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Cautionary statement: All statements other than statements of historical fact included in this document, including, without limitation, those regarding the financial condition, results, operations
and businesses of BAE Systems and its strategy, plans and objectives and the markets and economies in which it operates, are forward-looking statements. Such forward-looking statements
which reflect management’s assumptions made on the basis of information available to it at this time, involve known and unknown risks, uncertainties and other important factors which could
cause the actual results, performance or achievements of BAE Systems or the markets and economies in which BAE Systems operates to be materially different from future results, performance or
achievements expressed or implied by such forward-looking statements. Nothing in this document shall be regarded as a profit forecast. BAE Systems plc and its directors accept no liability to third
parties in respect of this report save as would arise under English law. Accordingly, any liability to a person who has demonstrated reliance on any untrue or misleading statement or omission shall
be determined in accordance with section 90A of the Financial Services and Markets Act 2000. It should be noted that section 90A and section 463 Companies Act 2006 contain limits on the

liability of the directors of BAE Systems plc so that their liability is solely to BAE Systems plc.



BAE Systems at a glance

What we do...

— Strong financial performance

— Further progress in delivery of strategy

— Accelerated development of security business
— Exceptional year for Land & Armaments

Sales?2 by operating group? (%)

£18,543m

Sales* for 2008

International Electronics,
Intelligence &

Support

Land &
Armaments

Programmes
& Support

Underlying EBITA* by operating group?
(%)

£1,897m

Underlying EBITA*
for 2008

International Electronics,
Intelligence &

Support

Programmes Land &
& Support Armaments

HQ & Other Businesses comprises the regional aircraft
asset management and support activities, head office
and UK shared services activity, including research centres
and property management.

Including share of equity accounted investments.
Before elimination of intra-group sales.
Excluding HQ & Other Businesses.

A WN R

expense (EBITA) excluding profit/(loss) on disposal of businesses and uplift on acquired
inventories. Restated to exclude profit/(loss) on disposal of businesses. See page 29.

Earnings before amortisation and impairment of intangible assets, finance costs and taxation

BAE Systems, with 106,400 employees?
worldwide, delivers a full range of systems
and services for air, land and naval forces,
as well as advanced electronics, information
technology solutions and customer

support services.

Electronics, Intelligence
& Support

Principal operations The Electronics, Intelligence & Support
operating group designs, develops,
produces and services systems and
subsystems for a wide range of military and
commercial applications. It comprises four
lines of business: Electronic Solutions,
Information Solutions, Platform Solutions
and Support Solutions.

Main operating

locations
,\ 5
Number of 33,900
employees?!3
Key points — Maintained leadership in electronic
from 2008 warfare systems

— Won key IT, situational awareness and
aviation sustainment contracts

— Addressing market for vehicle power
management systems

— Sustained leadership in US non-nuclear
ship repair

— Increased research and development
investment

L FOR MORE INFORMATION
SEE PAGE 36



Land & Armaments

Land & Armaments provides design,
development, production, through-life
support and upgrade of armoured combat
vehicles, tactical wheeled vehicles, naval
guns, missile launchers, artillery systems
and munitions.

Programmes & Support International

The International operating group comprises
the Group’s businesses in Saudi Arabia and
Australia, together with a 37.5% interest
in the pan-European MBDA joint venture,

a 20.5% shareholding in Saab of Sweden
and a 49% shareholding in Air Astana.

Programmes & Support comprises the
Group’s UK-based air and naval activities,
the activities of the acquired Detica security
business and the Integrated System
Technologies business.

»
W

Y {

21,300

30,200 19,200

— High volume of vehicle reset and
upgrade activity

— Successfully addressed US mine
protected vehicle requirements

— 15-year UK munitions partnering
agreement secured

— Wheeled armoured vehicle successes
— Joint Light Tactical Vehicle down select

L FOR MORE INFORMATION
5883 SEE PAGE 38

— Saudi Typhoon programme (Salam)
progressing to schedule

— Tenix Defence acquisition completed;
price adjustments in negotiation

— Impairment taken of £120m on Saab
carrying value

— Successful transition to start of Typhoon
Tranche 2 deliveries

— BVT Surface Fleet naval joint venture formed

— Manufacturing contract for Future Carriers
secured

— Detica acquisition completed
— First Type 45 successfully delivered off

contract
L FOR MORE INFORMATION L FOR MORE INFORMATION
SEE PAGE 40 SEE PAGE 42



DIRECTORS’ REPORT: BUSINESS REVIEW OVERVIEW

Results in brief, highlights and outlook

Our 2008 performance

£18,543m +18%

Sales?

37.1p +23%

Underlying earnings? per share

Results in brief

Results from continuing operations 2008 2007
Sales? £18,543m £15,710m
Underlying EBITAZ? (restated) £1,897m £1,449m
Operating profit £1,718m £1,177m
Underlying earnings? per share (restated) 37.1p 30.1p
Basic earnings per share* 49.6p 26.0p
Order book> £46.5bn £38.6bn
Other results including discontinued operations

Dividend per share 14.5p 12.8p
Cash inflow from operating activities £2,009m £2,162m
Net cash as defined by the Group® £39m £700m

Highlights

— Strong financial performance

— Further progress in delivery of strategy

— Accelerated development of security business

— Exceptional year for Land & Armaments

Outlook

A feature of our business is the good visibility provided by our strong order book.

A further year of good growth is anticipated in 2009, despite a lower level of land vehicle sales
than in 2008.

In addition, the Group’s trading results would be expected to benefit from a continued weakness
of sterling against the US dollar.

Including share of equity accounted investments.

Earnings before amortisation and impairment of intangible assets, finance costs and taxation expense (EBITA) excluding profit/(loss) on disposal of businesses and
uplift on acquired inventories. Restated to exclude profit/(loss) on disposal of businesses. See page 29.

Earnings excluding amortisation and impairment of intangible assets, non-cash finance movements on pensions and financial derivatives, profit/(loss) on disposal
of businesses and uplift on acquired inventories (see note 10 to the Group accounts). Restated to exclude profit/(loss) on disposal of businesses. See page 29.
Basic earnings per share in accordance with International Accounting Standard 33.

Including share of equity accounted investments’ order books and after the elimination of intra-group orders of £1.4bn (2007 £1.4bn).

See the Financial review on page 31 and note 29 to the Group accounts.

BAE Systems Annual Report 2008



DIRECTORS’ REPORT: BUSINESS REVIEW OVERVIEW
Chairman’s letter

“BAE Systems
has delivered
a further
year of good
performance”

Dick Olver Chairman

2 www.baesystems.com

— Good performance against objectives

— Further progress in delivery of strategy

— Greater focus on the Corporate
Responsibility agenda

— Transition to a new Chief Executive

BAE Systems has delivered a further year of good
performance against its objectives, delivering on our
strategy, financial performance and other non-financial
metrics that are becoming an increasingly important
component of a successful business operating in
global markets.

The more difficult economic climate may restrict many
governments’ spending, but we believe defence and security will
continue to be amongst the priorities for a number of our main
government customers. The long-term nature of much of our
business, underpinned by a record order book, provides a good
level of forward visibility. BAE Systems has been successful in
addressing growth opportunities in a strong US defence market,
whilst continuing to improve operating performance in the more
difficult UK market environment, and winning new business and
expanding our presence in other markets around the world. The
Group’s continued focus on delivering performance and value
for money will be increasingly important in its drive to deliver
our aspirations for sustainable growth in shareholder value.

Dividend per share (pence)

14.5p

12.8
2008 11.3

10.3
€15
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A key objective for the Board in 2008 was to appoint and achieve
a seamless transition to a new Chief Executive. On 1 September
2008, the Board was pleased to announce the appointment of
lan King as Chief Executive on the retirement of Mike Turner after
42 years’ service with the Company. Mike had been Chief Executive
since 2002 and led the turnaround of the business to today’s high
performing global enterprise. | am sure our shareholders and other
stakeholders join those of us from the Group in thanking Mike for
his outstanding contribution to the success of BAE Systems.

Key to that success has been the development and execution
of a clear strategy. The Group continues to benefit from delivery
against our strategic framework?. Prior to his appointment as
Chief Executive, lan King was a key part of the executive team
that developed that strategy and contributed to its successful
implementation over a number of years. lan now leads the
team and we look forward to supporting him in the continued
development of the business.

| was also pleased to welcome two new non-executive directors to
the Board during 2008. Ravi Uppal joined in April and Carl Symon
in June. Peter Weinberg retired from the Board in May and | would
like to extend our thanks to Peter for his contribution to the Group.

Following Peter’s retirement from the Board, Andy Inglis has assumed
responsibility for the Board’s Corporate Responsibility Committee.

The Group is determined that it should be recognised as a leader
in responsible business worldwide and we continue to strive

for ways to improve our business and its reputation. That is why
we asked the Woolf Committee, led by Lord Woolf, to carry out a
comprehensive independent review to identify not only the high
ethical business standards to which a global company such as
BAE Systems should adhere, but also the extent to which the
Group currently meets these standards and to recommend the
actions to be taken to achieve such standards, and publicly
report on its findings.

Appointing the Woolf Committee to undertake this review was a bold
move, but we also went one step further and gave a commitment to
act on all the Committee’s recommendations before even seeing the
report. The report was published in May last year, and we are moving
fast to implement all recommendations and are already rolling out

a new Global Code of Conduct.

We have put in place a comprehensive three-year implementation
programme with a dedicated resource drawn from across our
business. In order for us to deliver this programme successfully,
the outputs must quickly become part of how the Company
conducts its day-to-day business as a key part of its total
performance culture, one that fully embraces ethics, safety,
programme and financial performance.

Recognising the importance of our employees to the success

of the Group, | am pleased to report that two were honoured by
Her Majesty the Queen in the 2008 Birthday Honours and 2009
New Year's Honours lists: Guy Griffiths, Group Managing Director,
International, was appointed a CBE and John Harris, a shipwright
with Submarine Solutions, was appointed an MBE.

The Chairman’s Award scheme recognises employees and
industry partners for outstanding, new and innovative ways

in which they shape BAE Systems and contribute to its global
success. We celebrated another very successful awards
programme in December, reminding all of us of the strong
innovation and technological capability of our 106,400 people.

With our belief in the good outlook for the Group the Board has
recommended an increased final dividend of 8.7p making a total
of 14.5p for the year, an increase of 13.3% over 2007. At this
level, the annual dividend is covered 2.6 times by underlying
earnings (2007 2.4 times). Subject to shareholder approval at the
2009 Annual General Meeting, the dividend will be paid on 1 June
2009 to holders of ordinary shares registered on 24 April 2009.

Dick Olver Chairman

1 FOR MORE INFORMATION ON OUR
p10 STRATEGY SEE PAGE 10

BAE Systems Annual Report 2008 3
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BAE Systems’ range of global

k. bilities in sensors and systems,

- such as the Long-Range Radar from our
 Integrated System Technologies (Insyte)
ss, provides our customers with

ower to see, the information to

cide, and the knowledge to command.
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DIRECTORS’ REPORT: BUSINESS REVIEW STRATEGY
Chief Executive’s review

“The Group

6

performed well
with organic
growth from
well-positioned
businesses”

lan King Chief Executive

www.baesystems.com

BAE Systems continued to make good progress during
2008 in addressing its strategy to deliver sustainable
growth in shareholder value by being the premier global
defence and aerospace company.

The Group performed well with organic growth in our US
businesses benefiting from strong demand in their respective
market sectors. The Group has also delivered growth from recent
acquisitions. Increased profitability is being achieved across this
higher volume of business from good programme execution.

The Group continues to benefit from delivery against its strategic
framework. The Group’s progression has been achieved through
the focus on existing defence capabilities, the broadening to other
domains such as the land systems sector, and the substantial
expansion of the business footprint across its markets. Activity

is starting to increase in India as resources are committed to
developing that market.

In 2008, the Group has further developed the business with
targeted value-adding acquisitions.

In June, the acquisition of US-based MTC Technologies was
completed. The acquisition focuses on the substantial readiness
and sustainment opportunities seen in the US defence market and
builds on the Group’s established through-life support capabilities.

Also in June, the acquisition of the Australia-based defence
business Tenix Defence was completed, positioning the Group
as the industry leader in the Australian defence market with air,
land and naval capabilities. The acquisition is another step in
progressing the Group’s strategy to grow through the provision
of through-life capability in partnership with the armed forces

in its home markets.

The acquisition of Detica in September addressed the Group’s
strategy of targeting national security markets. Opportunities
are being identified to leverage the Group’s system integration
capabilities to meet adjacent, non-military, security requirements
for government customers.




Performance against 2008 Executive Committee top ten objectives

The Board reviews and updates the Group’s strategy annually (see page 10). The Chief Executive and Executive

Committee agree the Group’s strategic objectives, business portfolio actions and integrated business plans.
The strategy is also supported by ten short-term objectives agreed annually by the Chief Executive and Executive
Committee which address the key challenges in delivering the strategy in the year ahead. Performance against
these objectives is measured using a number of key performance indicators which are regularly reported to the
Board (see pages 24 to 27). Achievements against the 2008 objectives are summarised below.

Objective

2008 performance

1. Meet 2008 financial targets

Another year of strong performance, with 2008 financial targets for earnings per share
and net cash/debt exceeded.

2. Develop our partnering approach

Further good progress in partnering with customers in the Group’s home markets.
The acquisition of Tenix Defence in June addresses opportunities to develop through-life
business in partnership with the Australian armed forces.

3. Ensure continued application of
business policies and processes

Key business policies and processes are mandated across the Group, and are an
important part of the integration of newly acquired businesses. These policies and
processes continued to be refined and enhanced with a focus on achieving good,
consistent application across all businesses.

4. Further enhance programme
execution through schedule
and cost performance

Good programme execution has again been reflected in the performance of the
Group. The Group exceeded its 2008 targets for programme margin improvement
and schedule adherence.

5. Progress development of
security business

The acquisition of Detica in September built on the Group’s established position
addressing Homeland Security markets in the US and accelerated the implementation
of the Group’s strategy to address growth opportunities in national security business
across its home markets.

6. Grow our US business, including
through investments

The Group continued to grow its US businesses, with the prior year acquisition of Armor
Holdings and strong organic growth from its US land systems business. The acquisition
of MTC Technologies in June addresses further growth opportunities in readiness and
sustainment activity in the US.

7. Progress the business in the
Kingdom of Saudi Arabia

The Group continued to develop its presence in Saudi Arabia and remains committed to
its strategy of developing a greater indigenous capability in the Kingdom. Good progress
was made in establishing industrial capabilities to support the modernisation of the Saudi
armed forces as part of the Saudi-British Defence Co-operation Agreement.

8. Continue to implement the UK
Defence Industrial Strategy (DIS)

BAE Systems continued to make progress in supporting the UK armed forces through
long-term partnering agreements. The formation of the BVT joint venture in July was a key
step in the consolidation of the UK naval sector consistent with the objectives of the DIS.

9. Progress export opportunities

Export opportunities continued to be addressed. The Group’s increasing emphasis
is on deriving growth in its business by the establishment of industrial capability in
defined markets.

10. Continue to drive performance
in safety, ethics and diversity

Good progress was made in embedding the Group’s commitment to safety, ethics
and diversity. The publication of the Woolf Committee report in May was followed

by the establishment of a programme of actions to implement its recommendations.
A Group-wide Code of Conduct was developed for roll-out at the start of 2009.

n FOR MORE INFORMATION ON OUR
KPls SEE PAGES 24 TO 27

BAE Systems Annual Report 2008 7



DIRECTORS’ REPORT: BUSINESS REVIEW STRATEGY
Chief Executive’s review continued

The Group will continue to increase emphasis on maximising
defence and security capabilities across the home markets in

the US, UK, Saudi Arabia, Australia, Sweden and South Africa. In
addition, the Group will look to expand where it sees opportunities
to establish an industrial presence in new markets, such as India.

Export performance has remained solid with awards including
RG-series vehicles to a number of countries, including Spain and
Sweden, M777 guns to Canada, CV90 infantry fighting vehicles,
and a number of orders for Electronics, Intelligence & Support
products, including those in support of US platforms.

In July, BAE Systems completed an agreement with VT Group plc (VT)
to consolidate the UK naval shipbuilding industry supported by the
signing of the manufacturing contract for the Future Aircraft Carrier
programme and by an agreement for the future domestic warship
workload with the UK government. The merger of the warship build
and support businesses of VT and BAE Systems into the BVT joint
venture was achieved in 2008. The joint venture is subject to put
and call options and, in January 2009, VT announced that it had
decided to exercise its put option to sell its interest in BVT to

BAE Systems and that VT expects to be in a position to exercise
that option by 1 July 2009.

Even after the active programme of acquisitions over recent years,
good cash generation has enabled BAE Systems to maintain a
strong balance sheet. Diligent treasury management enabled the
Group, during 2008, to avoid the effects of the extreme dislocation
in capital markets. Bank counterparty risk has been and continues
to be monitored closely on a systematic and ongoing basis, taking
account of the size of the institution, its credit rating and its credit
default swap price.

The difficult economic environment, and in particular the falls

in equity markets in 2008, has affected the Group’s pension
schemes. Pension scheme funding is regularly reviewed with

the Trustees of the schemes. The agreed funding plans have
been considered over the longer term and are deemed to continue
to be reasonable. An agreement with the Trustees of the Main
UK Pension Scheme has recently been concluded following the
actuarial valuation carried out as at April 2008. The recovery plan
to clear the deficit has been accepted by the Pensions Regulator.

In May 2008, the Woolf Committee, an independent body
appointed by the Board under the chairmanship of Lord Woolf
to review the Group’s ethical standards, published its report.

A steering group and associated working groups have been
established to address all 23 recommendations and a plan has
been developed for implementation of recommendations within
three years. The aim is to establish the Group as a leader in
business conduct, not just within our sector but within the global
business community.

Consistent with the importance attached to Corporate Responsibility
and the drive towards leadership in business ethics, the Group has
taken steps to embed such issues more directly in its day-to-day
operations. An important part of this drive is the establishment

of a Global Code of Conduct in which all employees have a clear
understanding of what is expected of them. The Code of Conduct

FOR MORE INFORMATION ON THE
EXECUTIVE COMMITTEE SEE PAGE 19

N1

was launched in January 2009 to codify the required standards
of personal and business conduct.

The Group has been reorganised and the Executive Committee
restructured®. The operating group heads and functional leaders
are all now represented on the Executive Committee.

The Executive Committee’s top ten objectives for 2009 are
summarised opposite. Many of these objectives are consistent with
those from 2008. In particular, the team will remain focused on
delivering financial performance, consistent programme execution
and developing business in its defined home markets. In addition,
further emphasis is being placed on safety performance and the
Corporate Responsibility agenda is made a key objective for the
executive team in 2009.

A well implemented strategy and good programme execution

are only two of the elements of high performance. BAE Systems
comprises well over 100,000 talented people working in numerous
locations around the globe. The challenge and the opportunity is
to further develop the Group as a cohesive, inclusive organisation.
The move to embrace a single, Group-wide, high performance culture
is creating an environment in which all employees can make a real
contribution and be recognised for their part in BAE Systems’ drive
for continuing success.

BAE Systems has consistently delivered progressive performance
over recent years. BAE Systems is not insulated from the difficult
wider economic environment. The Group recognises that defence
budgets are likely at some stage in the future to come under
further pressure and it will continue to apply conservatism to

its planning assumptions. The Group is well positioned, having

a large forward order book, a good balance of market positions
around the globe, a well spread portfolio of programmes and

a strategy to address anticipated priority areas of spend for

its customers.

The following pages describe the Group’s strategy, its markets
and the way the business is managed.

lan King Chief Executive

8 www.baesystems.com



Global Code of Conduct

We have already made good progress implementing
the recommendations of the Woolf Committee.

At the beginning of 2009, we introduced a Global
Code of Conduct which provides guidance on the
principles, standards and personal behaviour that
our people should bring to their business conduct.
These build on our existing policies which have been
collated into a single document with guidance to
explain what they mean to us.

We have appointed a senior Corporate Responsibility
executive, reporting directly to the Chief Executive, to
ensure that the Group’s policies and processes meet
with high standards of ethical business conduct.

We have appointed Deloitte to provide external
assurance on an annual basis as to the progress

of the Woolf implementation programme and this
will be reported through our Corporate Responsibility
Report which is due to be published in April 2009.

Our global strategy sets out our aspiration to be
world-class in total performance. BAE Systems has
many business imperatives, but to succeed with
them we must develop our business conduct with
the same rigour that we apply to our financial and
programme execution skills. This includes creating
an inclusive culture where the great diversity of
talent and capability of our 106,400 employees

is fully harnessed.

2009 Executive Committee top ten objectives

The Executive Committee has set the following objectives for 2009. A review of performance against these
objectives will be contained in the Annual Report 2009. The aim of these objectives is to provide focus for
the leadership and engagement of people at all levels in the Group.

Objective

Description

Financial targets

Meet 2009 financial targets and set challenging and realistic longer-term plans.

2. Programme execution Further enhance programme execution through schedule and cost performance.
3. Business conduct Progress towards a recognised leadership position on the Corporate Responsibility agenda.
4. Safety Drive safety performance to a level comparable with leading performers over a
three-year period.
5. Global initiatives Make progress on the four global initiatives — Land, Security, Readiness & Sustainment,

and Unmanned Aircraft Systems.

US business

Grow our US business including execution of planned investments.

7. Kingdom of Saudi Arabia

Progress delivery of the Saudi Industrialisation Plan and further develop business
in the Kingdom of Saudi Arabia.

8. UK businesses

Continue to implement the UK Defence Industrial Strategy including execution
of our transformation and investment plans.

9. Business development

Progress export opportunities from each of our home markets.

10. Business policies and processes

Ensure continued quality application of our mandated business policies and processes.

BAE Systems Annual Report 2008 9



DIRECTORS’ REPORT: BUSINESS REVIEW STRATEGY
Strategic overview

Performing Our Group strategy is ‘To deliver sustainable

growth in shareholder value by being the
- premier global defence, security and
agalnSt Ou r aerospace company’.
strategy

Our Group strategy

We deliver our strategy through our Group Strategic Objectives, Business Portfolio Actions and Integrated
Business Plans. The Group Strategic Objectives are championed by the Executive Committee and apply across
all our businesses. The Business Portfolio Actions are championed by the relevant Executive Committee
member and are delivered by the businesses either separately or jointly. Both are underpinned by our
Integrated Business Plans.

To deliver sustainable growth in shareholder value by being the
premier global defence, security and aerospace company

Continue to embed a high performance culture including delivery of our Corporate Responsibility agenda
Further enhance our programme execution capabilities
Increase sharing of expertise, technology and best practice between our global businesses
Develop a partnering approach to meet our customer requirements
Develop our capabilities in existing and new home markets

Establish in the UK Grow our EI&S Implement a home Implement our Implement our Continue to develop
sustainably profitable business both market strategy to global land global initiatives in our global markets
through life businesses | organically and grow in the Kingdom systems strategy Security, Readiness
in Air, Land and Sea via acquisitions of Saudi Arabia & Sustainment (R&S)

and Unmanned Aircraft

Systems (UAS)

10 www.baesystems.com



Strategy

Our consistent strategy

The Group’s strategy has been successful in laying
the foundation for our long-term sustainable growth
and has provided the framework for the continued
development of the business. The strategy has
evolved as the Group has progressed and, for 2009,
there are again further developments within that
consistent framework.

Evolution of our strategy

This year, we continued the evolution of our Group
Strategic Framework through our strategy review
process. With the acquisition of Detica, the Group
Strategy statement has been updated to read
‘...premier global defence, security and aerospace
company’, reflecting the importance of this growing
market opportunity. As part of our commitment to
be recognised as a leader in responsible business
worldwide, we expanded the first Group Strategic
Objective to include ‘delivery of our Corporate
Responsibility agenda’.

Building on past progress, new and revised actions to
support the strategy in 2009 have been developed. A
new Business Portfolio Action — ‘Implement our global
initiatives in Security, Readiness & Sustainment (R&S)
and Unmanned Aircraft Systems (UAS)’ — has been
added to highlight the importance of these global
initiatives. We also added the Business Portfolio
Action ‘Continue to develop our global markets’ as
we continue to develop our existing home markets,
broaden our home market base and seek to export
to selected markets.

» FOR MORE INFORMATION ON OUR
STRATEGY IN ACTION SEE PAGES 12 TO 14

Our Operational Framework

The Operational Framework defines the mandated
policies and core business processes that provide
a common framework for how we do business. These
mandated policies and core business processes,
together with our key resources, help us to achieve
the Group’s strategic objectives.

» FOR MORE INFORMATION ON OUR
OPERATIONAL FRAMEWORK SEE PAGE 18

Our Key Performance Indicators (KPIs)

The Group delivers its strategy through the Group
Strategic Objectives, Business Portfolio Actions
and Integrated Business Plans. The strategy is
also supported by ten short-term objectives agreed
annually by the Executive Committee and the Board
(see page 9) which address the key challenges

in delivering the strategy in the year ahead. The
objectives are directly underpinned by a set of
financial and non-financial performance indicators
that are regularly reported to the Board. Certain of
these are linked to executive remuneration. These
KPIs are detailed on pages 24 to 27, and provide
a succinct and meaningful measurement system
to assess enterprise performance and continuous
improvement in line with our strategy.

5 FOR MORE INFORMATION ON OUR
M KPIs SEE PAGES 24 TO 27

Our risks

Effective management of risk and opportunity is
essential to the delivery of the Group’s objectives and
achievement of sustainable shareholder value. The
Group’s approach to risk management is aimed at the
early identification of key risks and then removing or
reducing the likelihood and effect of risks before they
occur, and dealing effectively with them if they do.

. FOR MORE INFORMATION ON OUR
pS6| RISKS SEE PAGES 56 TO 61

BAE Systems Annual Report 2008 11



DIRECTORS’ REPORT: BUSINESS REVIEW STRATEGY
Strategy in action

Leveraging global
capability In
readiness and
sustainment

Readiness and sustainment describes the provision of through-life
operational capability for the armed forces, embracing a wide
range of activities to support and sustain equipment and systems.
Set within the context of both a demanding operational tempo

and a challenging financial environment, effective readiness

and sustainment programmes can deliver increased operational
availability of systems and equipment at reduced cost. In
response to customer demands, the Group has developed a
partnered support approach which is providing cost savings

and efficiencies while also providing a substantial business
stream for the Group. Recognising the growth potential in the
through-life support market, the Group has established the
readiness and sustainment global initiative to accelerate the
deployment of our capabilities in this area across our businesses.

In the UK, the Group’s involvement in the support of Royal Air
Force (RAF) aircraft has been expanded into contracts to manage
the maintenance and support of whole aircraft fleets. These
include Availability Transformation: Tornado Aircraft Contract
(ATTAC), Harrier Joint Upgrade and Maintenance Programme
(JUMP), Nimrod MR2 and the VC-10 Joint Approach to VC-10
Engineering and Logistics Integration (JAVELIN).

The ATTAC partnership provides the RAF with whole-platform
availability support. In a partnered arrangement with the RAF
and the UK MoD, the Group currently has some 430 staff
(including contractors) at RAF Marham and manages a large
element of deep support which has resulted in a significant
reduction in Tornado flying hour costs.

At RAF Cottesmore, JUMP encompasses a number of Harrier-
related partnered support programmes. Essential maintenance
is combined with the upgrade of aircraft from Harrier GR7 to the
Harrier GR9 standard. JUMP has extended the operational life
of the Harrier fleet, reduced customer costs and significantly
improved aircraft availability to the front line.

For Nimrod MR2, the Group is responsible for on-aircraft depth
maintenance, spares management and fleet maintenance
management. This includes maintenance of aircraft under the
Nimrod Integrated Support Contract which has delivered a 40%
increase in aircraft availability and reduced costs.

Although the VC-10 aircraft is approaching the end of its service life,
it continues to provide an essential operational capability for the UK.

Business Portfolio Actions addressed:

Group Strategy

To deliver sustainable growth in shareholder value by being the
premier global defence, security and aerospace company

Group Strategic Objectives

Continue to embed a high performance culture including delivery of our Corporate Re
Further enhance our programme execution capabilities
Increase sharing of expertise, technology and best practice between our global businesses
Develop a partnering approach to meet our customer requirements
Develop our capabilities in existing and new home markets

Establan n the UK Implement ahoma  Implement our

gobal land
Systoms statey

n A Land and Sea. of o Arabia

Integrated Business Plans

Through JAVELIN, and in partnership with the UK MoD, the Group is
responsible for fleet maintenance management and maintenance
policy with performance incentivised against aircraft availability.

On Typhoon, the UK MoD has already awarded the Group a
contract to provide a guaranteed repair service for key Typhoon
aircraft components. This represents a significant step towards
establishing a partnered through-life support availability service
and supports the underlying principles behind the UK government’s

Australian Hawk Lead-In Fighter

The Hawk Lead-In Fighter project is viewed as the role model for future
through-life support contracting in Australia. Under a performance-based
contract, BAE Systems ensures the aircraft are delivered in line with customer
requirements by continuously improving ways of working with our customer.

This partnership approach helps to reduce cost while maintaining the availability
of the aircraft to meet the needs of the Royal Australian Air Force.

12 www.baesystems.com



Tornado - ATTAC

The Group’s UK Tornado support programme is a key
example of how BAE Systems is meeting customer
demands for through-life capability and support. The
Tornado Availability Transformation: Tornado Aircraft
Contract (ATTAC) programme includes on-aircraft
maintenance of the Tornado GR4 aircraft fleet,
spares support, technical support and training.

Under the ATTAC agreement, BAE Systems has taken
responsibility for deep support at RAF Marham, and
combines this with a capability development and
sustainment service as a structured and cost-effective
approach to inserting new capability into the aircraft,
so as to maintain its war-fighting effectiveness
throughout its service life.

ATTAC is an availability contract where BAE Systems
is responsible for ensuring the required aircraft, at
an agreed capability, are provided to the front line,
while saving the UK MoD some £500m over an
initial ten-year period.

Defence Industrial Strategy. The Typhoon Availability Service
(TAS) is expected to be progressively contracted for from 2009.

Within the Kingdom of Saudi Arabia, the Group has developed
extensive support capabilities over several decades. The

Group continues to provide significant support to both Royal
Saudi Air Force (RSAF) and Royal Saudi Naval Forces operations.
In particular, steps are being taken with the RSAF to maintain
the capability of its Tornado aircraft while extending their
operational life.

In Australia, in addition to supporting the Hawk Lead-In Fighter
aircraft, the acquisition of Tenix Defence, a diversified provider of
engineering and technical maintenance services to the Australian
Defence Force, has provided us with the opportunity to enhance
our through-life support services and capabilities to the land and
naval forces.

In the US, through-life support is often referred to as readiness
and sustainment, and the Group has capabilities throughout its
businesses. These range from the Group’s ship repair facilities
which provide complete marine repair, modernisation and
conversion services, to the upgrade, reset and support of
armoured fighting vehicles. The Group’s FastTrack contract
provides the US Navy with an affordable, performance-based
solution to the challenging issue of providing continuing spare
parts availability for ageing US military aircraft.

The acquisition of MTC Technologies, a provider of technical

and professional services and equipment integration, was an
important step in addressing growth in the US readiness and
sustainment markets and has added to our existing capabilities.

BAE Systems Annual Report 2008 13



DIRECTORS’ REPORT: BUSINESS REVIEW STRATEGY
Strategy in action continued

Leveraging a
global capability
in security

BAE Systems has identified the security market as an evolving
and growing business opportunity that continues to benefit from
increasing government attention. While the security market
covers a broad range of sectors, the Group’s focus is on
information and intelligence. The Group established a strategic
objective for 2008 of ‘establishing security businesses in its home
markets’. In parallel with organic investment, the acquisition of
Detica in 2008 accelerated implementation of its strategy to
address these opportunities.

The digital revolution — the widespread diffusion of
telecommunications and computer technology — has driven
exceptional economic and social development. A decade ago
very little was digital, now the vast majority of information is
digitised and volumes are growing at an exponential rate. The
growth of the internet, which has stimulated this explosion, now
makes it impossible to conceive of a modern economy operating
without it. However, the digital revolution is both exploited by, and
vulnerable to, terrorists and criminals who have increased their
threat potential through this new environment.

Detica

Demonstrating BAE Systems’ strategic objective of growth into adjacent markets
is the acquisition of the information intelligence capability provider, Detica.

In the UK, Detica has established itself as a leading consultancy servicing

the counter-threat agenda and its acquisition will help BAE Systems establish
security businesses in its home markets, accelerating planned organic growth
in the national security sector.

Business Portfolio Actions addressed:

Group Strategy

To deliver sustainable growth in shareholder value by being the
premier global defence, and aerospace company

Group Strategic Objectives

Continue to embed a high performance culture including
Further enhance our programme execution capabilities
Increase sharing of expertise, technology and best practice between our global businesses
Develop a partnering approach to meet our customer requirements
Develop our capabllities in existing and new home markets.

Integrated Business Plans

The Group expects the historically fragmented security sector to
consolidate and grow as customers’ requirements evolve around
more integrated information intelligence solutions. The combination
of Detica’s well-established customer relationships and technical
capabilities and BAE Systems’ system integration capabilities will
result in a depth of financial and technical capability to address
growth opportunities and better serve customers in this area.

Governments, the military, financial institutions and private
businesses amass a great deal of information about their
customers, products, research and financial status, and protection
of this confidential information is key to their sustainability. The
Group provides innovative thinking and solutions in the area of
information exploitation to create actionable intelligence.

Detica works with the UK government in areas such as counter-
terrorism, serious and organised crime, identity management, and
immigration and border control. Clients include agencies within
intelligence and defence sectors as well as the Department for
Transport, the Metropolitan Police and HM Revenue and Customs.
Much of our work in this market is at the heart of our clients’
mission, and focuses on large scale data integration and the
application of advanced analytical techniques. With larger and
longerterm delivery contracts becoming increasingly important,
the Group expects to benefit from the UK government’s increasing
focus on intelligence, security and resilience.

The Group’s broad geographic footprint provides substantial
opportunities to grow its security business across its other home
markets. In particular, existing activities and structures in the US
provide a platform to apply Detica’s capabilities into the US
homeland security market.

With terrorism remaining a mainstream political issue which
continues to affect governments and the public, it is anticipated
that there will be a requirement for protection strategies in counter-
terrorism, border controls and critical national infrastructure

which will need collaboration across agencies and government
departments. The growth of identity theft has accelerated the
development of new approaches to identifying and combating
increasingly complex forms of internal and external fraud.

With relationships at the heart of the security community in both

the UK and the US, BAE Systems is now in a position to utilise its
capabilities in the security sector across the Atlantic and in our other
home markets. Detica has previously benefited from contracts such
as the UK/US collaborative Joint Narcotics Analysis Centre and from
the award of a contract for the Detica NetReveal® software from the
US Internal Revenue Service.
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Market review - global

The gIObaI Whilst the more difficult economic climate

will undoubtedly restrict many governments’
defence market spending, at the macro level, global defence

expenditure is expected to remain robust

in the near term. The US defence market

is estimated to account for approximately
44% of the global total in 2007.

Accessible defence markets (US$bn) Spend_ing ha_s been rising in a numb_er of Asian economies, sgch_
Top ten markets accessible for business by the Group as India, while there has also been increased defence spending in
(based on 2007 total defence spending) the Gulf. Global market growth is expected to continue in the near
term but then flatten from 2010 as US deployments are expected
to be scaled back leading to lower supplemental budgets.

622 Most of the Group’s businesses are focused on the defence
industry and are subject both to competition from national
and multi-national firms and to government regulation.
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DIRECTORS’ REPORT: BUSINESS REVIEW STRATEGY
Market review — home markets

Our home Our global business is based around six

home markets in Australia, Saudi Arabia,
markets South Africa, Sweden, the UK and US.
These are markets identified as having
a significant and sustained commitment
to defence and security and an openness
to foreign investment. They are also markets
where we have a good existing position
in their defence industrial base along with
strong customer relationships. We intend
to invest and grow in these markets.

The United States is the world’s largest single
defence market, estimated to account for —

approximately 44% of total global expenditure \
in 2007. :

Within this market, BAE Systems is a large and

high-performing part of the defence industrial base p = znwﬁs;ees-
and ranked number six among the leading US defence . .,\“ e " 1600
contractors in 2007. The Electronics, Intelligence & ﬁ?‘ <]

Support (EI&S) and Land & Armaments (L&A) operating ”b“‘ -”\‘."A

groups employ almost 47,000 people across 38 states. E UK
employees: 4
32,800 P

S

Market environment

The near-term outlook for US defence spending
remains relativel