year. It is a measure of in-
year performance and supports future years' sales performance. The reduction in revenue from 2017 reflects the
completion of aircraft deliveries in the first half of 2018.

Revenue represents the amounts derived from the provision of goods and services. The reduction in revenue
from 2017 reflects the completion of aircraft deliveries in the first half of 2018. In 2017 eight Typhoon and eight
Hawk were delivered. There was also an increase in costs within the Branch due to the readiness activity for the
Typhoon air base. In 2018 four Typhoon were delivered. The deliveries were complete by July 2018,

Operating profit is used for internal performance analysis as a measure of operating profitability that is
comparable over time. The profit appears disproportionately high in 2017 due to the net impact of the IFRS15
adjustments which restated revenue to 2016.
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Strategic Report (continued)

Principal risks and uncertainties
The Company'’s principal risks are identified below:
The Company is dependent on defence spending.

The Company's core businesses are primarily defence-related, selling products and services to the Royal Air
Force of Oman.

Defence spending by governments can fluctuate depending on political considerations, budgetary constraints,
specific threats and movements in the international oil price.

Some countries’ economies may be influenced by oil prices, with consequent reduced defence spending.

The Company operates in an international market.

The Company conducts business in the Middle East.

The risks of operating in some countries include: political changes impacting the business environment;
economic downturns, political instability and civil disturbances; changes in government regulations and
administrative policies; the imposition of restraints on the movement of capital; the introduction of burdensome

taxes or tariffs; and the inability to obtain or maintain the necessary export licences.

The Company is exposed to volatility in currency exchange rates, particularly in respect of the Omani Rial and
US Dollar.

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

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

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

The Company has few contracts, including two large contracts and several small contracts.
A significant portion of the Company’s revenue is derived from fixed-price contracts. Actual costs may exceed
the projected costs on which fixed prices are agreed and, since these contracts can extend over many years, it

can be difficult to predict the ultimate outturn costs.

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

The Company is dependent on the award timing and cash profile of its contracts.

The Company'’s profits and cash flows are dependent, to a significant extent, on the timing of, or failure to
receive, award of defence contracts and the profile of cash receipts on its contracts.

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

in aggregate, there is an actuarial deficit between the value of the projected liabilities of BAE Systems’ defined
benefit pension schemes and the assets they hold. A portion of this deficit is allocated to the Company.
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Strategic Report (continued)

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

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

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

It is important that the Company recruits and retains management with the necessary international skills and
experience in the relevant jurisdictions.

Approved by the Board and signed on its behalf by:

Page 3



BAE Systems (Oman) Limited
Annual Report and Financial Statements
31 December 2018

Directors' Report

Company registration

BAE Systems (Oman) Limited (the "Company") is a private company, limited by shares and registered in
England and Wales with the registered number 03135337.

Results and dividends

The Company’s profit for the financial year is £1,157k (2017 restated profit £62,904k). The directors do not
propose a dividend for 2018 (2017 £76,000k).

Looking forward

The Company expects to continue trading and being in operational existence for the foreseeable future. Sales
are underpinned by the provision of long term in-country support of Hawk and Typhoon aircraft — deliveries
of which were complete in 2018.

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

Going concern

After making due enquiries, the directors have a reasonable expectation that the Company has adequate
resources to continue operational existence for at least 12 months from the date of approval of the financial
statements. For this reason they continue to adopt the going concern basis in preparing the financial statements.

Overseas branch office
The Company has an overseas branch office in Oman.
Financial instruments

The international nature of the Company’s business means it is exposed to volatility in currency exchange rates.
In order to protect itself against currency fluctuations, the Company'’s policy is to hedge all material firm
transactional exposures.

Directors and their interests

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

S D Wood

A K Gilchrist (appointed 21 November 2018)
B W lerland (appointed 26 March 2018)

S Bryant (resigned 21 November 2018)

D A Cole (resigned 26 March 2018)

The Board is not aware of any contract of significance in relation to the Company in which any director has, or
has had, a material interest.
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Directors' Report {(continued)

Disclosure of information to auditor

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

Auditor

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

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

Approved by the board and signed on its behalf by:

Date: ’\/V%’\ci

Registered office:

BAE Systems (Oman) Limited
Warwick House

PO Box 87

Farnborough Aerospace Centre
Farnborough

Hampshire

GU14 6YU

United Kingdom
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Directors' Responsibilities Statement

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

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

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

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

disclosed and explained in the financial statements; and

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

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

Report on the audit of the financial statements
Opinion

In our opinion the financial statements of BAE Systems (Oman) Limited (the “Company”):

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

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

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

We have audited the financial statements which comprise:

the Income Statement;

the Statement of Comprehensive Income;
the Balance Sheet;

the Statement of Changes in Equity; and
the related notes 1 to 16.

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

Basis for opinion

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

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

Conclusions relating to going concern

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

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

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

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

Other information

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

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

We have nothing to report in respect of these matters.

Responsibilities of directors

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

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

Auditor’s responsibilities for the audit of the financial statements

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

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

bpinions on other matters prescribed by the Companies Act 2006

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

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

requirements.

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

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

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

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

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

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

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

We have nothing to report in respect of these matter.

Use of our report

This Report is made solely to the Company’s members, as a body, in accordance with Chapter 3 of Part 16 of
the Companies Act 2006. Our audit work has been undertaken so that we might state to the Company's
members those matters we are required to state to them in an auditor's report and for no other purpose. To the
fullest extent permitted by law, we do not accept or assume responsibility to anyone other than the Company and
the Company’s members as a body, for our audit work, for this report, or for the opinions we have formed.

b

Douglas King (Senior Statutory Auditor)
for and on behailf of Deloitte LLP

2 Hardmen Street
Manchester
M3 3HF

Date: 294 Jvag 7—0“‘\
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Income Statement
for the year ended 31 December 2018

Revenue
Operating costs

Operating profit

Financial expense

Profit before tax

Tax

Profit for the year

(restated)”

2018 2017

Note £'000 £000
2 172,784 295,972

3 (171,005) (233,124)
1,779 62,848

5 (300) (400)
1,479 62,448

6 (322) 456
1,157 62,904

* Prior year comparatives have been restated upon the Company's adoption of IFRS 15 Revenue from
Contracts with Customers. See note 15 for details regarding the restatement. -
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Statement of Comprehensive Income
for the year ended 31 December 2018

Profit for the financial year

Other comprehensive income:
Items that will not be reclassified to the Income Statement

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

. Items that may be reclassified to the Income Statement

Amounts charged to hedging reserve
Tax on items that may be reclassified to the Income Statement

Other comprehensive expense net of tax

Total comprehensive income for the year

As restated

2018 2017
£'000 £000
1,157 62,904
1,000 (3,400)

(170) 578

830 (2,822)
(1,006) (6,746)
309 1,328
(697) (5,418)
133 (8,240)
1,290 54,664

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

The notes on pages 15 to 48 form part of these financial statements.
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Balance Sheet
as at 31 December 2018

Non-current assets

Intangible assets
Property, plant and equipment
Other financial assets

Current assets

Trade, other and contract receivables
Other financial assets
Cash and cash equivalents

Total assets

Non-current liabilities

Retirement benefit obligations
Other financial liabilities
Deferred tax liabilities

Current liabilities

Loans and overdrafts
Trade and other payables
Current tax

Other financial liabilities

Total liabilities

Net assets

13
10
11

12

10

2018 2017
£'000 £'000
109 141

37 68
6,793 8,583
6,939 8,792
156,967 347,923
3,939 3,422

- 361
160,906 351,706
167,845 360,498
(10,012) (11,012)
(108) (115)
(108) (305)
(10,226) (11,432)

(1) -
(136,609)  (253,469)
(382) -

(123) (383)
(137,115)  (253,852)
(147,341)  (265,284)
20,504 95,214
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Balance Sheet (continued)
as at 31 December 2018

Capital and reserves

Issued share capital
Other reserves
Retained earnings

Total equity

Approved by the Board on _“1{-6-A%  and signed on its behalf by:

i

Note

14
14

2018 2017
£'000 £'000
8,624 9,321

11,880 85,893
20,504 95,214

Registered number: 03135337
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Statement of Changes in Equity
for the year ended 31 December 2018

At 1 January 2017

Profit for the year (restated)*
Remeasurements on retirement benefit schemes

Tax on items that may be or will not be reclassified
to the Income Statement

Amounts charged to hedging reserve

At 1 January 2018

Profit for the year
Remeasurements on retirement benefit schemes

Tax on items that may be or will not be reclassified
to the Income Statement

Amounts charged to hedging reserve
Ordinary share dividends

At 31 December 2018

Issued
share Other Retained
capital reserves earnings Total equity
£000 £'000 £'000 £'000
- 14,739 25,811 40,550
- - 62,904 62,904
- - (3,400) (3,400)
- 1,328 578 1,906
- (6,746) - (6,746)
- 9,321 85,893 95,214
- - 1,157 1,157
- - 1,000 1,000
- 309 (170) 139
- (1,0086) - (1,006)
- - (76,000) (76,000)
- 8,624 11,880 20,504

The results for 2018 and 2017 arise from continuing activities

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

Contracts with Customers. See note 15 for details regarding the restatement
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Notes to the Financial Statements

1. Accounting policies

BAE Systems (Oman) Limited (the “Company”) is a private company, limited by shares, and registered in
England and Wales and incorporated in the United Kingdom. Its ultimate controlling party is BAE Systems
plc. The address of the Company’s registered office is shown on page 5. The principal activity of the is set
out in the Strategic Report on page 1.

These financial statements, which have been prepared in accordance with the Companies Act 2006, are
presented in pounds sterling and, unless otherwise stated, rounded to the nearest thousand. Foreign
operations are included in accordance with the policies set out in note 1.8

1.1 Basis of preparation

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

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

. the requirements of IFRS 7 Financial Instruments: Disclosures;

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

. the requirements of IAS 7 Statement of Cash Flows;

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

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

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

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

The Company intends to continue to prepare its financial statements in accordance with FRS 101.

The following paragraphs summarise the main accounting policies of the Company and have, unless
otherwise stated, been applied consistently to all periods presented in these financial statements.

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

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

Critical accounting policies

The Directors consider that there are no significant accounting policies which are critical as a result of
their level of complexity, judgement or estimation involved in their application and their impact on the
financial statements.

Judgements made in applying accounting policies

In the course of preparing the financial statements, no judgements have been made in the process of
applying the Company's accounting policies, other than those involving estimates, that have had a
significant effect on the amounts recognised in the financial statements. The significant estimates in
relation to the Company’s critical accounting policies are set out above. The key significant risk of a
material adjustment to the carrying amounts of assets and liabilities during 2019 relates to the
determination of the discount rate and inflation assumptions underpinning the valuation of the liabilities
of the Company’s defined benefit pension schemes. A description of the discount rate and inflation
assumptions, together with sensitivity analysis, is set out in note 12.

Sources of estimation uncertainty

The application of the Company’s accounting policies requires the use of estimates. In the event that
these estimates prove to be incorrect, there may be an adjustment to the carrying amounts of assets and
liabilities within the next financial year. ’

Changes in accounting policies
IFRS 9 Financial instruments and IFRS 15 Revenue from Contracts with Customers became effective on
1 January 2018. The impact of adoption is set out in note 14.

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

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

IFRS 16 will not have a material impact on the Company.

Significant accounting policies

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

Page 16



BAE Systems (Oman) Limited
Annual Report and Financial Statements
31 December 2018

Notes to the Financial Statements

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

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

Performance obligations

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

Transaction price

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

Revenue and profit recognition

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

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

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

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

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

The Company has determined that most of its contracts satisfy the over-time criteria, either because the
customer simultaneously receives and consumes the benefits provided by the Company’s performance as
it performs (typically services or support contracts) or the Company's performance does not create an
asset with an alternative use to the Company and it has an enforceable right to payment for performance
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Notes to the Financial Statements

1. Accounting policies (continued)
1.2 Revenue and profit recognition (continued)
completed to date (typically development or production contracts).

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

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

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

Contract modifications

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

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

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

Costs to obtain a contract

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

Costs to fulfil a contract

Contract fulfilment costs in respect of over-time contracts are expensed as incurred. Contract fulfiiment
costs in respect of point in time contracts are accounted for under IAS 2 Inventories.

1.3 Dividends

Equity dividends paid on ordinary share capital are recognised as a liability in the period in which they are
declared.
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1. Accounting policies (continued)
1.4 Intangible assets

lintangible assets are carried at cost or valuation, less accumulated amortisation and impairment losses.
Software

Software includes:

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

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

Development costs

Development costs funded by the Company on activities applied to a plan or design for the production of
new or substantially improved products are capitalised as an internally generated intangible asset if certain
conditions are met. The costs capitalised include materials, direct labour and related overheads.

Other
Other intangible assets includes patents, trademarks and licences.

Amortisation
Goodwill is not amortised. Amortisation on intangible assets, excluding goodwill, is charged to the Income
Statement on a straight-line basis over their estimated useful lives.

The estimated useful lives are as follows:

Software -2to 5years
Development costs - up to 10 years
Other - up to 20 years

1.5 Property, plant and equipment

Cost

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

Assets held for leasing out under operating leases are included in property, plant and equipment at cost
less accumulated depreciation and impairment losses.
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1. Accounting policies (continued)
1.5 Property, plant and equipment (continued)
Depreciation

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

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

motor vehicles

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

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

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

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

1.6 Impairment

The carrying amounts of the Company's intangible assets are reviewed at each Balance Sheet date to

determine whether there is any indication of impairment as required by IAS 36, impairment of Assets. If

any such indication exists, the asset's recoverable amount is estimated. For goodwill and intangible assets
- that are not yet available for use, impairment testing is performed annually.

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

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

Impairment losses are recognised in the Income Statement.

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

An impairment loss is reversed only to the extent that the asset's carrying amount does not exceed the
carrying amount that would have been determined, net of depreciation or amortisation, if no impairment
loss had been recognised.
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1. Accounting policies (continued)
1.7 Foreign currencies

Transactions in foreign currencies are translated at the exchange rate ruling at the date of the transaction.
Monetary assets and liabilities denominated in foreign currencies are retranslated at the exchange rates
ruling at the Balance Sheet date. These exchange differences are recognised in the Income Statement.

The assets and liabilities of foreign currency branches are translated at the exchange rates ruling at the
Balance Sheet date. The Income Statements of these branches are translated at average rates of
exchange during the year. All resulting exchange differences are recognised in the foreign transiation
reserve.

1.8 Trade, other and contract receivables

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

The Company writes off a trade receivable when there is objective evidence that the debtor is in significant
financial difficulty and there is no realistic prospect of recovery, for example, when a debtor enters
bankruptcy or financial reorganisation.

Contract receivables represent amounts for which the Company has an unconditional right to
consideration in respect of unbilled revenue recognised at the Balance Sheet date and comprise costs
incurred plus attributable margin.

1.9 Cash and cash equivalents

Cash and cash equivalents includes cash in hand, call and term deposits, and other short-term liquid
investments with original maturities of three months or less and which are subject to an insignificant risk of
change in value.

1.10 Trade and other payables

Trade and other payables are stated at amortised cost.
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1. Accounting policies (continued)
1.11 Tax

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

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

Deferred Tax

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

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

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

. arising on the initial recognition of goodwill.

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

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

Deferred tax assets and liabilities are offset if there is a legally enforceable right to offset current tax
liabilities and assets, and they relate to corporate income taxes levied by the same tax authority and they
intend to settle current tax liabilities and assets on a net basis or their tax assets and liabilities will be
realised simultaneously.
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1. Accdunting policies (continued)
1.12 Pensions
Defined contribution pension schemes

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

Obligations for contributions are recognised as an expense in the Income Statement as incurred.
Defined benefit pension schemes

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

The retirement benefit surpluses and obligations recognised in the Company's Balance Sheet represents
the fair value of scheme assets, less the present value of the defined benefit obligations calculated using
a number of actuarial assumptions as set out on page 39. The bid values of scheme assets are not
intended to be realised in the short term and may be subject to significant change before they are realised.
The present values of scheme liabilities are derived from cash flow projections over long periods and are,
therefore, inherently uncertain.

The Company participates in a number of group and multi-employer schemes administered by its ultimate
parent company, BAE Systems plc. A share of the IAS 19 Employee Benefits pension deficit has been
allocated to all participating employers. This allocation is based on the relative payroll contributions of
active members, which is consistent with prior years. Whilst this methodology is intended to reflect a
reasonable estimate of the share of the deficit, it may not accurately reflect the obligations of the
participating employers. Gains and losses resuiting from changes to the relative payroll contributions of
active members year on year are included within actual return on assets and actuarial gains and losses for
the disclosures in respect of changes in the fair value of scheme assets and changes in the present value
of defined benefit obligations, respectively.

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

Derivative financial instruments and hedging activities

The international nature of the Company’s business means it is exposed to volatility in currency exchange
rates. In order to protect itself against currency fluctuations, the Company's policy is to hedge all material
firm transactional exposures. The Company aims to achieve hedge accounting treatment for all
derivatives that hedge material foreign currency exposures.

In accordance with its treasury policy, the Company does not hold derivative financial instruments for
trading purposes.

Derivative financial instruments are recognised initially at fair value. Subsequent to initial recognition, such
instruments are stated at fair value at the Balance Sheet date. Gains and losses on derivative financial
instruments that do not qualify for hedge accounting are recognised in the Income Statement for the
period.

Cash flow hedges

Where a derivative financial instrument is designated as a hedge of cash flows relating to a highly
probable forecast transaction (income or expense), the effective portion of any change in the fair value of
the instrument is recognised in other comprehensive income and presented in the hedging reserve in
equity. Amounts recognised in equity are reclassified from reserves into the cost of the underlying
transaction and recognised in the Income Statement when the underlying transaction affects profit or loss.
The ineffective portion of any change in the fair value of the instrument is recognised in the Income
Statement immediately.

Fair value hedges

Where a derivative financial instrument is designated as a fair value hedge, changes in the fair value of
the underlying asset or liability attributable to the hedged risk, and gains and losses on the derivative
instrument, are recognised in the Income Statement for the period.

2. Revenue

As restated

2018 2017
£'000 £'000
Sales by geographical location
Middle east 172,784 295,972

172,784 295,972

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

(restated)*

2018 2017

£'000 £'000

Raw materials, subcontracts and other bought-in items used 151,377 213,479
Depreciation, amortisation and impairment 63 56
Staff costs (note 4) 14,366 14,820
Other operating charges 5,199 4,769

171,005 233,124
* Prior year comparatives have been restated upon the Company's adoption of IFRS 15 Revenue from
Contracts with Customers. See note 15 for details regarding the restatement.
The remuneration of the auditor for the year ended 31 December 2018 for auditing of the financial
statements was £10,000 (2017 £10,000) and £nil (2017 £nil) in respect of non-audit work. As noted in the
Directors’ Report, Deloitte LLP was appointed as statutory auditor for 2018, replacing KPMG LLP, who
resigned following the 2017 audit. Accordingly, references related to 2018 relate to Deloitte LLP and 2017
to KPMG LLP.

4, Employees

The monthly average number of Company employees was 163 (2017 141).

The aggregate staff costs of Company employees were as follows:

2018 2017
£'000 £000
Wages and salaries 12,758 12,488
Social security costs 429 1,257
Pension costs - defined contribution plans (note 13) 79 57
Pension costs - defined benefit plans (note 13) 1,100 1,018

14,366 14,820
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4, Employees (continued)

The disclosures below represent an allocation of the emoluments received by the directors to reflect their

qualifying services to the Company.

Director's remuneration
Company contributions to defined benefit pension schemes

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

Money purchase schemes
Defined benefit schemes

Number of directors who exercised share options

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

2018 2017
£'000 £'000
453 361
28 -
481 361
2018 2017
Number of Number of
directors directors
3 1
3 1
2018 2017
Number of Number of
directors directors
1 _
3 2
4 2
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4. Employees (continued)

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

2018 2017
£'000 £'000

Remuneration and amounts receivable under long-term incentive schemes 283 337

The highest paid director's defined benefit accrued pension and accrued lump sum at 31 December 2018
was £nil (2017 £nil) and £nil (2017 £nil), respectively.

Of the directors B W lerland and D A Cole did not receive any emoluments from the Company during the
year. They were employed by BAE Systems plc, and were remunerated through that company. They did
not provide any material qualifying services to the Company.

5. Financial expense
2018 2017
£'000 £000
Net interest expense on retirement benefit obligations (note 13) 300 400
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6. Tax

Current tax

UK:
Current tax
Double tax relief

Oversea:
Current tax

Origination and reversal of temporary differences
Adjustments in respect of prior years

Tax result

As restated*

2018 2017
£'000 £'000
(382) -
382 -
(382) -
(382) -

3 452

57 4
60 456
(322) 456

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

The Company has not provided for UK current tax on its profit for the year as any taxable profits will be
partially covered by the surrender of tax losses from fellow group companies, in respect of which no
payment will be made, and the tax expense arising on the remaining profits will be offset by overseas tax

suffered.

The UK corporation tax rate was reduced from 20% to 19% with effect from 1 April 2017, and will be
reduced to 17% with effect from 1 April 2020. In line with these changes the deferred tax has been
calculated at the tax rates that are expected to apply to temporary differences when they reverse, based
on the laws enacted or substantially enacted by the reporting date.
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6.

Tax {continued)

Reconciliation of tax result

The following table reconciles the expected corporate tax result, using the UK corporation tax rate, to the

reported tax result.

Profit before taxation

UK corporation tax rate

Expected tax expense on resuit

Retirement benefit schemes

Imputed interest expense

Losses received from BAE Systems plc group companies
Adjustment in respect of prior years

Other

Tax result

Tax recognised in other comprehensive income

2018 Before 2018 Tax 2018 Net of

tax benefit

£'000 £'000 £'000

Items that will
not be
reclassified to
the income
statement:

Remeasurements
on retirement
benefit schemes 1,000 (170)

Items that may
be reclassified
to the income
statement:

Amounts charged
to hedging

reserve (1,006) 309 (697)

2018 2017
£'000 £'000
1,479 62,448

19.00% 19.25%

(281) (12,021)

- (9)
(148) (687)

51 13,156
57 4
(1) 13
(322) 456

2017 Before 2017 Tax 2017 Net of

tax benefit tax

£000 £'000 £'000

(3,400) 578 (2,822)

(6,746) 1,328 (5,418)

(6) 139

(10,146) 1,906 (8,240)
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6. Tax (continued)

2018 2018 2017 2017
Other Retained 2018 Other Retained 2017
reserves earnings Total reserves earnings Total
£'000 £'000 £'000 £'000 £'000 £'000
Financial
instruments 309 - 309 1,328 - 1,328
Retirement
benefit schemes - (170) (170) - 578 578
Tax on other
comprehensive
income 309 (170) 139 1,328 578 1,906
7. Intangible assets
Software
£'000
Cost
At 1 January 2018 160
At 31 December 2018 160
Amortisation
At 1 January 2018 19
Charge for the year 32
At 31 December 2018 51
Net book value
At 31 December 2018 109

At 31 December 2017 141
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7. Inténgible assets (continued)

Impairment testing

The recoverable amount of the Company’s goodwill is based on value in use estimated using risk-
adjusted future cash flow projections from the five-year Integrated Business Plan (IBP) and a terminal
value based on the projections for the final year of that plan, with growth rate assumptions in the range
0% to 2% applied. The IBP process includes the use of historical experience, available government
spending data and the Company’s order backlog. Pre-tax discount rates, derived from the Company’s
post-tax weighted average cost of capital of 6.8% (2017 6.60%) (adjusted for risks specific to the market
in which the cash-generating unit operates), have been used in discounting these projected risk-adjusted
cash flows

8. Property, plant and equipment

Plant and
machinery
£'000
Cost or valuation
At 1 January 2018 198
At 31 December 2018 198
Depreciation
At 1 January 2018 : 130
Charge for the year on owned assets 31
At 31 December 2018 161
Net book value
At 31 December 2018 37
At 31 December 2017 68
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10.

Trade, other and contract receivables

Current

Contract receivables

Trade receivables

Amounts owed by BAE Systems and its Subsidiaries
Prepayments and accrued income

Other debtors

As restated*

2018 2017
£'000 £'000
155,802 70,165
279 232
- 138,182
798 139,344

88 -
156,967 347,923

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

Other financial assets and liabilities

2018
Assets
£'000
Non-current
Cash flow hedges - foreign exchange
contracts 6,793
Current
Cash flow hedges - foreign exchange
contracts 3,939

2018 2017 2017
Liabilities Assets Liabilities
£'000 £'000 £'000
(108) 8,583 (115)
(124) 3,422 (383)
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1.

Deferred tax

Deferred tax assets/(liabilities)

Deferred tax assets

Deferred tax liabilities

Net balance at 31 December

2018 2017 2018 2017 2018 2017
£'000 £'000 £'000 £'000 £'000 £'000
Property, plant 1 9 - - 1 9
and equipment
Provisions and 60 - - - 60 -
accruals
Retirement 1,700 1,872 - - 1,700 1,872
benefit schemes
Financial - - (1,877) (2,186) (1,877) (2,186)
instruments
1,771 1,881 (1,877) (2,186) (106) (305)
Movement in temporary differences during the year
At 31
At 1 January Recognised Recognised December
2018 in income in equity 2018
£000 £'000 £'000 £'000
Property, plant and equipment 9 2 - 11
Provisions and accruals - 60 - 60
Retirement benefit schemes 1,872 (2) (170) 1,700
Financial instruments (2,186) - 309 (1,877)
(305) 60 139 (106)
Restated* Restated* at 31
At 1 January Recognised Recognised December
2017 in income in equity 2017
£000 £'000 £'000 £'000
Property, plant and equipment 6 3 - 9
Retirement benefit schemes 1,226 68 578 1,872
Financial instruments (3,514) - 1,328 (2,186)
Other (385) 385 - -
(2,667) 456 1,906 (305)

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

Contracts with Customers. See note 14 for details regarding the restatement.
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12.

Trade and other payables

Current
Contract liabilities
Trade payables

Amounts owed to BAE Systems plc and its subsidiaries

Accruals and deferred income
Other payables

2018 2017
£'000 £'000
83,123 92,394
1,216 1,386
46,759 162,210
3,716 6,404
1,795 1,075
136,609 253,469
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13. Retirement benefit obligations
Background

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

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

The Company participates in the following BAE Systems plc schemes: BAE Systems Pension Scheme
(Main Scheme).

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

Active Deferred Pensioner
00 % 00

Main Scheme' 35 20 45

'Source: Main Scheme actuarial valuation report as at 31 March 2017.
Regulatory framework

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

Benefits

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

A UK High Court judgment was delivered on 26 October 2018 concerning gender equalisation for the
effect of Guaranteed Minimum Pensions (GMPs) for occupational pension schemes. It is expected that
the total impact of GMP equalisation for all Group subsidiaries will be in the region of £121m based on
an estimate as at 26 October 2018 for the UK schemes that were contracted out of the State Earnings
Related Pension Scheme between 1990 and 1997. This has been treated for IAS 19 purposes as a plan
amendment and resulted in an increase in the pension deficit in the Balance Sheet and a corresponding
past service cost in the Income Statement. The Company has been allocated a share of the past
service cost based on the relative payroll contributions of active members. The Company’s share of the
£121m is £0.3m.
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13. Retirement benefit obligations (continued)
Funding

introduction
Disclosures in respect of pension funding provided below reflect the pension schemes as a whole.
Disclosures in respect of pension accounting under IAS 19 are provided on pages 39 to 43.

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

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

The funding valuations are performed by professional qualified independent actuaries and include
assumptions which differ from the actuarial assumptions used for IAS 19 accounting purposes shown on
page 38. The purpose of the funding valuations is to design funding plans which ensure that the
schemes have sufficient funds available to meet future benefit payments.

Valuations

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

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

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

Schaal schomes  Total

£bn £bn  £bn

Market value of assets 12.8 8.8 21.6

Present value of liabilities (14.4) 9.3) (23.7)

Funding (deficit)/surplus (1.6) (0.5) (2.1)

Percentage of accrued benefits covered by the assets at the valuation

date 89% 95% 91%
The valuations were determined using the following mortality assumptions: 2017
Life expectancy of a male currently aged 65 (years) 86 — 89
Life expectancy of a female currently aged 65 (years) 88 - 90
Life expectancy of a male currently aged 45 (years) 88 - 92
Life expectancy of a female currently aged 45 (years) 91-93

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

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

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

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

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

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

Contributions

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

The total Company contributions made to the defined benefit schemes in the year ended 31 December
2018 were £1.5m (2017 £1m).

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

In 2019, the Company expects that contributions to its pension schemes will be broadly in line with 2018.
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13.

Retirement benefit obligations (continued)

Risk management

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

Risk

Mitigation

Market (investment) risk
Asset returns may not move in line
with the liabilities and may be subject
to volatility.

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

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

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

Interest rate risk

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

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

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

Inflation risk

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

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

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

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

Longevity risk

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

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

In 2013, with the agreement of BAE Systems plc, the trustees of the 2000 Plan, Royal
Ordnance Pension Scheme and Shipbuilding Industries Pension Scheme entered into
arrangements with Legal & General to insure against longevity risk for the current
pensioner population, covering a total of £4.4bn of pension scheme liabilities. These
arrangements reduce the funding volatility relating to increasing life expectancy.
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13. Retirement benefit obligations (continued)
IAS 19 Accounting

The disclosures below relate to pension schemes in the UK which are accounted for as defined benefit
schemes in accordance with IAS 19.

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

2018 2017 2016

Financial assumptions
Discount rate — past service (%) 29 26 2.7
Discount rate — future service (%) 3.0 27 2.7
Retail Prices Index (RPI) inflation (%) 3.1 3.1 32
Rate of increase in salaries (%) ‘ 3.1 3.1 3.2
Rate of increase in deferred pensions (%) 2.1/31 2.1/3.1 2.2/3.2
Rate of increase in pensions in payment (%) 1.6 -3.7 16-37 1.7-37
Demographic assumptions
Life expectancy of a male currently aged 65

(years) 86 — 88 86-88 86-89
Life expectancy of a female currently aged

65 (years) 88 -90 88-90 89-90
Life expectancy of a male currently aged 45

(years) 88 - 90 88—-90 88-91
Life expectancy of a female currently aged

45 (years) 90 — 91 90-92 91-92

Discount rate

The discount rate assumptions are derived through discounting the projected benefit payments of the
principal schemes using a third-party AA corporate bond yield curve to produce a single equivalent
discount rate. This inherently captures the maturity profile of the expected benefit payments. The
discount rate used for future service differs from that used for past service as it only uses the cash flows
relating to active members, which have a different duration. Further information on the duration of the
schemes is detailed on page 35.

Retail Prices Index (RPI) inflation

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

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

Rate of increase in deferred pensions

The rate of increase in deferred pensions for the UK schemes is based on Consumer Prices Index (CPI)
inflation of 2.1% (2017 CPlI inflation of 2.1%), with the exception of the 2000 Plan, which is based on RPI
inflation of 3.1% (2017 RPI inflation of 3.1%). The rate of increase in deferred pensions is subject to
inflation caps.
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13.

Retirement benefit obligations (continued)

Rate of increase in pensions in payment

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

inflation.

Life expectancy

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

both pensioner and non-pensioner members.

The disclosures below are in respect of the Company's share of the IAS 19 deficit using the allocation

methodology outlined on page 23.

Summary of movements in retirement benefit obligations

£m
Company's share of IAS 19 deficit at 1 January 2018 (11.0)
Actual return on assets excluding amounts included in interest expense (1.8)
Decrease in liabilities due to changes in assumptions and experience 2.8
Contributions in excess of service cost 0.6
Past service cost — plan amendments (0.3)
Net interest expense (0.3)
Company’s share of IAS 19 deficit at 31 December 2018 (10.0)
Amounts recognised in-the Balance Sheet
2018 2017
£m £m
Present value of funded obligations (55.7) (58.0)
Fair value of scheme assets 45.7 47.0
Company’s share of IAS 19
deficit, net (10.0) (11.0)
Represented by:
" Retirement benefit surpluses - -
Retirement benefit obligations (10.0) (11.0)
(10.0) (11.0)
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13.

Retirement benefit obligations (continued)

Changes in the fair value of scheme assets

£m

Company's share of the value of scheme assets at 1 January 2017 22.0
Interest income 1.2
Actual return on assets excluding amounts included in interest income 249
Actual return on assets 26.1
Contributions by employer 0.9
Contributions by employer in respect of employee salary sacrifice arrangements 0.1
Total contributions by employer 1.0
Benefits paid (2.1)
Company'’s share of the value of scheme assets at 31 December 2017 47.0
Interest income 1.2
Actual return on assets excluding amounts included in interest income (1.8)
Actual return on assets 0.6
Contributions by employer 14
Contributions by employer in respect of employee salary sacrifice arrangements 0.1
Total contributions by employer 15
Benefits paid (2.2)
Company'’s share of the value of scheme assets at 31 December 2018 45.7

Assets of defined benefit pension schemes

2018 2017
Quoted Unquoted Total Quoted Unquoted Total
£m £m m £m £m £m

Equities:

UK 8.1 Co- 8.1 111 - 11.1

Overseas 54 - 54 8.4 0.8 9.2
Pooled investment vehicles' 0.7 9.0 9.7 - 54 54
Fixed interest securities:

UK gilts 1.9 - 1.9 2.4 0.1 25

UK corporates 24 4.4 6.8 4.1 2.3 6.4

Overseas government 0.1 - 0.1 0.1 - 0.1

Overseas corporates 29 - 29 3.0 - 3.0
Index-linked securities:

UK gilts 3.6 - 3.6 3.2 0.2 3.4

UK corporates 1.7 0.1 1.8 1.2 1.0 22
Property’ - 438 4.8 - 3.8 3.8
Derivatives® - (0.3) (0.3) - (0.9) (0.9)
Cash:

Sterling 0.7 - 0.7 0.5 - 0.5
Other - 0.2 0.2 0.1 0.2 0.3
Company total 27.5 18.2 45.7 34.1 12.9 47.0

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

2. Valued on the basis of open market value at the end of the year determined in accordance with the Royal
Institution of Chartered Surveyors’ Appraisal and Valuation Standards and the Practice Note contained therein.
3. Includes equity protection options, forward foreign exchange contracts, futures, and interest rate, inflation and
longevity swaps. The valuations are based on valuation techniques using underlying market data and discounted
cash flows.
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Retirement benefit obligations {continued)

Changes in the present value of the defined benefit obligations

£m
Company's share of the defined benefit obligations at 1 January 2017 (29.2)
Current service cost (0.9)
Contributions by employer in respect of employee salary sacrifice arrangements (0.1)
Total current service cost (1.0)
Members' contributions 0.0
Past service cost — plan amendments 0.0
Actuarial loss due to changes in assumptions and experience (28.3)
Interest expense (1.6)
Benefits paid 2.1
Company'’s share of the defined benefit obligations at 31 December 2017 (58.0)
Current service cost (0.8)
Contributions by employer in respect of employee salary sacrifice arrangements (0.1)
Total current service cost (0.9)
Members’ contributions 0.0
Past service cost — plan amendments (0.3)
Actuarial gain due to changes in assumptions and experience 2.8
Interest expense (1.5)
Benefits paid 2.2
Company'’s share of the defined benefit obligations at 31 December 2018 (55.7)
Amounts recognised in the Income Statement
2018 2017
£m £m
Included in operating costs:
Current service cost (0.8) (1.0)
Guaranteed Minimum Pension equalisation
charge {0.3) -
(1.1) (1.0)
Included in finance costs:
Net interest expense on retirement benefit
obligations (0.3) (0.4)

The Company incurred a charge of £0.1m (2017 £0.1 m) in relation to defined contribution schemes for

employees.
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Retirement benefit obligations (continued)

Sensitivity analysis
The sensitivity information has been derived using scenario analysis from the actuarial assumptions as
at 31 December 2018 and keeping all other assumptions as set out on page 39.

Financial assumptions

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

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

£m £m
Discount rate:

0.1 percentage point increase 1 -
0.1 percentage point decrease M -
Inflation: '
0.1 percentage point increase (1) -
0.1 percentage point decrease 1 -

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

(Increase)/
decrease in
net deficit
£m

Life expectancy:
One-year increase (2)
One-year decrease 2
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14. Share capital and other reserves

Share capital

Issued and fully paid
At 1 January and 31 December 2018

Other reserves

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

At 31 December 2017

Amounts charged to hedging reserve
Tax on other comprehensive income

At 31 December 2018

Hedging reserve

£1 Ordinary Nominal
shares value
£

2 2

Hedging
reserve
£'000

14,739
(6,746)
1,328

9,321

(1,006)
309

8,624

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

Dividends paid in respect of prior years

2018 2017
£'000 £000
76,000 -

The directors do not propose a dividend for 2018 (2017: £76,000k).
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15.

Change in accounting policies

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

Impact on financial statements

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

numbers provided.

Income Statement (extract)

Restated on

As previously Impact of  adoption of
reportedas IFRS15as IFRS 15as
at 31 at 31 at 31
December  December  December
2017 2017 2017
£000 £000 £000
Revenue 1,056,962 (760,990) 295,972
Operating costs (992,114) 758,990 (233,124)
Operating profit 64,848 (2,000) 62,848
Financial expense (400) - (400)
Profit before tax 64,448 (2,000) 62,448
Tax income 71 385 456
Profit for the year 64,519 (1,615) 62,904
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1.

Change in accounting policies (continued)
Balance Sheet (extract)

Restated on

As previously Impact of  adoption of
reportedas IFRS15as IFRS 15 as
at 31 at 31 at 31
December December December
2017 2017 2017
£'000 £'000 £'000

Trade, other and contract receivables
Contract receivables 209,165 (139,000) 70,165
Prepayments and accrued income 344 139,000 139,344
209,508 - 209,509

IFRS 9 Financial Instruments — impact of adoption

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

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

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

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

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

trade receivables;

contract receivables;

amounts owed by BAE Systems plc and its subsidiaries; and
cash and cash equivalents.
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15.

Changes to accounting policies (continued)

Trade receivables and contract receivables do not contain a significant financing element and therefore
expected credit losses are measured using the simplified approach permitted by IFRS 9, which requires
expected lifetime losses to be recognised from the initial recognition of the receivables.

The Company has assessed credit risk in relation to defence-related sales to government customers or
sub-contractors to governments and believes it to be extremely low as the possibility of default is
insignificant; therefore the provision for expected credit losses is immaterial in respect of receivables
from these customers.

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

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

IFRS 15 Révenue from Contracts with Customers — impact of adoption
The Company has adopted IFRS 15 fully retrospectively in accordance with paragraph C3(a).

. The following expedients have been used in accordance with paragraph C5:

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

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

. the transaction price allocated to unsatisfied and partially unsatisfied performance obligations as

at 31 December 2017 is not disclosed.
The accounting policy in respect of revenue applied from 1 January 2018 is set out in note 1.
The impact of adoption on the Company's comparative Income Statement is shown above.

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

2017 2016
£'000 £'000
Retained earnings -as previously reported 85,893 24,196
Recognition of revenue for over time contracts based on costs incurred and
including attributable margin (2,000) -
Tax on recognition of revenue for over time contracts based on costs
incurred and including attributable margin 385 -
Adjustment to retained earnings upon adoption of IFRS 15 2,000 2,000
Tax on adjustment to retained earnings upon adoption of IFRS-15 (385) (385)
Retained earnings — IFRS 15 (restated) 85,893 25,811
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16. Controlling parties

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

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

6 Carlton Gardens
London
SW1Y 5AD

Website: www.baesystems.com

Page 48



