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Directors’ report

The Directors present their annual repont, together with the audited financial statements, for the year to 31 December 2006

Principal activities and business review

The principal actwity of the Company was that of a group investment company

The profit for the year after taxation amounted to $8,674,000 (2005 $763,000) The Directors do not recommend the payment of a
dividend (2005 Nl

Dunng the year the company has received early sett!ement of the outstanding consideration for the share capital onginally subscnbed to
by BAE SYSTEMS Inc The company has subsequently lent these funds back to BAE SYSTEMS Inc

Pnncipal risks and uncertainties

The pnncipal nsk facing the company 1s the recoverabihity of the loan to BAE SYSTEMS Holdings Inc Dunng the year an in depth
review of the two key group debtors, BAE SYSTEMS Holdings Inc and BAE SYSTEMS Plc has been undertaken Based upon the
results of this review, the directors believe that the amounts owed are fully recoverable

Key performance indicators ("KPIs™)
Given the straightforward nature of the business, the company's directors are of the opinion that analysis using KPIs is not necessary for

an understanding of the development, performance or position of the business The directors use standard financial measures to monitor
the performance of its investments

Directors

The directors who served dunng the penod and at the date of this report were

MrD S Parkes

Mr A L Mclihinney {appointed 20/11/2006)
Mr M Lester (resigned 19/12/2006)
Mr C J Glasson (resigned 20/11/2008)

None of the Directors had any beneficial or non-beneficial interest in the share capital of the Company dunng the year, nor in the penod
from 31st December 2006 to the date of this report  The Board 1s not aware of any contract of significance in relation to the Company in
which any Director has, or has had, a matenal interest The beneficial, including family, interest in the share capital of BAE SYSTEMS
plc, the ulimate holding company, of the persons who are Direclors at the end of the year are shown below

Ordmary Shares of 2 5p each of BAE SYSTEMS plc

Shares
At 1st At 31st
January December
2006* 2006
D 8 Parkes 2,866 4,550
A L Mclihinney 5,453 5,456
Share Options
At 1st Exercized Lapsed Granted At 31st
January dunng dunng dunng December
2006* 2006 2008 2006 2006
Executive share option plan
D S Parkes 51,000 - 10,000 8,504 49,504
AL Mcllhinney 247,590 - - - 247,580
SAYE share option scheme
D S Parkes 3,050 1,133 - - 1,917
A L Mcllhinney 2,888 - - - 2,888
Pearformance share plan
D S Parkes 15,200 - - 5,669 20,869
A L Mcllhinney 93,024 - - - 93,024

* or later date of appaintment
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Directors' report continued

Auditors
The auditors, KPMG Audit Pic, have indicated ther willingness to continue in office and pursuant to a shareholders’ resolution, the

Company 1s not obliged to reappoint its auditors annually and KPMG Audit Pic will therefore conbnue in office

The Directors who held office at the date of approval of this Directors' report confirm that, so far as they are each aware, there 15 no
relevant audit information of which the Company's auditors are unaware, and each direclors has taken all the steps that he ought to
have taken to make himself aware of any relevant audit information and to establish that the company's auditors are aware of that

information

By order of the Board
Registered Office
Warwick House
PO Box 87
Famnborough Aerospace Centre
S Parkes Famborough

Director Hants GU14 6YU
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Statement of directors’ responsibilities in respect of the Directors’ report and the financial
statements

The directors are responsible for prepanng the Direclors’ 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

The financial statements are required by law to 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 penod

In prepanng 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 matenal departures disclosed and

explained in the financial statements, and

. prepare the financial statements on the gong concem basis unless it 1s inappropnate to presume that the company will
continue In business

The directors are responsible for keeping proper accounting records that disclose with reasonable accuracy at any tme 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 imegulanties




Independent auditors’ report to the members of BAE SYSTEMS (Funding Two) Limited

We have audited the financial statements of BAE SYSTEMS Funding Two Limited for the year ended 31 December 2006 which
compnse the Profit and loss account, the Balance sheet and the related notes  These financial statements have been prepared under
the accounting policies set out theren

This report 1s made solely to the company’s members, as a body, in accordance with section 235 of the Compares Act 1985 Our audit
work has been undertaken so that we m:ght state to the company’s members those matters we are required to state to themin 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 opimions we have formed

Respective responsibilibies of directors and auditors

The directors' responsibilities for prepanng the financial statements in accordance with applicable law and UK Accounting Standards
(UK Generally Accepted Accounting Prachice) are set out in the Statement of directors’ responsibiities on page 4

Qur responsibility 1s to audit the financial statements in accordance with relevant legal and regulatory requirements and International
Standards on Auditing {UK and Ireland)

We report to you our optnion as to whether the financia! statements give a true and fair view and are propery prepared n accordance
with the Comparmes Act 1985 We also report to you if, in our opinion, the Birectors’ report 15 not 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 received
all the information and explanations we reguire for our audit, or If information specified by law regarding directors’ remuneration and
other transactions 1s 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 international Standards on Auditing (UK and Ireland) 1ssued by the Auditing Practices
Board An audit ncludes exarmination, on a test basis, of evidence relevant to the amounts and disclosures in the financial statements
It also includes an assessment of the significant estimates and jJudgments made by the directors in the preparation of the financia
statements, angd 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 obtamn all the information and explanations which we constdered necessary in order to
provide us with sufficient evidence to give reascnable assurance that the financial statements are free from matenal misstatement,
whether caused by fraud or other irregulanty or error  In forming our opinion we also evaluated the overall adequacy of the presentation
of inforrnaticn in the financial statements

Opinion

In our opinion

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

¢ the financial statements have been properly prepared in accordance with the Companies Act 1985, and

¢ the information given In the Directors' report 1s consistent with the financial statements

& Pr7e At pl

KPMG Audit Pic
Chartered Accountanis s —
Registered Auditor ~June 2007

London
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Profit and loss account

Year ended Year ended

31 Dec 2006 31 Dec 2005

$'000 $'000

Note 3 Interest recevable and similar income 8,674 763
Profit on ordinary activities before taxation 8,674 763

Tax on profit on ordinary activities - -

Profit for the financial year 8,674 763

All results anse from continuing operations The Company had no recognised gamns or losses for the year ended 31 December 2006 other
than those shown above

Balance sheet

As at As at
31 Dec 2006 31 Dec 2005
$'000 $'000
Current Assets
Note 4 Debtors amounts due within one year 1,243,696 189,888
Note 4 Debtors amounts due after one year - 940,104
Cash at bank and in hand 8,809 57,710
Net Assets 1,252,505 1,187,702
Capital and reserves
Note 5 Called up share capital 1,001,000 1,001,000
Note 7 Non-distnibutable reserve 241,032 184,903
Note 7 Profit and loss account 10,473 1,799
Equity shareholders funds 1,252,505 1,187,702
These financial statements were approved by the Board on 157 ne ot and were

signed on its behalf by

D S Parkes Dhrector
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Notes to the accounts

1 Accounting policies

Basis of preparation

The financial statements have been prepared in accordance with applicable accounting standards and under the histoncal cost
convention, and on a going concemn basis The Company's eaming stream 1s wholly in US Dollars and the Company's functional
currency Is the US Dollar The Company has therefore also adopted the US Dollar as its reporting currency

Cash flow statement

The Company 1s exempt from the requirement of Financial Reporting Standard No 1 (revised) to prepare a cash flow statement as it
15 a wholly owned subsidiary undertaking of BAE SYSTEMS plc, and the cash flows are included within the consolidated cash fiow
statement of that company

Related party transactions

The company ts exempt from the requirement of Financlal Reporting Standard No 8 to disclose transactions with entities that are
part of the group or investees of the group qualifying as related parbes, as it i1s a wholly owned subsidiary undertaking of BAE
SYSTEMS plc, whose consolidated financial statements are pubiicly available

Taxation
The charge for taxation 1s based on the profit for the year and takes account of taxation deferred because of tming differences
between the treatment of certain tems for taxation and accounting purposes Deferred tax 1s recogrnised on an undiscounted basis 1n

respect of all tming differences between the treatment of certamn items for taxation and accounting purposes which have ansen but
not reversed by the balance sheet date where there is an obligation to pay more tax, or a nght to pay less tax, in the future

2 Directors

Emoluments
None of the Directors received any emoluments from the Company dunng the year (2005 $Nil)

3 Interest receivable and similar income

Year ended Year ended
31 Dec 2006 31 Dec 2005
$'000 $'000
Interest receivable 8,674 763
8,674 763

4 Debtors:
Year ended Year ended
31 Dec 2006 31 Dec 2005
Amounts due within one year $'000 $'000
Amounts owed by group undertakings 1,243,681 189,799
Other Debtors 15 89
1,243,696 189,888
Year ended Year ended
31 Bec 2006 31 Dec 2005
Amounts due after one year $'000 $000
Amounts owed by group undertakings - 940,104

Following early settlement of the outstanding share subscription, BAE SYSTEMS (Funding Two) Limited has subsequently loaned
$1,000,000,000 to BAE SYSTEMS Holdings Inc This loan i1s repayable on 30 June 2007
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Notes to the accounts (continued)

5 Share capital

Ordinary
shares of
$1 each
Authonsed
At 1 January 2006 and 31 December 2006 1,600,000,000
lssued
At 1 January 2006 and 31 December 2006 1,001,000,100

On 21 June 2002 the Company made an invitation to BAE SYSTEMS Holdings Inc to make an offer to subscnbe for 1,001,000,000
ordinary shares of US $1 each in the capttal of the Company The total subscnption pnce for the shares was US $1,275,260,169
payable in eight nstalments over a penod of five years in accordance with the terms and condihons applying to the offer

On 20 November 2006 the onginal subscnption agreement was amended to allow for early settlement of the outstanding share

subscrption Following receipt of the outstanding $1,051,232,877, as full and final settlement on 20 November, BAE SYSTEMS
Holdings Inc obligations under the share subscnphion agreement were fully discharged

6 Taxation

The company has not provided for corporation tax for the year, as any profits will be covered by the surrender of losses from other
group comparues, in respect of which no payment will be made  Provision for deferred tax 1s not required

7 Reserves
Non-distnbutable
reserve
$'000
At 1 January 2006 184,503
Movement dunng the year 56,129
At 31 December 2006 241,032

This reserve reflects the accrefion of the difference between the nominal value of the shares subscnbed for by BAE SYSTEMS
Holdings Inc on 24 June 2002 and the total subscription pnce payable in instalments  This subscripbon is further descnbed at Note

5
Profit and
loss account
$°000
At 1 January 2006 1,799
Retained profit for the year 8,674
At 31 December 2006 10,473

8 Ultimate parent company

The Company I1s a wholly owned subsidiary underaking of its ulhmate parent company, BAE SYSTEMS plc, a company
incorporated in Great Bntain and registered in England and Wales

The consolidated accounts of BAE SYSTEMS plc are available to the public and may be obtamned from
6 Carlton Gardens

Stiring Square
London SW1Y S5AD




