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Directors report
The Directors report which includes the Business review s
setout on pages 1to 3%

Forward looking statements

This Annual report contains forward looking statements
Any staternents that express forecasis expectations and
projections are not quarantees of future performance and
will hot be updated By thewr nature these statements
mvelve nisk and uncertainty and a number of factors could
cause materal differences to the actual results or
developments

This repartisintended to provide information to
sharehotders 1s not designed to be rehied upon by any other
party or for any other purpose and the Company and its
directors accept noliabihity to any other person other than
under English Jaw




Introduction

“In the full year, underlying profits
increased for the tenth consecutive
year. We have established this
record of consistent delivery while
continuing to invest in people,
technology and facilities.”

John Rishton, Chief Executwe

Rolls-Royce is a global company, providing mtegrated power solutions
for customers in civil and defence aerospace, marine and energy
markets. We support our customers through a worldwide network

of offices, manufacturing and service facilities

2012 2011 % change
Order book - firm and announced £60,146m  £57,630m™ +4%
Underlying revenue’ £12,209m  £11,277m +8%
Profit before financing £2,072m £1,189m +74%
Underlying profit before tax® £1,429m £1,158m +23%

See explanation in note 2 on page 54
Restated 2011 year end data excluding International Aero Engines {IAE} order book of £4 571 milhon
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Croup at a glance

The priorities of the Group remain- deliver on the promises
we have made, decide where to grow and where not to, and

mmprove financial performance

Civil aerospace

£6,437m £727m

Underlying revenue 2012 Underlying profit 2012

Trent XWB achieved certification

Trent 1000-TEN introduced

BR72S enters service and IAE restructure completed

The Civil aerospace business 1s a major manufacturer of
aero engines for the arhine and corporate jet market
Rolls-Royce powers more than 30 types of commeraal
arcraft and over 12,500 engines are in service with
customers around the world

Defence aerospace

£2,417m £404m

Undeslying revenue 2012 Underlying profit 2012

Over US$1 billion in contracts from US DoD and UK MoD

US%$315 million contract for F-358 STOVL biftSystems™

Adour engines ordeted by Royal Saud: Arr Force for Hawks

Rolls-Royee 1s the second largest provider of defence
aero-engine products and services globally with 18,000
engines n service with 160 customers in 103 countnes

Rolls Royce pkc Directors reportand financial statements 2012
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Croup overview 2012

- The order book increased to £60 1 bithon,
up four per cent, adjusted for the IAE disposal
Order intake was £16 1 billion in the year

+ Underlying revenue increased eight per cent to
£12 2 bilhon, including 12 per cent growth in
orniginal equipment (OE) revenue and five per cent
growth in underlying services revenue

+ Underlying services revenue mcreased in all four
business segments Civil, Defence, Marme and
Energy and n Engine Holding

+ Underlying profit before tax mncreased 24 per cent
to £1,429 milhon reflecting revenue growth,
revenue mix, umt cost reduction, a contnbution
from Tognum and IAE restructuring

Marine
£2,249m £294m
Underlying revenue 2012 Underlying profit 2012

£147 million orders from Braz1l for dnil) shaps and
offshore vessels

Energy
£962m £21m

Underlying revenue 2012 Underlying profit 2012

Six RB211s ordered by PetroChina for pipehine project

MT7 chosen to power US Navy future hovercraft

Services grew and investrment 24/7 support
desk completed

£1 1 lhon order for UK naval nuclear reactor
cote programme

Nuclear agreements signed with AREVA and Hitach

Rolls-Royce has a world leading range of capabilities in
the manine market, encompassing the design, supply and
support of power and propulsion systems We provide
comprehensive through-hfe support from a global
network of service facihties

With over 4,800 gas turbines sold, and more than

130 milhon hours of operating experience gained,

our Energy business plays a critical role m supporting
globalinfrastructure Our technology powers offshore
platforms, transports oiland gas through pipehmes and
generates dependable electrioity

Rolls Royce pic Direciors report and financial statements 2012
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Chief Executive’s review

In 2012, Rolls-Royce continued to build the capacity required to
dehver our £60 bilhon order book Among these investments we
opened a new engime test and assembly facility at Seletarm
Smgapore that 1s now producing Trent 900 engines We announced
an expansion of our facihbes at Crosspomnte 1n Virgima, US, where
we will produce turbine blades and nozzle gunde vanes In South
America, construction of a new assembly plant to support our
Energy and Marine businesses 1s well advanced and will open later
this year Inthe UK, as well as having opened our new apprentice
academy in Derby, we are developing a new turbine blade facility in
Rotherham and a new chsc factory 1n Washimgton, Tyne and Wear

In the past decade, Rolis-Royce has transformed its business Today
we are more global, with over half our order book from the Middle
East and Asia Our portfohio has become more diversified, both
through orgamc growth and acquisition, and we have sigmficantly
increased the revenues generated from servicing the power
systems we produce During 2012, we changed the way we descnibe
our vision, values and strategy to reflect better the Group we have
become, to set clear direction for the future and to reinforce
standards in the way we conduct business

Values — trusted to dehver excellence

Vision - better power for a changing world

Strategy — understanding our customers,
mnovation, profitable growth

These are described on pages 6- 7

As well as tooking at the expression of cur vision, values and
strategy, we have made animportant structurat change, bringing
together our Cwil and Defence businesses to create one Aerospace
dwwision with anintegrated supply chain This change, effective
from 1 January 2013, will improve accountabihty and align our
business more closely with our customers’ requitements

The priortties for the business remam the same as last year
1 Deliver on the prormises we have made

2 Deqide where to grow and where not to

3 Improve finanoal performance

In 2012 we have made progress towards these objectives

Rolls Royce plc Directors eport 2nd financial statements 2012

1 Dehver on the promises we have made

The quality of the products and services we supply is measured
across the Group and has shown steady improverment Increased
focus on delivery has led to significant improvement in widebody
engmes m Civil aerospace and in our Marine products Across the
Group, we are mvesting m a wide range of projects that will
mmprove operational performance and reduce cost This includes
continuing mvestment in modermsing our IT infrastructure that 1s
a key enabler for our busimess

Significant milestones have been achieved 1n our major programmes

These include 1n Civit aerospace, the certification of the Trent XWB
engine (in February 2013) that will power the Aitbus A350 XWB, the
launch of the Trent 1000-TEN that will power Boemg 787s entering
service from 2016 and, the entry into service of the BR725 engine
powering the new Gulfstream G650 corporate jet In Defence
aerospace, the short take-off and vertical landing (STOVL) vanant
of the F-35B Lightning il Jont Strike Fighter entered service with the
US Marine Corps and dehvenes were made to the UK MoD

In Marine, gas turbine power and propulsion equipment was
delivered for the US Navy’'s bittoral Combat Ship and the UK's Queen
Ehzabeth class arcraft carrers And, m Energy, we expanded our
fleet of gas turbine compressor umts through contracts for Chimas
West-East Pipelme Project (WEPP) and the Uzbekistan section of the
Asia Trans Gas (ATG) pipeline

2 Deade where to grow and where not to
We continue to mvest mn capacity to fulfil our order book and in
technology to expand our portfohic

In Ownl aerospace, we are committed to investing in the widebody,
narrowbody and corporate market segments n Defence aerospace,
we continue to see opportumties both in developing economies and
n our tradihional markets despite the pressure on government
spending In Manne, offshore o1l and gas remains a fast growing
market and, in Energy, we continue to invest i our Civil Nuclear
business where we beheve Rolls-Royce can play an important part
supporting both existing and new build nuclear capacity Our
acquisition of Tognum, n a jont venture with Daimler, expands our
Marime and Energy portfohios and brings sigmificant opportumities
for synergies

Areas where we have decided not to imvest include the sale of our
tidal power generation business to Alstorn in January 2013 and the
sale of a 51 per cent siake in our fuel cell busmess to LG
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Chief Executive’s review

3 improve fmangial performance

We continue to focus on margin progression In 2012, margins at
Group level y)mproved to 12 2 per cent {2011 10 7 per cent)

The Tognum and the IAE restructuring together contributed

11 percentage points, with 0 4 percentage point improvement
coming from the underlymg business Overall, profits grew by
24 per cent

Cost and cash generation remam areas of intense focus for the
Group as we seek to 1mprove quality on-time delivery and working
capital while continuing to invest to meet the nsing load Around
£50 million of umt cost improvernents were reahsed n 2012

As noted in the Chairman’s statement, we have passed information
to the Semous Fraud Office (SFO) relating to concerns about bribery
and corruption involving intermediaries in overseas markets This
follows a request for nformation from the SFO about allegat:ons of
malpractice in Indonesia and China We have sigmficantly
strengthened our comphance procedures in recent years, including
new policies for Global Ethics and Intermedianes We have also
expanded the Comphance function As a further measure, we have
appointed Lord Gold to lead a review of current procedures and
report to the ethics committee of the Board

In February 2013, we announced that Sir Simon Robertson will retire
as Chawrman at the Rolls-Royce Holdings plc annual general meeting
(AGM} 1in May Simon has made an exceptional contribution to
Rolls-Royce over the past eight years He has worked tirelessly on
behalf of the Group and his energy and enthusiasm have been an
example tous all He has led the Board with distinction and has
made the time to offer guidance and encouragement to colleagues
all around the world and at every Jevel of the business Simon has
been a great support to me dunng my first years as Chief Executive
and | wish him every success in the future | am dehghted to
welcome lan Davis as our new Charman and look forward to
working closely wath him

Durning 2012, the Group has once agawn increased its profits,
revenues and 1ts order book, providing a sohd foundation for further
progress in the year ahead Cur cash mflow of £137 rmlhon, pror to
acquisitions and cisposals, was dehvered after a heavy year of
mvestment in technology, capabihty and nfrastructure

Ralls Royce plc Directors report and financial statements 2012

The achievements of Rolls-Royce are made possible by the more than
40,000 employees whose combined expertise and enthusiasm give
us the ability to do extraordinary things 1am constantly impressed
by thewr commutment and am grateful for thewr hard work and
customer focus

John Rishton
Chief Executive

13 February 2013

wodas siopang
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Values, vision and strategy

A customer-focused business

rehability and on-time delivery.

Our business model and strategy place the customer at the
heart of our busmess. The DNA of the orgamsation 1s built
around mnovation and responding effectively to the needs of
customers. Rolls-Royce will be relentless in the pursuit of quaty,

Innovation

Rolls Royce built1ts reputation
by developing and delvering
world-class engineering

Today we continue to invest
minnevation Qur R&D creates
the agh-value inteltectual
property that allows us to
compete globally

% Cctormer
Customers place great faith
n our Group We develop
strong relationshaps with
them often overlong
timescales, and we are
determined to dehver on
their behalf By doing so,
they will entrust us with
their future business

Rofls Royce ple Dhrectors report and financial statements 2012
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Values, vision and strategy

Values

trusted to deliver excellence

Who we are and how we behave matier to our people and the many
external groups that have an interest in our busimess We have a
proud heritage, one of the world's most powerful brands and a
responsibiity to hand on to future generations a business that 15
strong and successful

Everyone at Rolls-Royce must be trusted to dehver excellence, thisis a
statement of values everyone can understand, take confidence from,
be mspived by and always strive to achieve

Vision

better power for a changing world

We are committed to mnovation and a continuous pursuit of
improvement At the forefront of science and technology, and with
a deep customer insight, we beheve we are in a strong position

to meet the demands of, and create opportumties in, our
fast-changing world

Strategy

understanding our customers,
innovation, profitable growth

Qur ambition s to be world class and competition-beating in our
relationships with our customers, and in the dehivery of world-class
technologies and services To achieve this, we apply lean and cost
effective processes, simple and efficient operations, and a sirong
commitment always to operate to lugh ethical standards

Rolls Royce plc Directors eport and financial statements 2012
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Future opportunity

A 20-year market outlook of US$3 trillion

The Group operates 1n four long-term global markets: Civil and

Defence aerospace; Marine, and Energy. These markets contam a total
business opportumty worth in excess of USS$3 trilhon over the next
20 years The size of these markets 1s generally related to world Gross
Domestic Product (GDP) growth, global secunty and defence budgets.

Givil aetospace

We predict emerging markets such as Asia, the Middle East and
Africa will expenence the fastest rates of growth Factors affecting
demand imclude GDP growth, aircraft productmity and retirements,
operating costs and environmentalissues Civil engine demand over
the next 20 years is forecast at US5975 billion, creating a services
opportumty of US$700 bithon over the same penod

Marine

The Group forecasts a demand for manne power and propulsion
systems valued at UUS$215 billion over the next 20 years Marine
aftermarket services are expected to generate sigmficant
opportumties with demand forecast at U5%125 billion over the
same penod

Defence aerospace

Despite the challenging envitonment, we continue to see
opporturities bath in our traditional markets and the developing
econormies Demand for engines over the next 20 years 1s estimated
at USS$155 billion For services and support equipment we estimate
a market of US$260 Wlhion over the same period

Energy

The Group's 20-year forecast values the total aeto-derative gas
turbine sales in the o1l and gas and power generation sectors at
more than US570 bilhon Over this penod, demand for associated
services 1s expected to be around USS$50 ithon

Based on the International Energy Agency's latest World Energy
QOutlock we estimate that demand for nuclear mssion-critical
equipment systems and engineering services could reach US$370
bilhon over the next 20 years, while demand for associated reactor
support services could amount to US$240 talhon

Rolls Royce plc Dwrecters report and financial statements 2612

US$975bn

Cwil engine market

US$700bn

Cwil engine services market

US$215bn

Marine product market

US$125bn

Marine services market

US$155bn

Defence engme market

US$260bn

Defence services market

US$120bn

Energy engine and services market

US$610bn

Ciwil nuclear market
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Chief Financial Officer’s review

Our financial performance continues to improve and we
are mcreasing mvestment to meet future commitments

Summary

2012 2011 Change
Order book £m 60,146 57.630° +4%
Underlying reveniue™ £m 12,209 11277 +8%
Underlying profit before tax * £m 1,429 1158 +23%
Reported revenue Em 12,161 11124 +9%
Reported profit before financing £m 2,072 1189 +74%
Netcash £m 1,316 222
Average net cash £m {144) 341

Restated 2011 year end data excludimg IAE order book of £4 571 millign
* See explanation opposite and on page 54

The pace of recovery of the global economy remains uncertain and
some of our customers continue to operate in challenging
budgetary environments However, our customers operate across a
broad range of businesses and markets and our relatively young and
compehitive installed portfolio of power systems and products will
generate demand for aftermarket services for many years to come
Demand from existing customers remains strong as 1t does from
the new customers inctuded n our growing order book

Qur investments in technology, operations and people are
underpinned by the sigrificant growth mherent in our order book
These mvestments will safequard our competitive advantage,
support our commitments to customers and improve our
operational effectiveness

The Group's 2012 performance was achieved after absorbing

a 27 per cent increase 1n the net R&D charge to £3589 mihon and
aten per cent increase in capital expenditure, includmmg software,
to £610 ilion

Engime Holding (EH), our collaboration with Daimler owns over

99 per cent of Tognum We transferred Bergen Engines to EH on

2 January 2012, which resulted 1n a £167 rmilhon cash inflow to the
Group We continue to consohdate Bergen We will consohdate
the whole of EH, including Tognum, from 1 January 2013

EH s contnbution of £287 rmillion to 2012 revenue came wholly
from Bergen EH's profit contnibution of £109 milhon compnsed
£32 mathon from Bergen and £77 million from the equity accounted
contnbution from Tognum

The Group’s sale of its 32 5 per cent programme share and related
goodwilln JAE 1n 2012, generated a profit before tax of £699 milhon
and a cash mflow of £942 miliion The profit 1s excluded from our
underlying results The Group continues to play an actve role as a
first tier supplier to IAE of high-pressure compressors and fan blades
and remams responsible for the final assembly of S0 per cent of the
production engines The proposed joint venture with Pratt &
Whitney to develop an engine to power the next rmd-size aircraft s
subject to requlatory approval and had no matenal effect on 2012’
financial performance

Rolls Royce phe Directors 1eport and financial statements 2012

Underlying figures are considered more representative of the
trading perfarmance by excluding the impact of year end mark-to-
market adjustments of outstanding financial instruments on the
reported performance, principally relating to the GBP/USD hedge
book In addition, the net post-retirement financing and the effects
of acquisition accounting are excluded In 2011, adjustments were
made to exclude one-off past-service credits on post-rebirement
schemes The adjustments between the underlymg mcome
statement and the reported mcome statement are set out in more
detail in note 2 of the financial statements This basis of
presentation has been applied consistently since the transition to
IFRS 1 2005

Underlymg mcome statement

Underlying income statement extracts

£ million 2012 2011 Change

Revenue 12,209 11277 932 +8%
Civil aerospace 6437 5572 865 +16%
Defence aerospace 2,417 2235 182 +8%
Marine 2,249 2,271 {22) -1%
Energy 962 1083 {121) - 11%
Engme Holding 287 331 {44)  -13%
Intra-seqment {143) {215) 72

Profit before financing costs

.and taxation 1,490 1,206 284 +24%
Civil agrospace 727 499 228 +46%
Defence aetospace 404 376 28 +7%
Manne 294 287 7 +2%
Energy 21 16 5 +31%
Engine Holding 108 80 29 +36%
Intra segment (11) - {11)

Central costs {54) {52) (2)  +a%
Net financing costs {61) (48) {13) +27%
Profit before taxation 1429 1,158 271 +23%
Taxation (318) {261} (57)  +22%
Profit for the year 1,111 897 214 +24%
Other items
Other operating income 33 70 37}

Gross R&D investment 919 908 11
Net R&D charged to the income
staternent 589 463 126

uoda: siopang




10 Owrectors report

Underlying revenue increased eight per cent to £12 2 bilhon

This includes a five per cent growth in services revenue to

£6 3 billion and a 12 per cent mncrease in OF revenue to £59 bilhon
OE performance included strong 31 per cent growth in Civil
aerospace and 12 per cent growth in Defence aerospace offset by
reductions 1n each of Marme, Energy and EH Underlymg services
revenue cantimues to represent more than half {52 per cent) of the
Group’s underlying revenue In 2012, services revenue grew in all
businesses as the installed base of products continued to grow
and the services network expanded

Underlying profit before financing costs and taxation increased
24 per cent to £1 49 bilhon This was due to a number of factors
ncreased revenue, better mix, umit cost reduction, a full year's
benefit from Tognum (compared to four months’ contnbution to
Group results in 2011), and improved trading following the |1AE
restructuning settlement completed dunng the year These
improvements were partly offset by a sigmficant increase

in the R&D charge and lower other operating income

Further discussion of trading 1s included n the business segment
Teports on pages 16 to 23

Underlying financing costs mcreased 27 per cent to £61 rmilion,
including an increase in net interest charges reflecting lower
average net funds after funding the Tognum acquisition in the
second half of 2011

Underlying taxation was £318 million, an underlying tax rate
of 22 3 per cent compared with 22 6 per cent n 2011

Other aperating income relates to programme receipts from Risk
and Revenue Sharing Partnerships {RRSPs), which reimburse past
expenditure These receipts decreased by 53 per centm 2012 due to
the phasing of major programmes such as the Trent XwW8

Net R&D charged to the mcome statement increased by 27 per cent
to £589 mullion reflecting a combination of increased spend of

£56 rmihon and lower net capitahsation of £69 milhon due to the
phasing of major new prograrmes This investment and the

ten per cent increase in caprtal expenditure including software to
£610 million will prepare aur infrastructure and global supply chain
for sigmficant growth 1n the next decade The Group continues to
expect net R&D mvesiment to remain within four to five per cent
of Group underlying revenue

Rolls Royee ple Directors report and finarkial staternents 2012

Balance sheet

Summary data - £ milon 2012 2011
Intangible assets 2,901 2,882
Property, plant and equipment 2,564 2338
Net post-retirement scheme deficits (545) (397)
Net working capital {556) (942)
Net funds 1,316 222
Provisions {461) {(502)
Net financial assets and liabthties 50 (714)
loint ventures and associates 1,800 1680
Assets held for sale 4 178
Other net assets and habihties (248} (67)
Net assets 6,825 4,678
Cther items

USD hedge book {USS rmihon) 22,500 22000
Net TotalCare assets 1,312 956
Gross customer finance contingent hlabilities 569 612
Net custormner finance cantingent habihities 70 124

Intangible assets relate to goodwll cerhification costs,
participation fees, development expenditure, recoverable engine
costs, software and other costs that represent long-term assets of
the Group In aggregate, these assets remaimed broadly unchanged
at £2 9 bilhon with additional development, certification and
software costs being offset by annual amertisation charges

The carrying values of the intangible assets are assessed for
mmpairment agamst the present value of forecast cash flows
generated by the mtangible asset The principal nisks remam
reductions 1n assumed market share, programme timngs,
inereases in umt cost assumptions, and adverse movements n
discount rates There have been no sigmficant impairments in
2012 Further detals are given in note 7 of the finanaial statements

Property, plant and equipment increased by ten percent to
£2 6 bilhon due to the ongong development and refreshment
of facihities and tooling as the Group prepares for increased
production volumes

Net post-retirement scheme deficits increased 37 per cent to
£545 rmilhon This was principally due to the movements in the
assumptions used to value the underlying assets and labiities m
accordance with 1A5 19 —n particular the discount rate which s
derived from AA corporate bond yields The impact of the revisions
to 1A% 1915 described 1n note 18 of the financial statements

Overall funding across the schemes has improved in recent years

as the Group has adopted a lower nsk investment straiegy that
reduces volatiity going forward and enables the funding position
to remain stable interest rate and inflation nisks are largely hedged,
and the exposure to equities has reduced to around 12 per cent of
scheme asset This has been acheved aganst the headwind of
increasing hfe expectancy assumphians

A modesit reduction in the Group's cash contribution to the overall
funding level of the schemes 1s expected 1n 2013
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Chief Financial Officer's review

Net funds increased by £1 1 ilhon to £1 3 bilhon largely due to the
£0 9 illion proceeds received on the restructuring of IAE Average
net funds fell by £485 mullion to (€144} rillion due to the tirmng of
the Tegnum acquisition in the second half of 2011 and the
restructuring of 1AE injune 2012

Investment — ot ventures and associates increased by seven per
cent, Jargely as a result of the capitahsation of a loanto EHn
respect of the acquisition of Tognum

Provisions largely relate to warranties and guarantees provided to
secure the sale of OF and services These provisions reduced
modestly duning the year

Net financial assets and habwlities relate to the fair vaiue of foreign
exchange, commodity and interest rate contracts, and financial
RRSPs, set out 1n detail in note 16 to the financial statements The
change largely reflects the impact of the change i the GBP/USD
exchange rate on the valuation of foreign exchange contracts

The USD hedge book increased two per cent to USS$22 5 bilhen This
represents around five years of net exposure and has an average
book rate of £1 1o US51 60 Current forward market exchange rates
are similar to current average book rates

Net TotalCare® assets relate to Long-Term Service Agreement (LTSA}
contracts in the Ol aerospace busimess, including the flagship
services product TotalCare These assets represent the timing
difference between the recogmtion of income and costs in the
income statement and cash receipts and payments

Customer financing facihitates the sale of OE and services by
providing financing support to certain customers Where such
support s provided by the Group, 1t 15 generally to customers of the
Cwil aerospace business and takes the form of vanous types of
credit and asset value guarantees These exposures produce
contingent habilities that are cuthned 1n note 22 to the financial
statements The contingent habilities represent the maximum
aggregate discounted gross and net exposure in respect of dehvered
aircraft, regardless of the point in time at which such exposures
may arise

During 2012 the Group’s gross exposure remained stable at

£569 million On a net basis, exposure reduced by £54 million

to £70 million predormnantly due to an mdemnity from United
Technologes for all Awrbus 4320 commitments following the
restructuring of IAE Whilst some banks, particularly European
institutions, continue to fimd aircumstances challenging and offer
himited partiapation in financing new aircraft deliveries, the Group
expects that other providers of US dollar funding and ongoing
support from the export credit agencies will largely fill the gap

left by these banks

Rolls Royce plc Directors report and finangial statements 2612

Engine Holding

EH made progress towards achieving full ownership and
management control of Tognum At the end of 2012, EH owned
over 9% per cent of the shares in Tognum A squeeze-out process

to acquire the remaining shares1s ongoing, and 1s expected to
conclude m 2013 Duning the year, EH registered a domination and
profit and loss transfer agreement with Tognum which provides a
greater degree of management control and flexability to pursue
mihatives together By bringing together Tognum and Bergen and
leveraging the skills from Rolls Royce and Daimler, we see sigmficant
opportumties for synergies

In our Marine business, our design and integration skills will be
further enhanced by the additional product range that Tognums
hmgh-speed diesel engines will bring And in the aftermarket,

by combining the installed bases of equipment, we see good
opportumties to leverage our customer suppori networks Recently,
we announced a contract to design and pawer four offshore supply
vessels where, for the first time we were able to incorporate
Tognum’s engines nto our integrated design Similarly, Tognum's
mgh-speed digsels will add additional capabihties to our Energy
portfoho, allowing us to offer both gas and diesel products as well
as options for pnmary and stand-by power

Group 2013 guidance excluding Engine Holding

For the full year 2013, we expect the Group to see modest growth
n underlying revenue and good growth in underlying profit
with cash flow around breakeven as we contmue to invest for
future growth

In Cival aetospace, we anticipate modest growth in revenue and
strong growth i profit In Defence aerospace we expect modest
growth in revenue and a modest reduction in profit In Marine, we
expect modest growth in revenue and profit And n Energy, we
expect some improvement in revenue and profit

This guidance excludes the impact of EH The Group cannot provide
financiat guidance on EM while Tognum 1s stil) hsted Further
mformatien about Tognum'’s business and future prospects can

be found on its website at www tognum de/investors

Additional financial information can be found on pages 31 and 32
Dividend

An nterim dividend of £900 milhon will be paid on 15 February
2013

Mark Mormis
Chief Financial Officer

13 February 2013

uoda siopang
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Key performance indicators

The Board uses a range of financial and non-financial
indicators to monitor Group and segmental performance

n line with the strategy

Other non-financial key performance mdicators are shown in the

sustainablity section

note prior years are not restated for the 2012 IAE restructuring

Order book

3%

The order book provides an indicator of future business It s
measured at constant exchange rates and hst prices and includes
both firm and announced orders In Civil aerospace 1tis common
for a customer to take options for future orders in addition to
firm orders placed Such opticns are excluded from the order
book In Defence aerospace, long term programmes are often
ordered for only one year ata time In such arcumstances even
though there may be no alternative engine chowe available to the
customer, only the contracted business is mcluded in the order
bock Only the first seven years’ revenue of lang term
aftermarket contracts s included

Order mtake

1%

Order intake 1s @ measure of new business secured during the
year and represents new firm orders net of the movement in the
announced order book between the start and end of the period
Any orders which were recorded in previous periods and which
are subsequently cancelled reducing the order book arencuded
as areduction to intake Order intake 1s measured at constant
exchange rates and hst prices and consistent with the order book
policy of recording the first seven years revenue of long term
aftermarket contracts order intake for any given year includes
the seventh year of revenue

Underlymg revenue

+8%

Monitoning of revenues provides a measure of business growth
Underlying revenue 1s used tnorder to elmemate the effect of the
decision not to adopt hedge accounting and to provide a clearer
year-on-year measure

The Group measures foreign currency revenue at the actual
exchange rate achieved as a result of setthng foreign exchange
contracts from forward cover

Rolls Royce ple Directors report and financial staternents 2012
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Key performance indrcators

Underlying profit before
finanaing

+24%

Underlying profit before financing is presented on a basis that
shows the econormuc substance of the Group's hedging strategies
n respect of the transactional exchange rate and commodity
price movements In particular (3} revenues and costs
denominated in US dollars and euros are presented on the basis
of the exchange rates achieved duning the year, {b) simlar
adjustments are made in respect of commodity derivatives, and
{c) consequential adjustments are made to reflect the impact of
exchange rates on trading assets and habiibies and long term
contracts on a consistent basis

uoda $10139n0

Average cash

The Group reports the balance of net funds/debt on a weekly
basis and average cash 1s therefore the average of these weekly
net balances These balances are reported at prevaibng exchange
rates and in recent periods year on-year movernents in average
cash balances reflect the sigmficant acquisitions and disposals
which have taken place, most notably Tognum in 2011 and IAE
restructuning n 2012 The impact on average cash balances will
depend on when these transactions took place during the year

Cash flow

The figure for 2011 includes investment of £1,496 millkon
In Tognum

In a business requinng sigmficant investment, the Board
momitors cash flow to ensure that profitability 1s converted into
cash generation both for future investment and as a reward for
shareholders The Group measures cash flow as the movernentin
net funds/debt durning the year, after taking inte account the
value of derivatives held to hedge the value of balances
denormnated in foreign currencies

Net R&D expenditure
as a proportion of
underlying revenue

R&D 15 measured as the self-funded expenditure both before
amounts capitahsed in the year and amertisation of previously
capitabsed balances The Group expects to spend approximately
five per cent of revenues on R&D although this proportion will
fluctuate depending on the stage of development of current
prograrmes This measure reflects the need to generate current
returns as well as to invest for the future

Capital expenditure

+5%

To dehwver onits comrmtments to customers the Group invests
sigmficant amounts n its infrastructure All proposed
investments are subject to igorous review to ensure that they
are consistent with forecast actvaty and will provide value for
money Annual capital expenditure 1s measured as the cost of
property, plant and equipment acquired duning the period

Rolls Royce ple Directors report and finaricial statements 2012
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Principal risks and uncertainties

Effectively managing our risks helps us to dehver our objectives and
maximise the returns of the Group while managing our reputation.

The following table describes the risks that the risk committee of Rolls-Royce Holdings pic, with endorsement from the Board, considers
would have the most material potential impact on the Group and are speaific to the nature of our business notwithstanding that there are
other risks that may occur and may impact on the achievement of the Group’s objectives

The risk committee’s discussions have been focused on the nature of these nisks and the actions that are being taken to manage them

Risk or uncertamnty and potential impact

How we manage 1t

Product farlure

Praduct not meeting safety expectations, or causing sigmficant
impact to customers or the environment through failure in
quaty control

.

Operating a ‘safety first’ culture

Our engineening design and validation process 1s apphed from
mitial design, through production and into service

- Asafety management system has been established by a

dedicated team, which 1s subject to contmual improvement
based on expenence and industry best practice

- Plan to accelerate quahty improvements launched, mcluding

mvelvement from our supphers

- Cnsis management team chaired by the Director — Engineering

and Technology or General Counsel as appropriate

Business contmnuity

Complete breakdown of external supply chain or internal
facilities that could be caused by destruction of key facilities,
natural disaster, regional confhet, finanaial insolvency of a critical
suppher or scarcity of matenals which would reduce the ability to
meet customer commitments, win future business or achieve
operational results

+ Contmued nvestment in adequate capactty and medern

equipment and facihties
Identifying and reducing single pomts of faiture

Setection of stronger supphers, developing dual sources
or dual capability

- Developing and testing site level naident management and

business recovery plans

Customer excellence centres provide improved response to
supply chain disruption

Competitor action

The presence of large, financially strong competitors in the
majority of cur markets means that the Group 15 susceptible to
sigmficant price pressure even where our markets are mature or
the competitors are few Our mam competitors have access to
sigmificant government funding programmes as well as the
ability to invest heawily in capabihty

.

.

.

Accessing and developing key capabihities n technology and
service offermgs which differentiate us competitively

Focusing on our customers and partnering with
others effectively

Drving down cost and improving margins

Protecting credit Tmes

nvesting in innovation, manufacturing and production
Understanding our competitors

International trade fricthion

Geopaohtical factors that lead to significant tensions between
major trading parties or blocs which could ympact the Group's
operations For example exphait trade protectiomsm, differing
tax or regulatory regimes, potential for conflict, or broader
pohticahissues

.

Where possible locating our domestic facihities m pohitically
stable countries and/or ensunng that we retam dual capability

Diversifying global operations to avoid excessive concentration
of nisks in particular areas

Regional director network proactively monitors local situations

Maintaimng a balanced busmess portfoho with igh barners to
entry and a diverse customer base

+ Understandmg our supply chan nisks
- Proactvely influencing regulation where 1t affects us

Rolls Rayee ple Directors Teport and finzncial statements 2012
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Principal risks and uncertainhes

Risk or uncertammty and potential impact

How we managet

Major product programme dehvery

Farlure to deliver a major produci programme on time, to
speafication or techmical performance falling sigmificantly short
of customer expectations would have potentially sigmficant
adverse financial and reputational consequences, including the
risk of impairment of the carrying value of the Group's mtangible
assets and the impact of potential itsgation

+ Major programmes are subject to Beard approval

.

Major programmes are reviewed at levels and frequencies
appropniate to their performance aganst key financial

and non-fimancial deliverables and potential nisks

Techmeal audrts are conducted at pre-defimed pomts
performed by a team that 1s independent from the programme
Formal independent gated reviews are conducted throughout
a programme s Iifecycle to review non-techmcal risks
Pzogrammes are requited to address the actions ansing

from reviews and audits and progress 1s monitored and
controlled through to closure

Knowledge management principles are apphed to provide
benefit to current and future programmes

Comphance

Non comphance by the Group with legislation or other regulatory
requirements in the heavily regulated envirenment in which it
operates (for example export controls, use of controlled
chemicals and substances, and anti-bnbery and corruption
legislation) comprormsing the ability to conduct business in
certain junsdictions and exposing the Group to potential
reputational damage, financial penalties, debarment from
government contracts for a pemiod of time, and/or suspension of
export privileges (incduding export credit financimg), each of
which could have a matenal adverse effect

.

An uncomprormsing approach to comphance 1s now,
and should always be, the only way to do business

The Group has an extensive comphance programme These
programmes and the Global Code of Business Ethics are
promulgated throughout the Group and are

updated and reinforced from time to time, to ensure

their continued relevance and, to ensure that they are
comphed with both in spint and to the letter

+ Alegal and comphance team has been put in place

to manage the current spectfic 1ssue through to
aconclusion

- The appointment of Lord Gold to lead a review of the

Group's current comphance procedures and repott te
the ethics committee

Market shock

The Group1s exposed to a number of market nisks some of which
are of a macro economic nature, for example, foreign currency
exchange rates, and some which are more speaific to the Group,
for example hquidity and credit risks or disruption to arcraft or
other aperations Sigmficant extraneous market events could also
matenially damage the Group's competitiveness and/or credit
worthiness This would affect operational resulis or the outcomes
of financial transactions

.

Maintaining a strong balance sheet through healthy
cash balances and a continuing low level of debt

Prowviding financial flexibility by mantaimng high levels
of hquidity and an mvestrment grade ‘A’ credit rating

The portfoho effect from our business interests, bothin
terms of origimal equipment to aftermarket spht and our
different segments provide a natural shock absorber since
the portfolos are not correlated

Deciding where and what currencies to source 1n, where
and how much credit risk 1s extended or taken and hedgmg
residual nsk through the financial derwatives markets
{forexgn exchange, nterest rates and commodity price nsk)

IT vulneratlity

Breach of IT security causing controtled data to be lost, made
maccessible, corrupted or accessed by unauthonsed users,
impacting the Group's reputation

Estabhshing ‘defence in depth’ through deployment of
muitiple layers of software and processes including web
gateways, filtering, firewalls, intrusion and advanced
persistent threat detectors

Estabhshment of securnity and network operations centres

+ Active sharing of information through industry, government

and secunty forums

Rolls Royce plc Directors 1epert and finanoial statements 2012
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Civil aerospace

The order book increased by five per cent” including new orders of

£10.3 bilhon (2011 £11 0 billion). We continue to grow our widebody market
share, with Trent engimes making up around 75 per cent of our order book.
We remain committed to the mid-size market both as a supplier to |IAE and
via our planned new jomt venture with the IAE partners to develop the next
generation of engines for this market segment. Our continued success 1n
the corporate market 1s bemng driven primarily by our BR700 senes of
engines for large cabin Gulfstream and Bombardier arcraft

when compared to the 2013 Civil otder book of £47 370 wath IAE orders of £4 571 million excluded

Highhghts

+ Order book now stands at £49 6 bilion

Trent XWB gained certification

+ Trent 1000-TEN launched

Major new Trent XWB orders from Cathay Pacific
and Singapore Airlines

- BR725 enters service on new Gulfstream Ga50 business jet

- IAE restructuring completed

The Givil aerospace business 1s a major manufacturer of

aero engmes for all sectors of the airliner and corporate jet market
Rolls-Royce powers more than 30 types of commeraal arcraft
and has 12,500 engines n service with customers arcund the
world Demand for our products remams robust and underpins
strong performance

Rolls Royce ple Directors report and finanaal statements 2012

Key financial data

2008 2009 2010 2011 2012

Order book £m* 43524 47102 48490 51942 49,608

+21%  +8%  +3%  +7%  -4%
Engine delvertes* 987 844 B46 962 888
Underlymng revenue £m 4502 4481 4919 5572 6,437

+11% 0% +10% +13% +16%
Underlying OE revenue £m 1776 1855 1892 2232 2,934
Underlying service revenue £m 2726 2,626 3027 3,340 3,503
Underlyimg profit before 566 493 392 499 727
finanaing £m 0% -13% -20% +27% +46%

all years prior to 2012include IAE order bogk and engine delivenies include I1AE V2500

Revenue mcreased by 16 per cent There was a 31 per cent growthmn
OE revenue, pnimarily reflecting tngher delivenes of Trent and
corporate engines Services revenue grew by five per cent,
consistent with growth in the installed base of thrust

Profitincreased by 46 per cent including £92 rulhon related to the
restructured trading arrangements with IAE Excluding these, profit
increased by 27 per cent due to increased OF volume, better OF mx,
services growth and urit cost improvements This growth was
tempered by a higher R&D charge due to ligher spend and lower
caprtahsation related to major new prograrmmme actwity and by
lower entry fees related to the Trent XWB
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Ciwvil aerospace

In 2012, the awhne mdustry saw overall passenger traffic growth

at around five per cent Airhnes werte careful to match capaoity

to demand and the industry as a whole will record a profit on
passenger business despite the nsing price of o The aw cargo
sector faced a tougher year as shippers moved away from aw freight
due to the impact of increasing fuel prices on shipment costs

The large-cabin business arcraft market, which 1s charactensed by
a diverse customer base of large global corporations and ngh net
worth mdwiduals, temained resihent The demand for small and
medium-sized business ancraft continued to be subdued in 2012
but our exposure 1o this sector 1s relatively small

Widebody

The Trent XWB engme flew for the first time m February 2012,
on an Awrbus A380 test arrcraft in Toulouse, France #t wenton
to complete a successful flight-test programme and gamed
certification on 7 February 2013 This s the fastest selling Trent
engme ever, with more than 1,200 engines sold to 35 customers

During 2012, Singapore Airhnes ordered 20 Trent XWB-powered
Arbus A350-900s, while Cathay Pacific ordered ten A350-1000s
and converted previously announced orders for 16 A350 9003
to A350-1000s

The Trent 1000 completed one year In service powenng

Boeing 787 Dreamimers with Japan's All Nippon Arrways (ANA)
The engine also entered service with South American arhine LAN
{the first Boeing 7875 1 the Americas), and with Pohsh flag-carner
tOT, the first in Europe Duning the year, Trent 1000 orders were
recewved from Avianca and Air New Zealand

in July, we launched the Trent 1600-TEN (Thrust, Efficiency and
New technology) that 1s due to enter service 1n 2016 Thisengime,
which wncorperates proven next generation technology from

the Trent XWB, will be capable of powerning all versions of the
Boemng 787

Trent 900-powered Arbus A380s entered service with two of
Asia’s leading airhnes, Malaysia Arrhines in July and Thar Airways

m September Skymark of Japan ordered the engine and Singapere
Airhnes, who launched the engime 1n service five years ago,
ordered five more Trent 900-powered awcraft to add to the

19 A380s1t already has in service

Ralls Royce plc Direciors report and financial statements 2012

The first Trent 900 engine to be completed at our new Seletar
campus In Singapere was delivered i September The engine
was unveiled to an audience of VIPs and mternational media
by Ther Royal Highnesses The Duke and Duchess of Cambridge
durmg their visit to Seletar

Hodas sicpang

The Trent 700 continues to be popular, winming orders in 2012 to
power 54 Airbus A330 aircraft for China Eastern, Etthad, Avianca,
Synergy Garuda Indonesia, At Pacific and Skymark We announced
plans to make performance improvements to the Trent 700 by
ncorporating proven technologies from the Trent 1000, Trent XWB
and BR725 engines to deliver further increased efficiency

These enhancements will complement the improvements to

the A330 arrcraft that Airbus announced m 2012

Narrowbody

In June 2012, we completed the restructuning of our participation
n JAE, which produces the V2500 engime for the Airbus A320
farmily of areraft selling our equity and programme shares to
Pratt & Whitney

We remam committed to the rmid-size market through our new
joint venture with the IAE partners We will also continue to be
responsible for the manufacture of high-pressure compressors,
fan blades and discs as well as providing engineering support
and final assemnbly for 50 per cent of IAE V2500 engines

Corporate and regional

The fhight-test programmes for two new Rolls-Royce powered
business Jets continued through the year The BR725-powered
Gulfstreamn G650 entered service n December 2012 The

AE 3007C-powered Cessna Citation TEN 1s due to enter service
in 2013

Services

Revenue from services mcreased by five per cent m 2012, reflecting
growth in the fleet of wide-bodied engines, 92 per cent of Trent
engines are sold with TotalCare agreements

Over 1,200 awrcraft are covered by CorporateCare® and more than
70 per cent of customers for new Rolls Royce powered busmess
jets enrol in CorporateCare
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Defence aerospace

The order book contracted by 15 per cent reflecting the budgetary
pressures on our major customers in Europe and North America
The net order imtake of £1 6 billion (2011 £1.8 bilhon) includes
cancellations of £0.4 billon, principally the proposed cancellations
of a number of contracts for CG-27) arcraft, mcluding those by the
US Department of Defense. Despite the challenging environment,
we contiue to see opportunities both in our traditional markets

and the developing economies

Highhghts Key financial data
+ US51 balhon of contracts for OF and services for mihtary 2008 2009 2010 20011 2082
transport, tramer and helicopter engines for the US Army, Order book £m 5527 6451 6506 6035 5,157
US Aur Foree, US Marme Corps and US Navy 23%  +17%  +1% 7% -15%
- A US$315 milhon contract for LiftSystems for the F-358 STOVL Engine deliveries 517 662 710 B14  B&4
varnant of the ightming Il aircraft Underlying revenue £m 1686 2010 2123 2235 2417
0,
» Launch of fuel-saving imhiative with the Royal Austrahan W% A% ok 5% +B%
Underlymg OE revenue £m 739 964 1,020 1,302 1,231
Auir Force on G130 operations and a £100 milhon contract
Undertlying service revenue £m 947 1,046 1,103 1,133 1,186
extension to maintain engines for C-130 and VC-10 amcraft
from the UK MoD Underlymg profit before 223 253 309 376 404
fmancing £m +12% +13% +22% +22% +71%

+ An order for new Adour engines to power Hawk trainers for the
Royal Saudi Aw Force

Rolls-Royce remains the second largest provider of defence
aero-engine products and services globally with 18,000 engines in
the service of 160 customersn 103 countnies Our engines power

arcraft in every major sector, including transport, combat, patrol,

tramers, hehcopters, and unmanned aenal vehicles {UAVs)

Rolls Royce plc Directors report and financia) statements 2012

Revenue mcreased by eght per cent, reflecting a 12 per cent
mcrease n CE revenue and a five per cent increase m services
tevenue However, adjusted for the non-recurrence of the

£60 milhon Strategic Defence and Secunity Review (SDSR) benefit in
2011, services revenue ncreased by 11 per cent This mghhghts how
our large nstalled base continues to provide services opportunities,
as customers seek to optirmise the efficiency of ther arcraft

Profit increased by seven per cent Adjusted for the SDSR benefit

m 2011, profit mcreased by 28 per cent due to increased OF volumes
and rmx growth m services, umit cost improverments and a

lower R&D charge
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Defence aeraspace

Transport/Patrol

We are a world leader in the mihtary transport/patrol market with
over 8 000 engines n service The AE 2100 engine fleet for the
tockheed Martin CG130J, the Alema C-27), and other transport/patrol
ancraft expandedin 2012

The TP400 engine for the Airbus A400M military transport arcraft
has amassed over 16,000 engne flying hours 1n 1ts fhight-test
programme Engine dehiveries for the first production arcraft
began m 2012, with entry into service planned for 2013

Fhight-tests of a technology upgrade for the T56 engime were
successfully conctuded by the US Arr Force Our '3 5 upgrade’
kit will provide operators of legacy varants of the ¢-130 and
P-3 aircraft with sigmficant fuef savings and, therefore
reduced operating costs

Combat

2012 was a sigmficant year for the Rolls-Royce LiftSystem® which
provides the STOVL capability for Lockheed Martin's F-358 Lightning
Il Joint Strike Fighter The US Marine Corps and the UK MoD receved
therr first detivenies of their STOVL awcraft The F-358 exceeded the
500th short take-off mulestone early in the year and the US Manne
Corps commssioned its first operational squadron of F-358s m
Yuma US

We dehvered the 300th £J200 engime built by Rolls-Royce for the
Eurcfighter Typhoon programme, which has sigméicant export
opportunities in the Middle East and Asia The Kingdom of Saud
Arabas already a major export customer and at the end of 2012
Oman announced its intention to purchase 12 Typhoon amcraft

In the US, we imibiated testing on a new, advanced technology
engme compressor, focusing on reducing fuel consumption as part
of our mvolvement in the Highly Energy Efficient Turbine Engine
(HEETE} programme for the US Air Force

Together with Snecma, we signed a contract to study the
architecture and charactenistics required for the next generation
of UK and French combat aircraft engines
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Unmanned vehicles

The fleet of AE 3007H engines which power the Northrop Grumman
Global Hawk high-zltitude long endurance and Triton platforms
continues to grow with 67 engines dehvered and about 50
additional engines projected

Rolls-Royce 1s to power the US Navy’s Broad Area Mantime
Surveillance (BAMS) aircraft and we also see opportumties i the
US Navy's Unmanned Carner Launched Airborne Surveillance and
Strike (UCLASS) aircraft programme

The first flight of the Adour powered nEUROR, an unmanned
combat air vehicle developed by six European partners, took place
The stealth technology demonstrator will undergo testing in France
before moving to Sweden, in 2014 for operational tnals, and alsoto
Italy to measure stealth charactenstics and undergo hve-finng tests

Small engines

We delwered the first production M250 engines to Grob for its new
G120TP traner arcraft whilein helicopters the RR300 achieved its
first 30,000 hours fhight time on the Robmson R66 and the CTS800
engine surpassed 100,000 1n-service fiight hours The M250, which
has now amassed over 200 million fhight hours, powered the first
flight of the GippsAero GA10, while the CTS800 acheved FAA
certfication for the Turkish T129 ATAK hehcopter

Services

The provision of engine support through MissionCare™ continues
to generate sigmficant revenues across a wide range of engines

The US Armed Forces placed contracts to support engines powering
(-130, v-22, T-45 Goshawk aircraft and Kiowa Warrior helicopters
totalling over U5$560 milhon

The Royal Austrahan Air Ferce became the first military custormer
to implement fuel usage analysis and modelhing techmques, to help
improve the fuel effiiency of its G130 transport fleet The
techmgues werte first developed by Rolls-Royce for civil arrhne
customers

We opened our first US Operations Centre n Indianapohs US
The US$2 rmihon wnvestment will offer techimical support from

a 50-strong team of techmcal and engineering experts We also
opened the first Defence Service Delivery Centre at RAF Marham
n the UK

nodas siopang
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Marine

The order book increased 44 per cent including new orders of £3 3 bilhon
(2011 £2 1 bilhon). This includes the £1 1 bilhon order by the UK MoD to
deliver reactor cores for 1ts future fleet of nuclear-powered submarines
Offshore orders reflected improved demand n the o1l and gas sector,
especially for drill ships and support vessels in Brazil This was partially
offset by continued weak order flow m the merchant sector.

Highhghts

« £147 rmilhon in new orders from Brazil for dnll ships and hughly
complex offshore vessels

Key financial data

2008 2009 2010 20110 2012

+ £119 rmilion of contracts to design and equip ten offshore supply

vessels for COSCO, Farstad and Hyunda

+ First contract for MT30 gas turbine outside of US and UK home
markets — chosen by Repubiic of Korea Navy for future fngate

- US Navy contract to power the two latest Littoral Combat Ships

« MT7 gas turbines chosen for US Navy's future hovercraft fleet

QOrder book £m 5190 3526 2977 2737 3,954

+10%  -32%  -16% 8% +44%
Underlying revenue £m 2,204 2589 2591 2271 2,249

+42%  +17%  +0%  12% 1%
Underlying OF revenue Em 1492 1804 1719 1322 1,288
Underlying service revenue £m 712 785 872 949 961
Underlying profit before 183 263 332 287" 294
financing £m +62% +44% +26% -14% 2%

+ World's first gas-powered tug commssioned and world's first
gas-powered cargo vessel entered service

- £1 1 bilhon order for naval nuclear reactor core programmes

Rolls-Royce has a world-leading range of capabilities m the marine
market, encompassing the design supply and support of power
and propulsion systems

We are leaders 1n the integration of technologically complex
systems for offshore oil and gas, merchant and naval surface and
submanmne vessels Comprehensive through-hfe support for our
customers is provided through an expanding global network of
service facihities
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2011 figures restated due to transfer of Bergen to new Engine Holding segment

Revenue reduced by ane per cent, reflecting increased pricing
pressure and adverse foreign exchange movements Both OF

and services revenue improved in the second half, reflecting
improvement in the offshore sector and a better capture of the
services market resultmg from the recent expansion of our global
network of services centres

Profit increased by two per cent due to better revenue mix and cost
reduction, partially offset by pricing pressures and adverse foreign
exchange movement

mcreased price pressure had an effect on trading, there was a
reduced order flow 1n some merchant sectors and challenges to
naval budgets m developed econormes Despite these headwinds,
the Manne busmess continued to perform well in 2012

We remain well positioned to capitahse on opportunmities in the
highly speciahsed offshore o1l and gas sector In addition, we are
leveraging our global support network to service an increasing
proportion of the installed base of equipment

We continue to strengthen our position in new markets, mcluding
Brazil and Korea
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Marne

Offshore

We further consolhidated our strong position in the sl and gas
sector with encouraging growth in order intake, revenues and
profitabihty This was largely based on the success of our speciahst
UT vessel design capabihties, which now indludes mghly efficient
wave-pieTcing vessels

As the industry continues to explore deeper and more challenging
environments, hike those m the South Atlantic off the coast of Brazil
and 1n the Arctic region, our core product and systems capabihities
enable us to be a strong partner for gur offshore customers

Merchant

We continue to mvest in technology that addresses the need for
cleaner, more efficient and environmentally sustamable power and
propulsion systems Our market leading LNG-fuelled C engime
positions us well far opportumties that anse from stnicter
environmental standards from 2016 Ship design enhances our
ability to offer mtegrated solutions

Naval

In our surface naval achities, we are developing greater design
capabilities for auxihary craft Our innovative commercial ship
design capabihity was extended with a new team to design ships
for navies coastguards and other mantime agencies

In 2012, we dehvered gas turbine-based power and propulsion
equipment for the US Navy's Littoral Combat Ship and the Royal
Navy's Queen Elizabeth class aircraft carners The MT30 gas
turbine’s success on both of these programmes has generated
strong mterest from navies i Europe South Amenica and in Asia
wherte the Republic of Korea Navy chose the MT30 to power its next
generation frigate programme
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The MT7 gas turbine was sefected to power the US Navy's future
fleet of up to 73 hovercraft

Underhining the high level of confidence that the MoD has in our
technology and our people, the Submarines business secured a
contract worth £1 1 bilhon for the regeneration of the reactor core
rnanufacturing facility at Derby and the continued dehvery of
reactor cores for the UK's nuclear powered submarnine fleet

Ralls-Royce continued to deliver aganst key rmilestones in the
programme to replace the current Vanguard class of nuclear
submarnes ensuring further long-term stabihity for the naval
reactor business

The opeming of the new Primary Components Operations facihty
n the UK during the year, allowed the Group to rationahse its
component manufactunng capability, delvering improved
efficiencies for our customer

Services

In 2012, we enhanced our capacity to reahse better the sigmficant
opportumty that our large installed base of equipment represents
We expanded our service centre network through the opemng of
new facihities in Ching, and ntroduced a streamlined global spare
parts distnibution network and 24/7 service desks to improve
customer dehivery and respensiveness In addition, we also opened
a state-of-the-art technology and traimng centre to prowide closer
custorner support

uodal s10pa17]




22 Directors report

Energy

The order book reduced by mine per cent, with new orders
of £0 8 billion (2011 £1.3 billion). In the o1l and gas market,
high o1l prices and global growth continue to sustam bid
activity, albeit with pricing pressures and order deferrals
by some customers. While the power generation market
M mature economies remains suppressed, we are seeing
growth in developing countries We continue to invest

for future growth m Civil Nuclear.

Highhghts

- Six RB211 gas turbine packages ordered by PetroChina

+ Service revenue up 11 per cent, 333 engimes under management

- LG acquired 51 per cent of Rolls Royce Fuel Cell Systems (US) Inc

+ Tidal Generation Ltd sold to Alstom m January 2013

- RB211-Gzerolaunched

+ £15 milhon mvestment 24/7 global Operational Service
Desk completed

Enhanced agreement with AREVA for UK civil nuclear new build

« {ollaboration agreement with Hitachi following its acquisition
of Horizon Nuclear Power

Expanded global footprint with acquisition of US-based nuclear
services business

Wwith over 4,600 industnial gas turbines sold, recording over
180 rmilhon hours of operating expenence, our Energy busmess
plays a critical role in supporting global infrastructure

Our technology powers offshore o1l platforms around the world
and transports o1l and gas through 35 pipelines m 24 countnes Our
power generation technology solutions ensure that rehable,
dependable and flexible electncity supphes are efficiently met,
without compnising emissions performance We have also
established a strong position in the avil nuclear sector
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Key financial data

2008 2009 2010 2011 2012

QOrder book £m 125¢ 1,262 1,180 1,420 1,290

+45% +1% 6% +20% -9%
Engine delveries 106 87 95 48 49
Underlying revenue £m 755 1028 1233 1083 962

+35%  +36%  +20% 12%  -11%
Underlying OF revenue £m 385 558 691 527 344
Underlying service revenue Em 370 470 542 556 618
Underlying profitbefore {2) 24 27 16 21
financing £m -140%  +1300% +13% -41% +31%

2011 figures restated due to transfer of Bergen to new Engine Holding segment

Revenue fell by 11 per cent due to a sigmficant reduction n OF
revenue and adverse revenue rmix 1n o1l and gas, and n power
generation The OF reduction was partially offset by an 11 per cent
Inerease In sevices revenue Services revenue, particularly m o1l and
gas, benefited from a better penetration of the aftermarket from
the installed base across all sectors
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Energy

Ol and gas

In total, ten RB211 gas turbines were ordered for ol and gas
apphcations, nine of which are for pipeline compression projects
We secured a US5$75 miliron contract to supply PetroChina with an
additional six RB211-driven pipeline compressor urits and related
services to power the flow of natural gas through Line 3 of the
West-East Pipeline Project (WEPP) the world's longest pipeline
and a crueial element of China s drive towards cleaner energy
consumption When completed in 2015, the 7,000km WEPP Line 3
will ink China's western Xinjiang autonomous region to Funan
province in the south-east, transporting up to 30 bithon cubic
metres of gas per year The contract sigmficantly increases our
supply to the WEPP netwaork, bringing the total number of RB211
units sald for this huge infrastructure project to 37

In addition, we secured a £24 rmllion contract to supply three

RB211 umuts for duty on the Uzbekistan section of the Asia Trans
Gas (ATC) prpehne, and a contract to supply PTT's Ethane Separation
Plant in Rayong, Thailand, with an additional unit to extend our
scope at the site

Construction of our new purpose-built packaging assembly and
test facility at Santa Cruz outside Rio de Janewo, Brazil, 1s on track
The facility witl open in 2013, positioming us for long-term growth
from within Brazil The first units to be delivered from Santa Cruz
will be in fulfilment of the US$650 rmilhon contract awarded by
Petrobras in 2011 which requires 32 RB211 gas turbine units to
support its offshore production activities 1n the pre-salt, ultra-
deepwater ail fields

Power generation

Despite subdued demand for new power generation capacity in
mature economies, £62 million 1n orders were recewved for four
mdustnal Trent 60 gas turbines Two umts will support production
expansion of LUKOIL's Stavrolen petrochermcals plant in Russia,
and single urts will respectively support Empresa Nacional de
Electricidad s El Alto power plant in Bolivia, and texiile and
chermcals conglomerate CYDSA's processing plants at Coatzacoalcos
Veracruz, México We successfully completed several landmark
mstallaton and commssioning projects including eight Trents for
the Bayonne Energy Centre electric power plant in Bayonne, NJ, US,
which supplies electricity to 400,000 homes in New York City at
peak times
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Service

Qur strategy to strengthen our aftermarket products and services
capability delivered sohd revenue growth Excluding the land-based
reciprocating engimes that are now reported m Engine Holding,
there are a total of 333 units, or 19 per cent of the core engine fleet,

under long-term service agreements We launched the RB211-Gzero,

aretrofit upgrade product for the RB211-G gas generator, which
provides many existing users of industrial RB211 aero-denivative
gas turbine engines with a nominal power increase of ten per cent
depending on ambient temperature and engine type

Our new Operational Service Desk provides 24/7 techmcal support
to customers, considerably enhancing our global setvice and parts
dehvery capabilibies

Cwil Nuclear

During 2012, Rolls-Royce mamtaimed is focus on the global and
strategic growth of its Nuclear business and made sohd progress
m strengthering its position in this market

We signed a strategic collaboration agreement in support of
AREVAS plans to build new nuclear reactors and continued our
collaboration with Rosatom on the development of global civil
nuclear programmes We have an agreement to support Hitachi
with 1ts plans to build nuclear power stations at two sites in the UK

The Group 1s medermising safety-critical instrumentation and
control 1&C) systems on EDF's 1,300MW nuclear fleet in France and
we are delivening 1&C solutions 1o eight new nuclear power stations
being built n Chana

Cur Nuclear Services business delivered a multi-mithon deollar
package of automated handling, transportation and storage
technology to Atormic Energy of Canada Ltd and secured a contract
to provide speciahst inspection solutions to Canadian nuclear
utihty, Bruce Power At the end of 2012, we acquired PKM) Techmical
Services, a specialist US based software and nuclear engmeening
SEeTVICeS company

podas siopang
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Excellence in technology

In 2012, Rolis-Royce mvested £919 million in gross research
and development of which £577 rmlhon was funded from the
Group’s own resources. We create mtellectual property which
1s then embedded in our products and services This year,

475 patents were filed.

Rolls-Royce has a track record of innovatve products and services
founded on a robust mvestmentn technology During 2012, we
launched an Innovation Strategy which put in place a number of
mechanisms to encourage our people to share and develop new
deas, ensuring that the flow of future technology remains strong
Through ‘open mnovation’ we also nvited other orgamisations to
contribute to our technical challenges

This year we mvested significantly on our ngh-performance
computing {HPC) capability and on several Design Key Systems
which automate much of the design and make process for
components, freeing up engmeers to apply their skills to more
complex and cniticat tasks
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Research and technology

We have an engineering resource mside the Group of 14,700
engineers Many work as integrated teams across miernational
borders on our major programmes and a number of our top
engineers, or Rolls Royce Fellows, are recogmised as world-renowned
experts n their fields

In addition to our in-house R&D capability, Rolls-Royce undertakes
advanced research via a global network of 28 university technology
centres Each centre 15 funded by the Group and undertakes
speciahist work in a particular engimeenng field led by world-class
academics In 2012, we celebrated the 21st anmversary of

this netwark

In 2012, we nvested £139 milion in research and technotogy in
addition to the sigmficant government funding In October 2012,
together with the University of Birmingham, we announced a new
£60 milhon centre for research into high-temperature metallurgy
This 1s the latest in a series of seven new research and advanced
manufacturng centres the Group has helped to establish in the
past four years We beheve our leading position in these centres
will delver sigmificant benefit for the future in technologies and
advanced manufacturing processes

Gl aerospace

Qur newest large engine programme, the Trent XWE for the Airbus
A350 XWB famly was successfully certificated on 7 February 2013
It beganits fhght test programme in February 2012 on a modified
A380 and completed over 150 flying hours The imtial engine
entering servicewill be rated at 84,0001b thrust The more powerful
97,000tb thrust engine for the later A350-1000 aircraft programme
15 progressing into the design and defimtion phase

The new Trent 1000 engine was the first to enter service on the
Boeing 787 Dreamhner and completed its first year in service with
launch customer ANA, i October 2012
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Excellence wn technology

Gulfstream’s ultra-large-cabin, ultra-long-range G650 business jet
arcraft with the BR725 engme, has received 1ts final certification
from Federal Aviation Adrmimstration and entered into service

We successfully completed the E3E programme in 2012 which
demonstrated core technology for our future two-shaft engme
portfohio Offering sigmficant improvements in fuel consumption,
umit cost, weight and ermissions 1t provides technologies for our
BR700-NextGen and into our wider portfoho

Defence aerospace

Since the 756 entered production in 1954, over 18,000 T56/501-D
turboprops have been mstalled on a wide vanety of propeller-driven
arcraft We recently successfully created a technology msertion
package to sigmficantly improve fuel efficiency on the US Arr Force's
C-130H Hercules transporter In tests, our 756 Series 35
Enhancement Package demonstrated an eight per cent fuel
consumption improvement Once certified, the T56 Senes 35

will help extend the life of this ageing fleet

Our T56-A427A engine, with a modern electronic engine control and
fuel pump metering unit replacing the previous hydro-mechamcal
control, 1s now ready for full production after recewving US Navy
mulitary quahfication and successfully completing the mitial
operational test and evaluation Two of these engimes power the

US Navy's E-2D Advanced Hawkeye atrborne early warning and
electromc warfare systems arrcraft

The Rolls-Royce LiftSystem for the F-35B Lightming Il STOVL fighter
aircraft entered service with the US Marine Corps 1n late 2012

Manmne

The Far Sohtaire, a Rolls-Royce designed platform supply vessel for
the offshore o1l and gas industry, was named ship of the year at the
Shipbutlding, Machimery and Marine Technology exmbition, the
leading mternational mantime trade fair Thisis the third time

m five years a Rolls-Royce designed vessel has won the award

We have delivered our first permanent magnet tunnel thruster
This new design reduces novse and wvibration and increases power
by 25 per cent, compared to traditional models of the same size

Design of the PWR3 nuclear power plant for the UK Tndent
Successor Programme 1s progressing well The new reactor plant
design was selected by the UK MoD to provide easier operation,
longer service hfe and lower through-life costs A UK Government
decssion on the successor to Tndent 1s planned for 2016
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Energy

The successful ndustral version of the RB211 gas turbine s used
all over the world in o1l and gas and power generation markets
Over 700 industnal RB211s have been sold achieving more than
30 million operating hours In 2012, we announced the launch of
the RB211-Gzero a retrofit upgrade product that provides the
engine with a norminal power mcrease of ten per cent

The distinctive pawer and efficiency of the industrial Trent were
strengthened 1n 2012, together with its capability on low ermissions
and ts operational flexability for ol and gas apphcations

wodar sieEang
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Excellence in operations

We continue to invest globally m capacity and
capability that wall help our customers and our

business succeed.

Manufacturmg technelogy and mfrastructure

Through the year, good progress has been made on the
introduction of a broad spectrum of technology projects that
wnll reduce operational costs, increase cutput and improve
product performance

Manufactunng capacity

We have added sigmficant manufacturmg capacity to meet
our customers’ needs and to successfully deliver our substantial
order book

Rolls-Royee has opened 18 new facilities in the past three years
n locations including the UK, Germany, Norway, US, Simgapore,
China and Brazil

In 2012, we opened our largest facility wn Asia, at Seletar Aetospace
Park in Sigapore, and delivered our first Trent 900 engine from the
site At full capacity, thms facility will be capable of producing a Trent
engine every working day and 6,000 fan blades each year

Other major projects meclude construction of an advanced blade
casting facihity in Rotherham, UK, and cur advanced blade and vane
machimng facility at our Crosspointe campus n Virginia, US

We also made a sigmficant extension to our engme testing facihty
m Dahlewntz, Germany and developed a major facihty for assembly
and test m Rio de Janeiro, Brazil, that will support our Marine and
Energy busmesses

Advanced centres

Five advanced manufacturing research centres are now all fully
operational 1n the UK with the number of research projects
doubling over the past 12 months to more than 160

The sixth centre of the network, i Virginia, US, opened sts doors m

September and building work has started in Singapore on an
advanced remanufactunng and technology centre
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These centres, which are the resuit of collaboration between
governmenis, universities and industrial partners, form a vital
bridge between the creation of a concept and industnal apphcation
This allows us to work with supphers, umversity research teams and
technology providers to develop and prove manufactunng
processes before making major imvestment decisions

Supphers

As anncreasingly global business, we continue to develop our
supply base in emerging markets, whilst also deepering our
relationship with existing supphers

In the UK, we are taking a leading role in the UK Government's
‘Sharing in Growth’ imtiative which will prowide around 30 UK
supplhers with atarlored, m-depth traimng and development
programme The aim 1s to create a competitive group of UK
supphers to help achieve sustamable, competitive performance
as the industry continues to grow

As we work alongside our suppliers, we also have to make sure we
strike the nght balance between what we choose te do ourselves
and what we buy We have acquired the Aeto Engine Controls (AEC)
business, i order to strengthen our of fering in the \ncreasingly
important engine control systems market

information technology

In 2012, we nvested over £100 million n IT as part of our ongong
mvestment programme This programme s addressing the need to
modernise data centres, improve networks, and upgrade personal
computers and software across more than 265 sites in 39 countnes

Continuous improvement

We continually apply technology and operational improvements
to drnive productwity and the efficiency of the power systems
we produce

We apply lean techmques to our design, manufacture and our
supphers so that the actions of everyone involved wili drive
efficiency, quahty and safety in all we do
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Sustainability — better power

for a changing world

As a leader m technology, we beheve that advanced engineering
has a cnitical role to play in achieving a sustamable future.

We are commutted to developing the most efficient power
systems 1n the world. This helps the environment and our
customers by enabling them to do more, using less Focusing
on the environmental performance of our products and
operations, investing i our people and, engaging with

our commumties helps grow our business.

Carbon Disclosure Project {CDP)
We continue to be one of the
leadng compames m the COP
Index Qur 2012 carbon disclosure
score was 72 and our perfermance
band’'B We led the Glabal 500
industrials in gevernance and
strategy emissions management
and reporting

Dow Jones Sustammabiity World
and European Indexes {DJS1)

We have retatned our position 1in
the DJSI for the eleventh consecutive
year, with an overall score of

74 per cent well above the average
of 42 per cent in the aviation and
defence sector

Environment

We apply our knowledge and technology to develop the best
solutions for the environment and our customers Our
environmental strategy has been revised in 2012 to reflect the main
focus of investment and effort apphed by the Group, concentrating
on three areas

1 support customers by further reducing the environmental
impact of our products and services,

2 develop new technology for future low-emission products, and

3 mamtan our drive to reduce the environmental impact of our
busmess activities

1 Support customers by further reducing the environmental
mmpact of our products and services

We have a strong track record of reducing the ermissions of our
products through sigmficant investment wn R&D In 2012, we
mvested £919 milhon in R&D, of which around two thirds 1s aimed
at reducing the environmental impact of our products Since the
first jet airlimers of around 50 years ago, on a per passenger-
kilometre basis, awcraft burn 70 per cent less fuel and are 75 per
cent quieter An Environmental Adwsory Board of distinguished
academics and leading authornities 1n their respective fields,
provides independent expert advice to infarm business strategy
and design processes
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The Adwisory Council for Aviation Research and Innovation in Eurgpe
(ACARE) has set challenging goals for aviation to meet by 2050 {base
year 2000) In 2012, we helped define the pnionties for Strategic
Research and Innovation n aviation to meet the ACARE goals

reducing aircraft CO; ermssions by 75 per cent
per passenger kilometre,

« reducing noise by 65 per cent, and
reducing oxides of nitrogen (NOx) by 90 per cent

Innovation provides increasingly efhicient products worldwide
The Trent XWB — due to enter service 1n 2014 —15 proving to be the
meost efficient large civil aero engine ever produced, burning 16 per
cent less fuel per passenger kilometre than our first Trent engine
which entered service in 1995

We are investing in technology to provide more efficient manine
power and propulsion systems as well as ‘whole ship integrated
designs In 2012, we delivered our first lean-burn gas-powered
platform supply vessel cargo ship and announced orders for our first
gas-powered tugs We introduced new propulsor technologies,
ncluding our first permanent magnet tunnel thruster and our first
thruster to make extensive use of composite matenals

wodas siopang
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Sustarmnabihity

Innovatve vessel designs use the Environship concept,
ncorporating wave-meraing hull features A hquefied natural gas
engme and an integrated rudder and propeller system combination
can reduce fuel consumption, and cut CO; ermissions by up to 40 per
cent compared to conventional vessels

In energy markets, our Trent 6015 the most advanced
aero-dervative gas turbine available today, establishing a new
benchmark for fuel economy and cost savings Our RFA36 and
RFA24 are the most efficient pipeline compressors available today
with field-proven efficiencies of up to 91 per cent, saving energy
costs for our customers

2 Develop new technology for future low ermission products
Nuclear power can make a sigmficant contribution to future low
carbon electnoty generation

As a key player in the mdustry for 50 years, we have exiensive
knowledge of nuclear technology, 1ts safety and control Our nuclear
capabilities span the reactor life-cycle, from concept design through
to obsolescence management and plant hfe extension

Our expertise includmg component manufacturing, icensing,
project and supply chain management as well as world-class
engmeening, positions us well to support nuclear power growth

We are also working with customers and fuel companies to ensure
that future bicfuels, which will be part of the solution for aviation
towards 2050, meet our requirements, with the important caveats
that they are sustainable, do not compete with the growth of food
crops and are used in the most effective way to maximise the
reduction in greenhouse gas (GHG) emissians

3 Maintam our dnve to reduce the environmental impact of our
business activities

Greenhouse gas ermssions

In 2009, we set three year GHG reduction targets for our facilities
and can now report that we have exceeded these {see tabie below)

2012 final target achievernent
Targeted
reduction by
Target area end 2012 Actual?
Facihty GHG ermissions (absolute}
excluding product test and development 5% 6 5%

Total Group GHG emissions {normahsed by
turnover) mcluding product test and
development 10% 16%

' Based on 2009 CHG ermssions
? Energy/GHG data has been forecast based on data collected dunng January to October
2012 The Basis of Reporiing 1s avallable at www rolls oyce com

Qur total GHG emussions (including product test and development}
was 550 ktCOxe 10 2012 a reduction of four per cent compared
with 572 ktCO:e m 2009 (see table below) This reduction has

been achieved, despite a growth n our global facihbies footprint,
through a sustamned investment i new and more efficient
manufacturing facihties In 2012, we invested over £3 milhon in
energy reduction projects such as the upgrade of compressed air
plant, furnace controls and hghting systems and controls withm
our existing facilibies
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GHG emmssions breakdown

Total kt{Cye

(includes emissions associated with

product development and testing) 2009 2010 2013 2012
Direct ermissions 215 236 229 213
Inchrect emissions 357 365 346 337
Total 572 601 575 550

We continue to recognise the need to reduce the ermissions of our
operahions and we are reducing our reliance on fossi fuels We are
seeking to make wider use of more sustainable energy sources, Iike
renewable and ether low carbon technologies, where cost effective
and practical

New energy and GHG reduction targets aimed at sustaining our
improvement will be set for the next three years

Certification
Our business segments have certification to the environmental
management systerns standard 1SO 14001

Global supply chain

Durimg 2012, we expanded the apphcation of lean techmques across
the supply chain Our supplhers increased ther metal recyehing and
further engaged m paperless purchasing practices We continue to
request key supphers are 150 14001 certificated and support them
to meet their obhigations under the European REACH {Registration,
Evaluation and Authorisation of Chermcals) legistation

Our people

We support business growth by creating an mclusive working
environment that attracts and retains the best people

We employ 42,800 pecple i more than 50 countnes across our
four global market sectors

Average number of employees 2012 2011
By regiwon

United Kimgdom 22,800 21600
Rest of the world 20,000 18,800
Total 42,800 40400
By sector

Cwvil aerospace 21,500 19 800
Defence aerospace 7,800 7600
Marine 8,800 8,600
Energy 3,700 3500
Engine Heldang 1,000 900
Total 42,800 40,400
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Rolls-Royce 1s commutted to creating a working environment which
helps people to perform at their best Great value 1s placed on giving
a voice to our workforce and we engage and involve people in
mpraving the bustness and welcome their feedback Information
on business and work 1ssues 15 shared with our employees and their
representatives through established commumcation channels

We reward and recogmse lmgh performance and encourage our
employees to becormne investors in the Company

Hurmnan rights are reflected in our policies and standards covering
Buswness Ethics, Health and Safety, the Envitonment, Employees,
and Community Investment We oppose any form of child labour
or practices which inhibit the development of children We believe
employment should be freely chosen and commit to refram from
usmg forced or involuntary labour

Encouraging diversity

Qur Global Dwersity and Inclusion Steering Group 1s compnised of
mam board directors and senior executives It promotes an inclusive
workplace in which individuals feel they are respected, valued and
have an equal opportunity to progress

The Group's global workforce s 15 per cent ferale with exght per
cent fernale semor executives About two thirds of our workforce 1s
In engineering or manufacturing with historically low female
representation We actively work with schools and umversities to
Increase interest and encourage diversity amongst those taking
STEM subjects, and to broaden the career aspirations of mdividuals
from under-represented groups

Our female and mternational graduate recruitment has increased
steadily over recent years, 26 per cent of overall graduate
development programme participants are female and 38 per cent
are non-British Around 50 per cent of participants are femalen
our nen-engmeering and non-manufacturing programmes

The Group 15 commtted to developing a diverse workforce and
equal opporturities for all Our pohcy 1s to provide employment
traimng and development opportumties for disabled people
wherever possible We are committed to supporting employees
who become disabled during employment and helping disabled
employees make the best use of their skills and potentsal

Resourcing and development

In 2012, we recruited over 2 800 experienced professionals to
support the growth of our business, mne per cent mgher than

N 2011 We recruited 318 apprentices We engage with universities
globally, and in 2012 recrwited 312 graduates on to our corporate
graduate programme from 89 unversities and 36 nations

To support long-term growth objectives, we plan to further
increase our graduate programme in 2013

In 2012, we supported 47,500 employees and sub-contract
persannet through our learming management system, MyLearning
Atotal of 249,000 tramming courses were completed during the year
Learmng mvestment for 2012 was £39 million
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In November, the Chancellor of the Exchequer, George Osborne,
opened the new apprentice acadermy 1n Derby The £6 rmilion
nvestment, supported by the Skills Funding Agency, provides
capacity for Rolls-Royce to double the number of apprentices it
trans They will provide an additional source of skilled employees
to our supply chamn In the UK, the acadermy won the Gen Il Macro
Employer of the Year category of the National Apprenticeship
Awards

Qur regional traiming centre strategy places preduct traming close
to our customers A new traiming centre m Alesund opened by the
Crown Prince of Norway in November complements the existing
facihties in Derby, Bristol, Singapore and Indhanapohs

Demand for customer traimng continues to increase witha
35 per cent growthn 2012 On-hine learming 1s avalable to all
our customers through the Group’s website at www rolls-royce com

Health and safety

Roils-Royce 15 committed to continual improvement in the
standards of health and safety in the workplace A man board
director has responsibility for this The Board receives reqular
TEpOTtS on progress aganst targets and improvement programmes

Employees recerve mandatory health and safety traimng As a result
of this focus, health and safety performance has shown steady
improvement over many years However, tragically, in 2012 we
suffered two employee fatahties In the first mcident, an employee
was fatally mjured whilst working on electrical equipment at a
customer site In the second, an employee drowned 1n a niver during
a company orgamsed event Thorough mvestigations for both
mcidents were carned out These are the first fatahties since 2008

We continued to make progress on our major global

wmprovement programmes We reviewed machinery guarding
and hfting programmes at 30 sites as part of our review of process
safety management

Business segments have globai certification to OSHAS 18001,
confirrmng our commitment to globally consistent health and
safety standards

Exposure momtoring confirmed that existing contrels should meet
the new exposure and release standards under the EU Registration,
REACH regulations

We further engaged our employees in smproving health and safety
with focused actvities durng HS&E Week and over 5,000
employees taking part in a global wellness programme

Our total reportable wjury {TRI) rate continues todechne —

a 23 5 per cent drop in 2012 gwes a 28 per cent reduction over the
past thzee years from 072 TRI per 100 employees to 0 52 Ths fell
short of our target of a 50 per cent reduction by the end of 2012

Our primary focus has been on high potenhal inadents which could
lead to sigmficant nyury or harm, rather than the broader measure
of TRI which also meludes rmner incidents

uodal S0Pty
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Sustainabihty

Engaging with governments
and communities

Worlong with governments

We engage in dialogue to ahgn our business needs with the
pohtical, sonial, and commercial requirements of host governments
m our key markets Where we achieve such ahgnment, for example
in Singapore, the benefits for both the Group and the country can
be considerable

in the UK, the Government has made strategic mvestments in the
aerospace industry through the Aerospace Growth Partnership
2012, they announced a £40 milbon investment, matched by
ndustry, 1n the Rolls-Royce led SILOET Il programme {Strategic
investment i Low-carbon Engine Technology) We expect this
programme to deliver improvements in engine fuel economy

for both widebody and narrowbody cil aircraft

A further Government mvestment of £25 mihon was added

to the £40 tTmihon from industry to support a series of research
and technology projects including SAMULET Il {Strategic
Affordable Manufacturing in the UK through Leading
Environmental Technologies) This Rolls-Royce led collaborative
programme aims to accelerate the development of manufactuning
and product technologies

This year the Business Secretary, Vince Cable, performed the
groundbreaking ceremonues for our new factones at Rotherham
and Washington, Tyne and Wear, UK

In view of the s mpertance of EU regulation and funding for
the Group’s actities, Rolls-Royce enlargedits EU Affairs team
n Brussels Our mam EU affairs activities 1n 2012 focused on
two areas finanaial regulation and the future framework for
EU R&D funding

We continued to momtor EU legislation on finanoial requlatory
reform for its impact on nen-financtal comparies like Rolls-Royce
Throughout the year, we provided mput to the decision-making
procedure on Horizon 2020 — the EU Research and Innovation
funding framework for 2014-2020 Other policy areas have also
required our attention, such as REACH, the future momtoning,
reporting and venfication system for mantime ermssions, revised
noise rules in the field of aviation, alternative fuel pohaes, and
international free trade agreement negotiations We orgamsed
high-level meetings with relevant EU Commissioners dunng the
year gave evidence to the ‘Lnkanen group’, the EU’s lngh-level group
on reforming the structure of the EU banking sector, and submitted
responses to a number of Commission consultations Rolls-Royce

1s reqistered mn the EU's Transparency reqister where more
mformation about our actwities and involvement m assocciations
can be found

In North Amenica, our relationships with a vanety of domestic
industry and government bodies provide an essenhal platform to

commumicate on a broad array of 1ssues from aviation emissions to
energy-related appropnations
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We engage with Congress (in both the House of Representates
and the Senate) at the Commuttee, District and State level Our
Political Action Committee (PAC) operates in accordance with ail
legal and ethical requirtements

We have hosted a number of Congressional visits including
President Obama’s visit to our new Crosspainte facihity, Virgima, US

QOur membership of North American major trade associations
(including the Aerospace ndustries Association, Orgamzation for
International Investment and the US Chamber of Commaerce),
enables us o support broader coahtion efforts This guards against
any potential protectiomst measures which may be detrimental to
Group interests

Commumity investment

We have a long-standing comrmitment to the communities we
operate in around the world and during 2012 the Croup's total
contnibution (indluding money employee time and gifts in kind}
was £8 million

Qur commumnity mvestment activities support the Group’s strategy
and future success, particularly m the areas of recruitment and
retention, employee engagement and development, and the
Group's reputation in the wader community

The mam areas of support defined in our global chantable
contributtons and social sponsorships pohicy are

+ educabion and skills, particutarly Scienee, Technology Engineering
and Mathematics (STEM} which are key to our future success,

- environment activities inking into our environment strategy

« spcial iInvestment, making a positive difference to the
commumties n which we operate, and

« arts, culture and heritage, contnibuting to the cultural vibrancy
m the areas we operate

A clear governance structure ensures a consistent approach and
visibiity of our contributions globally

2012 chantable contnibutions, sponsorstup and payroll giving

£ mailion
Chartable contributions and social sponsorships
UK 23
Asia and Mrddle East £0 1m, Amenicas £0 8m,
Europe £03m 12
Total 3s
Commercia) sponsorship - global total, including
UK £0 3m Asia and Middle East £0 3m Amenicas £1 3m
Europe 02m 21
Employee time 22
Gifts in kind 02
Total 80
Payrol! gwving UK £0 5m, North Amenca £0 2m 07
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Additional financial information

Foreign exchange

Foreign exchange rale movements influence the reported income
statement, the cash flow and closing net cash balance The average
and spot rates for the principal trading currencies of the Group are
shown in the table below

2012 2011 Change
Year end spot rate 1
USD per GBP P &3 15 5%
Average spot rate 159 160 -1%
Yi
EUR per GBP ear end spot rate 123 120 +3%
Average spot rate 123 115 +7%

Taxation

The Group beleves that 1t has a duty to shareholders to seek to
mmmise its tax burden but to do so in a manner which s consistent
with its commercial objectves and meets 1ts legal obligations and
ethical standards Every effortis made to maxumise the tax
efficiency of busimess transactions and this includes taking
advantage of available tax incentives and exemptions However,

the Group has regard for the inteniion of the legistation concerned
rather than just the wordmg itself

The Group ts committed to building open relationships with tax
authorities and to following a pohicy of full disclosure m erder to
effect the timely settlement of its tax affaws and to remove
uncertaimty s busmess transachons Where appropnate,
the Group enters nto consultation with tax authorities to help
shape proposed legislation and future tax pohcy

Transactions between Rolls-Royce subsidianes and associates 1n
different Junsdictions are conducted on an arms-length basis
and priced as If the transactions were between unrelated entities,
n comphance with the CECD Model Tax Convention and the laws
of the relevant junsdictions

investments and capital expenditure

The Group subjects all major investments and capital expenditure
to a ngorous exammation of risks and future cash flows to ensure
that they create shareholder value All major investments require
Board approval

The Group has a portfoho of projects at different stages of their
Ife cycles Discounted cash flow analysis of the remaiming hfe of
projects 1s performed on a regular basis

Sales of engines in production are assessed agamst cnitena in

the ongnal development programme to ensure that overall
value 1s enhanced
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Financial nsk management

The Board has an established and structured approach to financial
nsk management The Financial risk commitiee {Frchis accountable
for managing, reporting and mitigating the Group's financial nisks
and exposures These nsks nclude the Group's pnincipal
counterparty, currency, interest rate, commodity price, hquidity and
credrt rating nisks outhned in mare depth in note 16 to the financial
statements The Frcis chaired by the Chief Financial Officer

The Group has a comprehensive fimancial risk policy that advocates
the use of financialnstruments to manage and hedge business
operations 1isks that anse from moverments in financial,
commodities, credit or money markets The Group's pohicy 15 not

to engage 1n speculative financial transactions The Frc sits
quarterly to review and assess the key risks and agree any
mitigating actions required

Capital structure

Capital summary — £ milhon 2012 2011
Total equity 6,825 4,678
Cash flow hedges 63 52
Group capita 65,888 4,730
Net funds 1,316 222

Operations are funded through vanous shareholders’ funds, bank
debt, bonds and notes The capital structure of the Group reflects
the judgement of the Board as to the appropnate balance of
funding required

Funding 1s secured by the Group's continued access to the global
debt markets Borrowings are funded in various currencies using
denwatives where approprate to achieve a required currency and
mterest rate profile The Board's objective s to retan sufficient
financial investments and undrawn facihties to ensure that the
Group can both meet its medium term operational commitments
and cope with unforeseen gbhgations and opportunities

The Group holds cash and shortterm mvestments which, together
with the undrawn committed facihties, enable 1t to manage its
hquidity nisk

Durnmng the year, the Group drew down a further £200 rmlhon loan
from the European Investment Bank Following the acquisition of
the 50 per cent of AEC that we did not already own {see note 24

of the financial statements), the Group repaid AEC's external bank
funding of £78 rmllion

Atyearend the Group retamed aggregate hquidity of

£36 ilhon This hquidity compnsed net funds of £1 3 bilhon
and aggregate borrowing facihties of £2 3 illion, of wiich
£1 0 billion remained undrawn

The matunity profile of the borrowing facihties 15 regularly reviewed
to ensure that refinancing levels are manageable in the context of
the business and market conditions The only facility to mature in
201315 the USS230 mullion private placement There are no rating
triggers m any borrowing faabity that would require the facibity to
be accelerated or repard due to an adverse movemnent in the Group's
credit rating
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Additronal finanaial mformation

During 2012, the maturity date on the £1 0 illion revolving credit
facility was extended from 2016 to 2017

The Group conducts some of 1ts business through a number of
jeint ventures A major proportion of the debt of these joint
ventures 15 secured on the assets of the respective companies
and 1s non-recourse to the Group This debt 1s further outhned in
note 9 to the financial statements

Credit rating

Rating Cutlock Crade
Moody s Investar Service Al Stable  Investment
Standard & Poor s A Stable Investment

The Group's helding company, Rolls-Royce Holdings ple, subscribes
to both Moody's Investors Service and Standard & Poor's for
ndependent long-term credit ratings At 31 Decemnber 2012, 3t
maintained 1nvestment grade ratings from both agencies

As a capitalintensive business making long-term commitments to
our customers the Group attaches sigmificant importance {o
mamtaimng or mproving these current mvestment grade credit
ratings

Accounting and regulatory

The cansohdated financial statements have been prepared m
accordance with International financial Reporting Standards {IFRS),
as adopted by the EU

In 2012, the Group has adopted revisions to 1AS 1 Presentation of
Financal Statements that require items of other comprehensive
meome to be classified dependmg on whether they may be
potentially reclassified to the mcome statement There 1s no net
impact There were no other revisions to IFRS that became
apphcable 1 2012 which had a sigmficant impact on the Group's
financial statements
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A summary of changes which have not been adopted in 2012
1s mcluded within the accounting policies 1in note 1 to the
fmanaial statements

Governments and requlators around the world continue to
implement reforms to the financial markets with the aim of
improving transparency and reducing systermc nisk Although the
reforms are predormmantly directed at financial institutions, they
will also affect non-financial mstitutions such as the Group

The primary concern has been the reform of the over-the-counter
{OTC) derivatives market, and in particular a proposal in the EU
European Market Infrastructure Regulation {EMIR) that parties to
future OTC derwative transactions would be required to use an
exchange to clear the transactions and post cash collateral to reduce
counterparty nsk The proposal could adversely affect the Group's
future funding requitements and make cash flow more volatile
The final MR Tules have now been released, which exempt
non-financial mstitutions engaged 1 hedging activity from

this requirement
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Board of directors

S simon Robertson (71)
Non executve Chawman, appointed January 2005

Skifls and expenence SirSimon brings to the Board aninternationat
corporate adwvisory background with a wealth of experience in mergers and
acquisitions merchant banking investment banking and financal markets
During his career he has worked in France, Germany, the UK and the US He
1s the former Managing Director of Geldman Sachs International and
former Chairman of Dresdner Klemwaort Benson In June 2010, he was
honoured with a kmghthood in recogmtion of his services to business

External appointments Sir Simon 1s the founder member of Robertson
Robey Associates LLP and Deputy Chairman and Semior Independent
Director of HSBC Heldings plc He1s a non-executive director of Berry Bros &
Rudd Lirmited The Economist Newspaper Lirmited and Troy Asset
Management He s a Trustee of The Eden Project and of the Royal Opera
House Endowment Fund

John Rishton (54)
Chief Executive appointed March 2011

Skills and expenience John began s careerin 1979 at Ford Motor Company
and held a vaniety of positions in the UK and in Europe

In 1994 he jomed British Airways Plc, where he was Chief Financial Officer
from 2001 to 2005 In 2006 he was appointed CFC at Royal Ahald and
became CEQ1n 2007 fohn was appointed as a non executve director of
Rolls-Reyce in 2007 and served as chairman of the audit committee and a
member of the ethics and nomination committees He s a former non-
executive director of Allied Domecq

External appointments Umlever have announced that John will be
proposed to join the boards of Umlever NV and Umilever plc at the AGMs of
those compames in May 2013

lamn Conn (50)
Semor Independent Director, appeinted January 2005

Skills and expenence lam joined the BP group in 1986 and has held a
number of executive positions within the BP group worldwide

External appomntments lam 1s Group Managing Director and

Chief Executive of Refiming and Marketing BP ple He s Charmman of the
Advisory Board of The Imperial College Business School and a member of the
Impenal College Council lain 15 also a member of the Energy and Chimate
Change Board, (Bl and a member of the advisory boards of the Centre for
European Reform and of the Centre for China in the World Economy at
Tsinghua University
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Dame Helen Alexander {56)
Non-executive director appointed September 2007

Skills and experience

Dame Helen was Chief Executive of the Econormist Group until 2008 having
joined the company 1 1985 She was President of the CBlunti} 2011 and
Deputy President until June 2012, she has also been a non executwe
director of Northern feods plc BT plc and Certrica plc Dame Helen was
awarded a CBE for services to pubhshing in 2004 and was made a Dame
Commander of the Order of the British Empure for her services to businessin
June 2011

External appointments Dame Helen 1s Chairman of UBM pic, the Port of
tondon Authority {PLA) and Incisive Meda She 1s alse deputy chairman of
esure Group Holdings, semor adviser to Bain Capital and a Dwrector of the
CBi Dame Helen 1s Chancellor of the Umiversity of Southampton and she s
currently involved with a number of other not for profit orgamisations in
media, the internet, the arts and education

Lewis Booth CBE (64)
Non executive director, appointed May 2011

Shalls and expernience Lewis 1s the former Executive Vice President and
Chief Financial Officer (CFO) of Ford Motor Company a position he held for
over three years until hus retirement frerm the company in April 2012
Durning his 34-year career at Ford he held a series of semor posihons in
furope Asia, Afnica and the Umited States Lewis began his career with
British Leyland, before yoining Ford in 1978 He was awarded a CBE n June
212 for services to the UK automotive and manufactuning imdustries

External appointments Lewis 1sa director of Mondelez International, Inc,
Gentherminc and of University of Liverpool in America Inc

Peter Byrom (68)
Non executve director, appointed January 1997

Slalls and experience Peter was a director of AMEC plc from 2005 to 2011
and of NM Rothschild & Sons Linited from 1977 t0 1996 He1s a Fellow of
the Royal Aeronautical Socrety

External appomtments Peteris Charman of Domimo Printing Sciences
plc

Sir Frank Chaprman (59)

Non executive director,

appointed November 2011

Slalls and expenience Sir Frank has werked i the oal and gas industry for 38
years including appointments within Royal Dutch Shell plcand 82 pl ¢ He
was Chief Executive of BG Group plc for 12 years until December 2012 Sir
Frank graduated with first class honours i Mechanica! Engineening from
Queen Mary College, London University and 1s a Fellow of the Royal Academy
of Engneerng, the Institution of Mechanical Engineers and the Energy
Institute
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Board of directors

John McAdam {64)
Non executive director, apponted February 2008

Slalls and expernience John was the Chief Executrve of ICI plcuntil ICI s
acquisttion by Akzo Nobel He has held a number of positions at Umilever,
within its Birds Eye Walls Quest International and Umichema International
businesses and 15 a former non-executive director of Severn Trent plc and
Sara Lee Corporation

External appomntments John s Chairman of Umted Utihties Group PLC and
Rentokii Imtial plc and the Semor Independent Director of ) Sainsbury ple

John Neill CBE (65}
Non-executwve director, appointed November 2008

Skills and expenience John 1s a member of the Council and Board of
Business 10 the Community, 1s Vice President of the Society of Motor
Manufacturers and Traders BEN the automotive industry chanity and The
tnstitute of the Motor Industry He was formerly a Director of the Bank of
England and a non-executive Director of the Royal Mail and Charter
tnternational pic He was awarded a CBE in June 1994

External appointments John s the Chairran and Group Chief Executive of
the Unipart Group of Compames

Jasmin Staiblin (42)
Non executwve director, appointed May 2012

Skills and expernence Jasminis the CEC of Alpiq Holding AG and was CEQ of
ABB Switzerland Ltd unt1] December 2012 She has hved and worked in
Switzerland Sweden and Austraha

External appontments Jastmin is a non-executive director of Georg Fischer
AG ETH Domain and Neue Aarguer Bank (a member of the Credit Suisse
Group)

lan Strachan {69)
Non-executive director appointed September 2003

Skills and expenence lanis the former Chief Executive of BTR ple, former

Deputy Chief Executive and Chief Financial Gfficer of Rie Tinto plc former
non executive Chairman of Instinet Group Inc and a former nen-executive
director of Johnsen Matthey plc, Commercial Umon and Reuters Group plc

External appointments lan s a non-executve director of Xstrata plc,
Transocean Inc and Casthness Petroleurn Limited
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James Guyette (67)
President and Chief Executive Officer of Rolls Royee North America Inc
appotnted January 1998

Skills and expenence Before joining the Company, hm was Executive Vice
President Marketing and Planning of United Airhines

External appontments Jim s Chawrman of PrivateBancorp inc of Chicago
Ihnos and he 1s lead independent director of priceline cem Inc of Norwalk,
Connecticut He s also Chairman of the Srmthsoman National Air & Space
Museum, Washington DC

Mark Morris Age (49)
Chief Financial Officer, appointed January 2012

Mark joined Rolls Royce 1n 1986 He has held a number of semor positions
throughout the Company and pricr to his appointment as Choef Financizl
Officer was Group Treasurer from 2001

Colin Srith CBE {57)
Director —Engineening and Technology, apponted July 2005

Skills and expenence Colin jomed Rolls-Royce in 1974 He has held a vanety
of key positions wathin the Company, including Director — Research and
Technology and Director of Engineering and Technology — Civil Aetospace
Colin1s a Fellow of the Royal Academy of Engineening, the Royal Aeronautical
Society and the institution of Mechamical Engineers He s also a Member of
the Council for Science and Technology In June 2012 he was awarded a CBE
for services to UK engmeening

Nigel Goldsworthy (47}
Company Secretary & Head of Legal appeinted December 2012

Skills and expenence A solicitar, Nigel has held a number of semor legal and
company secretary roles within the Company and, before his appomtment as
Company Secretary & Head of Legal, was Deputy General Counset from 2008
Befare jowning Rolls Rayce m 2004 Nigelwas a partnerin the banking group
of Lovells {now Hogan Lovells}

At 31 December 31 2012, atl the directors were also directors of Rolls-Royce
Holdings plc, the ulimate parent company As directors of the ultimate
parent company there 1s no requirement to disclose their remuneration or
their interests in the shares of Rolis-Royce group companies in this Directors’
report as they are included in the annual report of Rolls-Royce Holdings plc
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Internal control and risk management

The Board’s responsibihity for internatl control and

sk management

The directors are responsible for the Group's system of internal
control and for mantaming and reviewmg its effectiveness from
both a fimancaial and an operational perspectwe The system of
internal contral s designed to manage, rather than elrminate, the
nisk of failure to achieve business objectives and to provide
reasonable but not absolute assurance agamst matenal
misstatement or loss

The Group's approach to mternal control s based on the underlying
prinaiple of hne management’s accountability for control and nisk
management In reviewing the effectiveness of the system of
nternal control, the Board has taken account of the results of the
work carned out to audit and review the actwities of the Group

The nisk management process 1s a key elernent of the Group's
internal control systern and there 15 an ongong process to identify,
assess and manage risk, mcluding those risks affecting the Group's
reputation This process 1s subject to continuous improvement and
has been m place throughout the financial year to which these
statements apply and up to the date of thew approval The
businesses regularly review the effectiveness and consistency of nsk
management via thew assurance framework and the apphcation of
the risk management process 15 subject to review by internal audit

Responsibibty for internal control procedures in joint ventures
where we do not have a control agreement hes with the managers
of those operations We seek to exert influence over such ventures
by board representation and regularly review the actwnties of
these ventures

Rolls-Royce Holdings plc has estabhished a risk commuttee Every six
months the risk commitee reviews the key operational risks that
the businesses and functions report i accordance with our
enterpnse-wide nisk management policy The nsk committee also
determines matenal external and strategic nsks that exist at Group
level The principal risks are reported annually to the Board and are
mncluded on pages 14 and 15 In additon, reports and presentations
are made to the Board on certain types of speciahist risks eg
treasury, msurable risks, pensions, health and safety as the risks
evolve

Financial reporting

The Group has a comprehensive budgeting system with an
annual budget approved by the Board Revised forecasts for the
year are reported at least quarterly Actual results, at both a
business and Group level, are reported monthly aganst budget
and vanances reviewed

Financial managers are required to acknowledge inwriting that
their routine financial reporting 1s based on rehable data and that
results are properly stated in accordance with Group requitements

n addition, for annual reporting, business presidents and finance

dectors are required to acknowledge that their business has
complied with the Group’s Fimance Manual

Rolls Royce ple Directors report and finanoal staternents 2012

The audit committee

The Rolls-Royce Holdings ple audit comrmittee recommends the
financial statements to the Board and rewiews the Group's financial
reporting and accounting pohcies, mctuding formal
announcements and trading staternents relating to the Company's
financial performance It oversees the relationship with KPMG, and
the role and effectiveness of the internal audit function {previously
termed Busimess Assurance) The committee reviews the Group's
procedures for detecting monitoring and managing the nsk of
fraud and the Group’s internal controls and systems for assessing
and mitigating nisk

Each year, the commitiee reviews the effectiveness and
performance of the external audrtors with feedback from
cormmittee members, semor finance personnel and internal audit
KPMG were appointed as audrtors in 1990 and this appointment
has not been subject te a tender process since that date The lead
audit partner 1s required to rotate every five years and other key
audit partners are required torotate every seven years The current
lead audit partner completed s term n 2012 Hs replacement

as tead audht partner has had no previous involvernent with
Rolls-Royce in any capacity No contractual obhgattans restrnict the
committee’s choice of external auditors The commttee concluded
that KPMG provides an effective audit and the committee and the
Board have recommended ther reappointment

A tesolution to reappoint the external auditor, KPMG Audit Plc, and
to authorise the directors to determine the auditor’s remuneration,
will be proposed at the AGM

The nisk committee

The Rolls Rayce Holdings plc nsk comrmittee is responsible for
developing and, following Board review and approval,
implementing the Group's nisk management strategy and
mitigation pohcy

During the course of 1ts meetings this year, the committee has
spent time discussing and agreeing the most significant risks that
the Group faces The 17 nsks listed in the last directors’ report have
been condensed to the eight that can be found on pages 14 to 15
Each of these nsks 1s owned by speaific members of the executive
team which reviewed and challenged 1tself as to how these nisks
were managed
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Development of principal nisks

At the June 2012 committee meeting, the committee performed its
usual task of considering any potential changes to the full corporate
Tisk register The nsk register compnises those risks that are
escalated to the commuttee following reviews carred out by the
underlying business urits, prograrmes and functions

These reviews take place at least twice a year Followmg discussion,
the committee decyded that this bottom up process could be sense
checked by a top down process, asking each member of the
commttee to identify the risks they consrdered would have a
sigmficant impact on the Group The tesultmg hst dd overlap

with the bottom up approach but helped stimulate debate which
led us to redefine some of the risks and produce a new list of
pricipal risks

At the November meeting, this new list of principal nisks was
refined further, making changes to remove duphication and to
define the nsks more clearly The committee discussed how the
nisks had changed and also reviewed how each risk was managed,
wdentifying where further actron was required

In January 2013 the committee concluded this major review of the
number and the nature of cur risks and beheves that the hist
reported on pages 14 to 15 represents the most sigificant risks
that would have an acute and traumatic impact on the Group were
they to occur

The commuttee also resolved to develop key risk indicators to
measure each of the principal nisks and use them to inform us
where future action may be required These will complement the
key performance indicators shown on pages 12to 13
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Group nisk process
The risk process 1s part of our quahity management system that alt
paris of the business must follow and 1t 1s shown below

The General Counset & Head of Risk now leads our enterpnse wide
nisk team which 1s responsible for the risk pohicy and processes Line
ownershp for risk management is devolved into our business umis
and functions, supported by a network of nsk champrons and nisk
managers

Ethcs commnttee and the referral to the Sernous Fraud Office
During the last year, much of the discussion at the Rolls-Royce
Holdings plc ethics committee centred on specific concerns about
bribery and corruphion involving intermediaries in overseas
markets This followed a request for information from the SFO
about allegations of malpractice m Indonesia and China The review
by our comphance team identified matters of sufficient concern to
cause the commttee to recommend to the Board that the law firm
Debevoise & Phmpten LLP be instructed to conduct an independent
nvestigation

As a esult of that mvestigation, on 6 December 2012 the Group
announced that 1t was passing mformation to the SFO addressing
their concerns in Indonesia and China and identyfying further
matters of concern in other overseas markets The consequence of
these disclosures will be decided by the regulatory authornties Itis
too early to predict the outcomes but these could include the
prosecution of individuals and of the Company The Groups
co-operating fully John Rishton has stated unequivocally that
nerther he nor the Board will tolerate improper conduct of any sort
and all necessary action will be taken to ensure comphance The
Board 15 commutted to anti-bnbery and corruption (ABC)
compliance The Board Charter includes a commitment to ensure
the Group meets "the lighest legal and ethical standards”
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Shareholders and share capital

Share capital

Throughout 2012, the Company's autharised share capital was £400
mlhon, comprising 2,000,000,000 ordmary shares of 20p On 31
December 2012, thete were 1,630 996 508 ordinary shares in issue

The ordinary shares are not hsted

Other statutory mformation

Political donations

fnline with 1ts estabhished policy, the Group made no pahtical
donations pursuant to the authonty granted at the Rolls-Royce
Holdings plc 2012 AGM Although the Company does not make, and
does not intend to make, donations to pohtical parties, within the
normal meaming of that expression, the defimiton of political
donations under the Compames Act 2006 15 very broad and includes
expenses legitimately mcurred as part of the process of talking to
members of parthament and opinion formers to ensure that the
1ssues and concerns of the Group are considered and addressed
These activities are not intended to support any political party and
the Group's policy 1s not to make any donations for political
purposes 1n the normally accepted sense

Aresolution will therefore be proposed at the Rolls-Royce Holdings
plc 2013 AGM seelang shareholder approval for the directors to be
given authority to make donations and incur expendrture which
mght otherwise be caught by the terms of the Cornpames Act 2006
The authority sought will be hmited to a maximum amount of

£25 000 per Group company but so as not to exceed £50,000 for the
entie Group n aggregate

During the year, the business expenses incurred by Rolis-Royce
North Amenca Inc towards the operation of the Rolls-Royce

North America Political Action Committee (RRNAPAC) inthe US
was USS$44 161 (2011 US$44,436) PACs are a common feature

of the US pohtical system and are governed by the Federal Election
Campaign Act

The PAC1s independent of the Group and independent of
any political party The PAC funds are cantnbuted voluntanly
by employees and the Company cannot affact how they are
apphed aithough under US Law, the business expenses are
paid by the Company

Such contnibutions do not require authonsation by shareholders
under the Companies Act 2006 and therefore do not count
towards the £25,000 and £50,000 hrmits for pohtical denations
and expenditure for which shareholder approval will be sought
at the Rolls-Royce Holdings plc AGM
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Diwidends
No dividend was paid durning the year Ananternim diidend of £900
mmihon 1s proposed to be pad in February 2013
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Payment to supplers

when dealmg with supphers, the Group 1 guided by the Supply
Chain Retationshps in Aerospace {(SCRIA} mtiative It seeks the best
possible terms from suppliers and when entering into binding
purchasing contracts, gives consideration to quahty, dehvery, price
and the terms of payment In the event of disputes, efforts are made
to resolve them quickly

The Company had the equivalent of 57 days’ purchases outstanding
at 31 December 2012, based en the average daily amount invoiced
by supphers duning the year

Indemmty

Rolls-Royce Holdings ple has entered into separate Deeds of
indemmity in favour of the Company’s directors which were in force
during the fimancial year and remamed n force at the date of this
report The deeds provide substantially the same protection as that
already provided to directors under the indemmity 1n Article 216 of
the Articles of Association of Rolls-Royce Holdings ple Rolls-Royce
Holdings has also reviewed, arranged and maintains appropnate
msurance cover for any legal action taken aganst the Company’s
directors and officers
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Annual report and finanaial statements

Staternent of directors’ responsibiities in respect of the directors’
report and the finanoal statements

The directors are responsible for preparing the ditectors’ report and
the Group and parent company financal statements in accordance
with applicable law and regulations

Company law requires the directors to prepare Group and parent
company financial statements for each financial year Under that
law they are required to prepare the Group financial statements in
accordance with IFRS as adopted by the €U and apphcable law and
have elected to prepare the parent company financial staternents in
accordance with UK Accounting Standards and appheable law (UK
Generally Accepted Accounting Practice)

Under company law the directors must not approve the fimancial
statements unless they are satisfied that they give a true and far
wiew of the state of affairs of the Group and parent company and
of thew profit or Joss for that penod

In preparing each of the Group and parent company financial
statements, the directors are required to

+ select surtable accounting pohcies and then apply
them consistently,

-+ make Judgements and estimates that are reasonable
and prudent,
for the Group financial statements, state whether they have been
prepared in accordance with IFRSs as adopted by the EU,

+ for the parent company financial statements, state whether
apphcable UK Accounting Standards have been followed, subject
to any matenal departures disclosed and explained m the parent
company financiat statements, and

+ prepare the financial statements on the going concern basis
unless it 1s inappropnate to presume that the Group and the
parent company will continue in business

The dwrectors are responsible for keeping adequate accounting
records that are sufficient to show and explain the parent and
Group's transactions and disclose with reasonable accuracy at any
time the finanoial position of the parent company and enable them
to ensure that its financial staternents comply with the Comparnes
Act 2006 They have general responsibility for taking such steps as
are reasonably open to them to safeguard the assets of the Group
and to prevent and detect fraud and other irrequlanities

Under apphicable law and regulations, the directors are also
responsible for preparing a directors’ report directors’
remuneration report and corporate governance statement that
comphes with that law and those regulations

The directors are responsible for the maintenance and integrity

of the corporate and financial information included on the Group's
website Legislation in the UK goverming the preparation and
dissernination of financial statements may differ from legislation
n other junsdictions
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Going concern

The Group's business activities, together wath the factors hkely to
affect its future development, performance and position are set out
on pages 1 to 32 of the directors’ report and a summary of the
principal nisks affecting the business are shown on pages 14 to 15

The fiancial position of the Group, 1ts cash flows, hquidity position,
borrowing facihties and financial nisks are described on pages 9 to
11 and pages 31 to 32 of the directors’ report

inaddition, notes 1, 12, 14 and 16 of the conscohdated financial
statements include the Group's objectives, pohoies and processes
for financial nisk management, details of its cash and cash
equivalents, indebtedness and borrowing faciities and 1ts financial
mstruments, hedging activities and 1ts exposure to counterparty
credit risk, hquidity nisk, currency sk, nterest rate risk and
commodity pricing nisk

As described on page 31, the Group meets 1ts funding requitements
through a mixture of shareholders’ funds, bank borrowings, bonds,
notes and finance leases The Group has facthties of £2 3 bilon

of which £1 3 illion was drawn at the year end US$230 milhen of
these facilities mature mn 2013

The Group's forecasts and projections, taking into account
reasonably possible changes in trading performance, show that

the Group has sufficient fmancial resources As a consequence the
directors have reasonable expectation that the Company and the
Group are well placed to manage thew busimess risks and to
continue 1n operational existence for the foreseeable future, despite
the current uncertain global economic outlook

Accorcdingly, the directors contmue to adopt the gommg concern basis
(m accordance with the guidance ‘Going Concern and Liquidity Risk
Guidance for Directors of UK Compames 2009 1ssued by the FRC)m
preparing the consohdated financial statements

Disciosure of information to auditors
Each of the persons who1s a director at the date of approval of this
report confirms that

1} so far as the diwector1s aware, there 15 no relevant information of
which the Company s auditor 1s unaware, and

1) the director has taken all steps that he ot she ought to have taken
as a director m order to make imself or herself aware of any
relevant audit information and to establish that the Company’s
auditor 15 aware of that information

This confirmation 1s given, and should be mterpreted, 1n accordance
with the provisions of Section 418 of the Companies Act 2006
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Responsibihty statements
Each of the persens who1s a director at the date of approval of this
report corrfirms that to the best of is or her knowledge

1) each of the Group and parent company financial statements,
prepared i accordance with IFRS and UK Accounting Standards
respectvely, gives a true and fair view of the assets, habihties,
financial position and profit or loss of the issuer and the
undertakings inciuded n the consolidation taken as a whole and

1) the directors’ report on pages 1 to 39 mcludes a fair review of the
development and performance of the business and the position
of the Company and the undertakings included in the
consohidation taken as a whole, together with a description of the
prinaipal risks and uncertainties that they face

By order of the Board

Nigel Goldsworthy
Company Secretary

13 February 2013

Rolls Royce plc Duectors report and inancia) statements 2012
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Independent Auditor’s report
to the Members of Rolls-Royce plc

We have audited the financial statements of Rolls-Royce ple for the year ended 31 December 2012, set out on pages 42 to 111

The financial reporting framework that has been apphed in the preparation of the Group finanoial statements 1s applicable law and
International Financial Reporting Standards (IFRS) as adopted by the EU The financial reporting framework that has been apphed in
the preparahon of the parent company financial statements 1s applicable law and UK Accounting Standards (UK Generally Accepted
Accounting Practice)

This report 1s made solely to the Company’s members, as a body, 1n accordance with Chapter 3 of Part 16 of the Companies Act 2006 Qur
audrt 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 responsibihty to anyone other
than the Company and the Company’s members, as a body, for our audht work, for this report, or for the opinions we have formed

Respective responsibiities of directors and auditor

As explamed more fully in the directors respensibilities statement set out on pages 38 and 39, the directors are responsible for the
preparation of the financial staterments and for being satisfied that they give a true and fair view Our responsibiity 1s to audit, and express
an opmion on, the finanoal statements m accordance with apphcable law and International Standards en Auditing (UK and Ireland) Those
standards require us to comply with the Auditing Practices Board's Ethical Standards for Auditors

Scope of the audit of the financial statements
Adescription of the scope of an audit of finanoal statements 1s provided on the Financial Reporting Council’s website at
www fre org uk/auditscopeukprivate

Opmion on finanaial statements
In our opinion

« the financial statements give a true and farr view of the state of the Group's and of the parent company's affairs as at 31 December 2012
and of the Group’s profit for the year then ended,

+ the Group financial staternents have been properly prepared mn accordance with IFRS as adopted by the EU,

- the parent company financial statements have been properly prepared in accordance with UK Generally Accepted Accounting Prachice,
and

+ the financial statements have been prepared in accordance with the requirements of the Compamies Act 2006 and, as regards the Group
financial statements, Article 4 of the 1AS Requlation

Opimon on other matters prescnbed by the Compames Act 2006
In our opimon the infermation given in the directors’ report for the financial year for which the financial statements are prepared s
consistent with the financial statements

Matters on which we are requited to report by exception
We have nothing to report in respect of the following

Under the Companies Act 2006 we are required to report to you if, in our opinion

adequate accounting records have not been kept by the parent company, or returns adequate for our audit have not been recewed from
branches not visited by us, or
+ the parent company financial statements are not in agreement with the accounting records and returns or
certan disclosures of directors’ remuneration specified by law are not made or
we have not recewved all the information and explanahons we require for our aucht

A 1 Sykes (Serior Statutory Auditor)

for and on behalf of KPMG Audit Plc, Statutory Auditor
Chartered Accountants

15 Canada Square

London, £14 5GL

13 February 2013

Rolls Rayce pk Directors report and financial statements 2012
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Consolidated mcome statement
For the year ended 31 December 2012

2012 2011
Excluding 1A€ 1AE
restructuring restructuring Total
Notes £m £m £ tm
Revenue 2 12,161 - 12,161 11124
Cost of sales (9,416) - {9,416) (8 676)
Gross profit 2,745 - 2,745 2448
Other operating income 33 - 33 69
Commerctal and admmistrative costs (989) - {989) (984)
Research and development costs {589) - {589) {463}
Share of results of jont ventures and associates 9 173 - 173 116
Operating profit 1,373 - 1,373 1186
Profit on disposal of businesses 24 - 699 699 3
Profit before financing and taxation 2 1,373 699 2,072 1189
Financing Income 3 1,112 - 1,112 456
Financing costs 3 {479) - (479) (539)
Net financing 633 - 633 (83)
Profit before taxation 2,006 699 2,705 1106
Taxation 4 (447) 37 (410) {257)
Profit for the year 1,559 736 2,295 849
Attributable to
Ordsnary shareholders 1,545 736 2,281 851
Non-controlling interests 14 - 14 {2)
Profit for the year 1,559 736 2,295 849
Consohdated statement of comprehensive iIncome
For the year ended 31 December 2012
2012 2011
Notes £m £m
Profit for the year 2,295 849
Other comprehensive income (OCI)
Items that wall not be reclassified to prafit or loss
Movements in post retirement schemes 18 {259) 123
Share of other comprehensive income of joint ventures and associates g {46) {3)
Related tax movements 4 91 (53}
(214) 67
Itemns that may be redassified to profit or loss
Foreign exchange translation differences on foreign operations {118) 102}
Share of other comprehensive income of joint ventures and associates ] {12} {7}
Related tax movements 4 {1) (1)
{131} {110
Total cornprehensive income for the year 1,950 806
Attributable to
Ordnary shareholders 1,936 209
Non-controlling interests 14 (3)
Total comprehensive incomne for the year 1,950 806

Rolls Royce plc Durectors report and financal statermnents 2012
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Consohdated balance sheet

At 31 December 2012
2012 2012
Notes fm £m
ASSETS
Non-current assets
Intangible assets 7 2,901 2 882
Property, plant and equipment 8 2,564 2338
Investments — joint ventures and associates 9 1,800 1 680
Investments — other g 6 10
Other financial assets 16 592 327
Deferred tax assets 4 330 368
Post-retirernent scheme surpluses 18 329 503
8,522 8,108
Current assets
Inventories 10 2,726 2,561
Trade and other recewvables 11 4,665 4205
Taxation recoverable 33 20
Other financial assets 16 115 91
Short-term investments 11 11
Cash and cash equivalents 12 2,584 1309
Assets held for sale 13 4 313
10,138 8,510
Total assets 18,660 16,618
LIABILITIES
Current habibies
Borrowings 14 (149) {20)
Other financial habihties 16 (135) {107)
Trade and other payables 15 {6,389) (6,276)
Current tax abilities {126) (138)
Provisions for habilities and charges 17 (220) (276)
Liabihties asscciated with assets held for sale 13 - {135)
(7,019 {6,952)
Non-current habihties
Borrowings 14 (1,234) {1184)
Other financial habihties 16 (418) (919)
Trade and other payables 15 (1,465} {1314)
Deferred tax habihties 4 (584) (445)
Pravisions for habilibies and charges 17 (241} (226)
Post-retirement scheme deficits 18 (874) {900}
(4,816) {4,988}
Total habihities {11,835) {11,940}
Net assets 6,825 4678
EQUITY
Equity attnbutable to ordinary shareholders
Called-up share capital 19 326 326
Share premium account 631 631
Cash flow hedging reserve (63) {52)
Other reserves 310 430
Retained earnings 5,558 3342
6,762 4,677
Non controlhing interests 63 1
Total equity 6,825 4678

Mark Mornis Chief Financial Officer

d financial statements 2012
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Consohdated cash flow statement
For the year ended 31 December 2012

2012 2011
Notes £m im

Reconcihation of cash flows from operating activities
Operating profit 1,373 1186
Profit on disposal of property, plant and equipment 9) (8)
Share of results of joint ventures and assocates 9 {173) (116)
Dividends recewed from joint ventures and associates 9 129 76
Amortisation and impairment of intangible assets 231 169
Depreciation and impairment of property, plant and equipment 256 241
Impairment of mvestments 9 2 -
Decrease in provisions (a0} {28)
Increase i inventones {158} {140}
Increase n trade and other recevables (634) (258)
Increase in trade and other payables 205 172
Movement in other financial assets and habilities {29) 58
Net defined benefit post retirement cost/{credit) recognised in profit before financing 151 {43)
Cash funding of defined benefit post-retirement schemes {(297) (304)
Share based payments 20 55 59
Net cash inflow from eperating activities before taxation 1,062 1074
Taxation paid {219) (208}
Net cash mflow from operating activities 843 866
Cash flows from investing activities
Disposals of unhisted investments 4 1
Addstions of intangibie assets {250) {363}
Disposals of intangible assets 1 6
Purchases of property plant and equipment (435) (412}
Government grants received 10 EY
Disposals of property plant and equipment 30 31
Acguisitions of businesses (net of cash acquited) 24 {20} (19)
Restructuning of 1AE 942 -
Dhsposals of businesses - 7
Investments in joint ventures and associates [24) (1329)
Cash flows from loan to Engine Holding GmbH 167 {167)
Transfer of subsidiary to associate 24 (1) -
Net cash inflow/(outflow) frominvesting activihes 424 (2,207)
Cash flows fram finanaing actvities
Repayment of loans (78) (501}
Proceeds from increase in loans 200 -
Net cash flow from mcrease/{decrease) in borrowings 122 (501)
Interest receved 11 19
Interest paid {52) {49}
Decrease in short-term investments - 316
Net cash outflow from fimanang actwities 81 {215}
Net increasef{decrease) in cash and cash equivalents 1,348 {1,556}
Cash and cash equivalents at 1 January 1,290 2 850
Exchange losses on cash and cash equivalents {54) (4)
Cash and cash equivalents at 31 December 2,584 1,290

LYl , ' ) Y
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Consohdated cash flow statement

012 2011
£fm im
Reconcihation of movements i cash and cash equivalents to movements i net funds
Increase/(decrease) in cash and cash equivalents 1,348 (1 556)
Cash flow from (increase)/decrease n borrowings {122) S01
Cash flow from decrease in short term investments - (316
Change in net funds resulting from cash flows 1,226 (1.371)
Net funds (excluding cash and cash equivalents) of businesses acquired (78) -
Exchange losses on net funds {54) {5)
Fair value adjustments 2 92
Movement 1 net funds 1,096 (1,284)
Net funds at 1 January excluding the fair value of swaps 116 1,400
Net funds at 31 December excluding the fair value of swaps 1,212 116
Fair value of swaps hedging fixed rate borrowings 104 106
Net funds at 31 December 1,316 222
The movement in net funds {defined by the Group as including the items shown below) 15 as fellows
Net funds At
At Funds of businesses Exchange Farvalue 31 December
1lanuary 2011 flow acquired differences adjustments  Reclassifications w2
£m im im tm £m £m £m
Cash at bank and in hand 1,284 {578) {33) - - 673
Money market funds 11 397 - - - 408
Short term deposits 14 1,510 {21) = - 1,503
Overdrafts {19) 19 - - ~ —
Cash and cash equwalents 1,290 1348 - {54) = - 2,584
Short term investments 11 - - - - - 11
Qther current borrowings {1) 78 {78) - - (148) [149)
Non-current borrowings {1,183} (200) - - 2 148 {1,233)
Finance leases (1) - - - - - (1}
Net funds excluding fair value of swaps 116 1226 {78) (54) 2 - 1,212
Fair value of swaps hedging fixed rate
borrowings 106 2 104
Net funds 222 1226 {78) (54) - - 1,316

Rolls Rayce plc Directors Tepoartand financial statements 2012
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Consolidated statement of changes in equity

For the year ended 31 December 2012

Attributable to ordinary shareholders

Cashflow Non-

Share Share  hedging Translation Retained controlling Total

capital  prerdium teserve’ reserve  earnings Total  interasts equity

Notes. £m £m tm £m £m fm £m £m

At1January 2011 3126 631 {37) 524 2 369 3,813 4 3,817
Profit for the year - - - - 851 851 {2} 845

Foreign exchange translation differences

on foreign operations - - - {101) - (101) (1) (102)
pMovement on post rtetrement schemes 18 - - - - 123 123 - 123
Share of OC| of joint ventures and associates 9 - - (15) 3 (3) {10} - {10)
Related tax movements 4 - - - (1) {53) (54) - (54)
Total comprehensive income for the year - - {15) 94) 918 BOG (3} 206
Share based payments —direct to equity® - - - = 43 43 - 43
Related tax movements 4 - - - - 12 12 - 12
Other changes 1n equity in the year - - - - 55 55 - 55
At 1January 2012 326 631 (52) 430 3,342 4,677 1 4,678
Profit for the year - - - - 2,281 2,281 14 2295
Foreign exchange translaton differences on foreign operations - — - (118) - {118) - {118)
Movement on post-retirement schemes 18 - - - - (259} {259) - {259)
Share of OCl of joint ventures and associates 9 - - {11} (1) (46) {58) - (58)
Related tax movements 4 - - - (1) 91 90 - 90
Total comprehensive income for the year - - {11} {120) 2,067 1,936 14 1,950
Share based payments —direct to equity? - - - - 24 24 - 24
Transactions with NCI - - - - 116 116 48 164
Related tax movemnents 4 - - - - 9 9 - 9
Other changes in equity n the year — - - - 149 143 48 197
At 31 December 2012 326 631 63) 310 5,558 6,762 63 6,825

* Seeaccounting policies note 1

? Share based payments — direct to equity 1s the net of the credit to equity 1n respect of the share based payment charge to the income statemnent and the actualcost to the group
7 On 2January 2012 the Group transferred its interest in Bergen Engimnes AS {Bergen} to Engine Holding GmbH 1ts joint vehicle with Daimler AG Asit retaimed nights to control Bergen
the transaction has been treated as a disposal of 50 per cent of Bergen to a non controlling interest for €200m

kolls Royce ple Dwectars Teport and finznoal statements 2012
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Notes to the consohdated financial statements

1 Accounting policies

The Company

Rolls Royce ple {the Cormnpany’}1s a company domiciled 1in the Umited Kingdom The consolidated financial statemnents of the Company for
the year ended 31 December 2012 compnse the Company and its subsidiaries {together referred to as the ‘Group’} and the Group's interest
n Jaintly controlled and associated entihes The financial statements were authorised for 1ssue by the directors on 13 February 2013

Basis of preparation and statement of comphance

In accordance with European Union (EU) regulahions, these financial statements have been prepared in accordance with International
Financial Reporting Standards (IFRS} ssued by the International Accounting Standards Board {IASB), as adopted for use 1n the EU effective at
31 Decernber 2012 {Adopted IFRS} The Company has elected to prepare 1ts parent company accounts under UK Generally Accepted
Accountig Practices (GAAP)

The financial statements have been prepared on the historical cost basis except where Adopted IFRS requres the revaluation of financial
mstruments to fair value and certam other assets and habihties on an alternative basis — most significantly post-retirement scheme
hahties are valued on the basis required by 1AS 19 Employee Benefits — and on a going concern basis as described on page 38

The preparation of financial statements in conformity with Adopted IFRS requires the use of certain critical accounting Judgements and
estimates, which are set out below

The Group's significant accounting pohcies are set out on the following pages These accounting pelicies have been apphed consistently to
all periods presented in these consolidated financial statements and by all Group entities

Key areas of Judgement
The directors consider the potential key areas of judgements required to be made n applying the Group's accounting pohcies to be

- Alarge proportion of the Group's activities relate to long-term aftermarket contracts The deterrmination of appropriate accounting
polhicies for recogmising revenue and costs 1n respect of these contracts requires jJudgement, i particular (1) whether an aftermarket
contract s hnked, for accounting purposes, to the related sale of original equipment and {n) the appropnate measure of stage of
completion of the contract

« As set outn note 7, the Group has sigmficant intangible assets The decision as to when to commence capitabsation of development
costs and whether sales of original equipment give rise to recogrisable recoverable engine costs 15 a key judgement

- As noted in the sk and revenue sharing partnerships accounting policy on page 49, the Group enters into arrangements with partners
who make non-refundable payments, which the directors consider represent a reimbursement to the Group for 1ts past expenditure,
including that in establishing the market to which the partners gain access, on the basis that the Group has satisfied the relevant
performance obligations and the payments are not hinked to the future supply arrangements between the partners and the Group
Under the arrangements, the pariners share the programme costs and recewve a share in future programme revenues or profits

+ As set outin note 22, the Group has contingent habilities in respect of financing support provided to customers Judgement 1s required
to assess the hkelihood of these crystalhising, n order to assess whether a provision should be recagnised

Key sources of estimation uncertamty

In applying the accounting policies management has made appropnate estimates i many areas, and the actual outcome may differ from
those calculated The key sources of estimation uncertainty at the balance sheet date, that have a sigmficant risk of causing matenal
adjustment to the carrying amounts of assets and hiabihties within the next financial year are set out below The estimation of the relevant
assets and habihties mvolves the combination of a number of assumptions Where appropnate and practicable, sensitivities are disclosed
n the relevant notes

Current economc envitonment

The current economic environment could impact a number of estimates necessary to prepare the financial statements, in particular, the
recoverable amount of assets and contingent habihities The Group has taken these factors into account i assessing the estimates set
out below

Rolls Royce plc Directors report and financizl statements 2632
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Notes to the consohdated finanaial statements

1 Accounting policies (continued)

Forecasts and discount rates
The carrying values of a number of 1tems on the balance sheet are dependent on the estimates of future cash flows ansing from the
Group's operations, in parbcufar

|
+ The assessment as to whether there are any mdications of impairment of development participation, certification and recoverable !
engme costs recogmsed as intangible assets 1s dependent on forecasts of cash flows generated by the relevant assets (carrymng values at ‘
31 December 2012 £1,388m, 31 December 2011 £1,442my}
+ The financial habihties ansing frem finanaial risk and revenue sharing partnerships are valued at each reporting date using the
amortised cost method (carrying values at 31 December 2012 £193m, 31 December 2011 £230m) This imvolves calculating the present
vatue of the forecast cash flows of the arrangement using the internal rate of return at the inception of the arrangement as the discount
rate
+ The reahisation of the deferred tax assets (carrying values at 31 December 2012 £330m, 31 Decernber 2011 £368m) recogmsed 15
dependent on the generation of sufficient future taxable profits The Group recogmises deferred tax assets whereit1s more hikely than |
not that the benefit will be reahsed

Assessment of long-term contractuatl arrangements

The Group has long-term contracts that fali into different accounting penods In assessing the allocation of reveniues and costs to
mdvidual accounting penods, and the conseguential assets and habihbies, the Group estimates the total revenues and costs forecast to
anse n respect of the contract and the stage of completion based on an appropriate measure of performance as described in the revenue
recogmtion accounting pohcy below

Post-retirement benefits

The Group's defined benefit pension schemes and sirilar arrangements are assessed annually m accordance with 1AS 19 The accounting
valuation, which was based on assumptions deterrmned with independent actuarial advice, resulted in a net deficit of £545m before
deferred taxation being recogmsed on the balance sheet at 31 December 2012 (31 December 2011 £397m) The size of the net deficit s
sensitive to the market value of the assets held by the schemes and to actuanal assumptions, which include price inflation, pension and
salary increases, the discount rate used 1n assessing actuarnal habilities, mortahty and other demographic assumptions and the levels of
contnbutons Further details are included n note 18

Provisions

As describad in the accounting pohcy on page 52, the Group measures provisions {carrying value at 31 December 2012 £461m, 31
December 2011 £502m) at the directors’ best estirnate of the expenditure required to settle the obhgation at the balance sheet date These
estimates take account of mformation available and different possible outcomes

Taxation

The tax payable cn profits 1s determined based on tax laws and regulations that apply m each of the numerous juniscictions in which the
Group operates Where the precise impact of these laws and regulations 1s unclear then reasonable estimates may be used to determine
the tax charge mcluded mn the fimancial statements

Basis of consohdation
The Group finanoal statements mclude the fimaneoal statements of the Company and all of 1ts subsidiary undertakings together with the
Group's share of the results of joint ventures and associates made up to 31 December

A subsidiary s an entity controlled by the Company Control exists when the Company has the power, directly or indirectly to govern the
finanaial and operating policies of the entity so as to derwve benefits fromits actmities

The Group has an indirect interest of 50 per cent in Bergen Engines AS Under the terms of the shareholders’ agreement with Dawmler AG,
the Group controls this company !

A joint venture 15 an entity w which the Group holds a long-term interest and which 1s jointly controlled by the Group and one or more other
venturers under a contractual arrangement An associate 1s an entity, being nerther a subsichary nor a joint venture, in which the Group
helds a long-term interest and where the Group has a sigmficant influence The results of joint ventures and associates are accounted for
using the equity method of accounting

Any subsidiary undertakings, joint ventures or associates sold or acqured during the year are included up to, or from, the dates of change of
control Transactions with non-controliing interests are recorded directly m equity

Al intra-group transactions, balances, mcome and expenses are eirinated on consohdation Adjustments are made to ehminate the profit
or loss anising on transactions with joint ventures and associates to the extent of the Group's interest in the entity

Roils Royce plc Darectors reportand financial statements 2012
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Notes to the consohdated finanaal statements

1 Accounting policies (continued)

Sigmficant accounting pohicies
Revenue recogmtion
Revenues compnise sales to outside customers after discounts, excluding value added tax

Sales of products are recogmsed when the sigmificant nisks and rewards of ownership of the goods are transferred to the custorner, the
sales price agreed and the receipt of payment can be assured On occasion, the Group may participate in the financing of engines in
conjunction with airframe manufacturers, most commonly by the provision of guarantees as described in note 22 In such circumstances,
the contmgent obbgations ansing under these arrangements are taken into account m assessing whether sigmficant nisks and rewards of
ownership have been {ransferred to the customer

Sales of services are recogmsed by reference to the stage of completion based on services performed to date The assessment of the stage of
completion 1s dependent on the nature of the contract, but will generally be based on costs incurred to the exient these relate to services
performed up to the reporting date, achievement of contractual milestones where appropnate or flymg hours or equivalent for long-term
aftermarket arrangements

Linked sales of products and services are treated as a single contract where these components have been negotiated as a single commeraial
package and are so closely mterrelated that they do not operate independently of each other and are considered to form a single project
with an overall profit margin Revenue 1s recogmsed on the same basis as for other sales of products and services as descnibed above

Provided that the outcome of construction contracts can be assessed with reasonable certainty the revenues and costs on such contracts
are recogmsed based on stage of completion and the overall contract profitability

Full provision 1s made for any estimated losses to completion of contracts, having regard to the overall substance of the arrangements

Progress payments recewved, when greater than recorded revenue, are deducted from the value of work in progress except to the extent
that payments on account exceed the value of work in progress on any contract where the excess 1s included m trade and other payables
The amount by which recorded revenue of long-term contracts 1s 1n excess of payments on account 1s classified as amounts recoverable on
contracts and 1s separately disclosed within trade and other recevables

Risk and revenue sharing partnerships (RRSPs}

From time to time, the Group enters into arrangements with partners who make cash payments that are not refundable Cash sums
recewed, which retmburse the Group for past expenditure, mcludmg that in establishing the market to wiich the partners gamn access, are
crechted to other operating income The arrangements also require partners to undertake development work and/or supply components
for use in the programme at their own expense No accounting entries are recorded where partners undertake such development work or
where programme cormponents are supphed by partners because no obhigation anses unless and until programme sales are made Instead,
partners receive a share of the programme revenues or profits, which are charged to cost of sales as programme revenues arise

The Group has arrangements with partners who do not undertake development work or supply parts Such arrangements are considered to be
fmancial instruments as defmed by 1S 32 Financial instruments Presentation and are accounted for using the amortised cost method

Government investment
Where a government or similar body has previously invested i a development programme, the Group treats payments to that body as
royalty payments, which are matched to related sales

Government grants

Government grants are recogmsed n the income statement so as to match them with the related expenses that they are ntended to
compensate Where grants are receved in advance of the related expenses, they are included in the balance sheet as deferred income
Non-monetary grants are recogrised at fair value

Interest
Interest recevable/payable is credited/charged to the income statement using the effective mterest method Where borrowing costs are
atinibutable to the acquisition, construction or production of a qualifying asset, such costs are capitahised as part of the specific asset

Taxation

The tax charge/credit on the profit or loss for the year compnses current and deferred tax Current tax1s the expected tax payable for the
year, using tax rates enacted or substantively enacted at the balance sheet date, and any adjustment to tax payable in respect of previous
years Deferred tax s provided using the balance sheet habihty method, providing for temporary differences between the carrying
amounts of the assets and habihties for financial reporting purposes and the amounts used for taxation purposes
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50 Financial staterments

Notes to the consohdated finanaal statements

1 Accounting policies (continued)

Deferred tax labilities are recogmsed for taxable temporary differences arising on investments in subsidianes and jomt ventures, except
where the Group 15 able to control the reversal of the temporary difference and it 15 probable that the temporary difference will not reverse
n the foreseeable future Deferred tax s not recogrised on taxable temporary differences artsing on the imitial recogmtion of goodwill or
for temparary differences anising from the imtial recogrition of assets and habihities in a transaction that 1s not a business combmation
and that affects nerther accounting nor taxable profit

Deferred tax s calculated using the enacted or substantively enacted rates that are expected to apply when the asset or iatahty 15 settled
Deferred tax 15 charged or credited in the income statement or statement of comprehensive income as appropnate, except when 1t relates
to items credited or charged directly to equity in which case the deferred tax s also deait with in equity

Deferred tax assets are recogmsed only to the extent that 1t 1s probable that future taxable profits will be available agamst which the assets
can be uhihsed

Foreign currency translation

Transactions in overseas currencies are translated into local currency at the exchange rates ruling on the date of the transaction Monetary
assets and habihties denominated in foreign currencies are translated nto local currency at the rate ruling at the year end Exchange
differences ansing on foreign exchange transactions and the retranslation of assets and habihties into sterling at the rate ruling at the
year-end are taken into account in deterrmming profit before taxation

The trading results of overseas undertakmgs are transiated at the average exchange rates for the year The assets and habilities of overseas
undertakings, ncluding goodwall and farr value adyustments ansing on acquisition, are translated at the exchange rates ruling at the year
end Exchange adjustments ansing from the retranslation of the opering net investments, and from the translation of the profits ot losses
at average rates, are taken to equity

Finanaial mstruments
IAS 39 Financial Instruments Recogmtion and Measurement requires the classification of financial mstruments into separate categones for
which the accounting requirement 1s different The Group has classified its financial mstruments as follows

+ Short-term investrents are generally classified as avanlable for sale

. Short-term deposits (principaily compnising funds held with banks and other financial institutions), trade recewables and short-term
mvestments not designated as available for sale are cdlassified as Ioans and recewvables

+ Borrowings, trade payables, fimancial RRSPs and C Shares are classified as other habihties

» Denvatives, comprising foreign exchange contracts, interest rate swaps and commeodity swaps are classified as held for trading

Fimancial mstruments are recogrised at the contract date and ymtially measured at far value Their subsequent measurement depends on
their classification

- Available for sale assets are held at fair value Changes in fair value arising from changes in exchange rates are ncluded in the income
statement All other changes in faw value are taken to equity On disposal, the accumulated changes in value recorded i equity are
ncluded n the gain or loss recorded in the income statement

+ Loans and recewvables and other habihties are held at amortised cost and not revalued {except for changes in exchange rates which are
mcluded n the income statement} unless they are ncluded m a fair value hedge accounting relationship Where such a relationship
exists, the imstruments are revalued in respect of the nisk bemg hedged, with the change in value included in the mcome statement
Held for trading mstruments are held at fair value Changes m fair value are included in the income statement unless the instrument 1
mncluded n a cash flow hedge If the mstruments are ncluded m a cash flow hedging relationship, which 1s effective, changes in value
are taken to equity When the hedged forecast transaction occurs, amounts previously recorded 1n equity are recogmsed in the income
statement

Financial instruments are derecogmsed on expiry or when all contractual nights and obhgations are transferred

Hedge accounting

The Group does not generally apply hedge accounting in respect of forward foreign exchange contracts held to manage the cash flow
exposures of forecast transactions denominated in foreign currencies In 2011, the Group applied cash flow hedge accounting in respect of
foreign exchange contracts entered into to hedge the cost of 1ts investment in Engine Holding GmbH

The Group does not apply hedge accounting in respect of cornmodity swaps held to manage the cash flow exposures of forecast
transactions in those commodities
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Notes to the consohidated financial statements

1 Accountmng pohcies (continued)

The Group apphes hedge accounting 1n respect of transactions entered into to manage the fair value and cash flow exposures of its
borrowings Forward foregn exchange coniracts are held to manage the fair value exposures of borrowmgs denomnated in foreign
currencies and are designated as fair value hedges Interest rate swaps are held to manage the mterest rate exposures and are designated
as far value or cash flow hedges of fixed and floating rate borrowings respectively

Changes in the fair values of denvatives designated as fair value hedges and changes n fair value of the related hedged item are recogmsed
directly in the income statement

Changes in the fair values of detivatives that are designated as cash flow hedges and are effective are recogmsed directly m equity Any
meffectiveness in the hedging relationships 1s included n the income statement The amounts deferred in equity are recognsed n the
mcome statement to match the recogmtion of the hedged 1tem or, in the case of the cash flow hedges of the investment 1in Engine Holding
GmbH, included in the imtial carrying value of the jont venture

Hedge accounting 1s discontinued when the hedging mstrument expires or 15 sold termimated, exercised, or no longer quahfies for hedge
accounting At that time, for cash flow hedges and 1f the forecast transaction remams probable any cumulative gain or loss on the hedging
mstrument recogmsed m equrty 1s tetamed i equity until the forecast transaction occurs If a hedged transaction 1s no longer expected to
occur, the net cumulative gan or loss previously recognised in equity 1s transferred to the income statement

The portion of a gam or loss on an mstrument used to hedge a net investment 1n a foreign operation that 1s determined to be an effective
hedge 15 recogmised directly in equity The ineffective portion s recogmised immedately 1n the income statement

Purchased goodwnll

Goodwill tecogmised represents the excess of the fair value of the purchase consideration over the fair value to the Group of the net of the
denhifiable assets acquited and the habiities assumed On transition to IFRS on 1 January 2004, goodwill was recogmsed based the
carrying value under the previous accounting policies Goodwill in respect of the acquisition of a subsidiary 1s recogrised as an intangible
asset Goodwilt ansing on the acquisition of jomt ventures and assocates 1s included 1n the carrymg value of the mvestment

Certification costs and participation fees
Costs incurred 1n respect of meeting regulatory certification requirements for new cwvil aerc-engine/aircraft combmnations and payments .
made to awrframe manufacturers for this, and participation fees, are carmned forward 1n mtangible assets to the extent that they can be
recavered out of future sales and are charged to the income statement over the programme hfe, up to a maximum of 15 years from the
entry into service of the product

SlUWIIIEYS [BIDURULY

Research and development

in accordance with IAS 38 Intangible Assets, expenditure mcurred on research and development, excluding known recoverable amounts
on contracts, and contnbutions to shared engineering programmes, 1s distinguished as relatimg erther to a research phase orto a
development phase

All research phase expenditure 1s charged to the income statement For development expenditure, thisis capitalised as an internaily
generated mtangible asset only if it meets stnict critenia, relating in particular to techmcal feasibity and generation of future economic
benefits

Expendrture that cannot be classified into these two categones is treated as being incurred in the research phase The Group considers that,
due to the complex nature of new equipment programmes, it 15 not possible to distingussh rehiably between research and development _
actwities until relatively late m the programme

|
|
i
Expendrture capitahsed 1s amortised over its useful econormic life, up to a maximum of 15 years from the entry into service of the product !
|
|

Recoverable engine costs

Onoccasion the Group may sell onginal equipment {o customers at a price below 1ts cost, on the basis that this deficit will be recovered
from future aftermarket sales to the onginal customer Where the Group has a contractual nght to supply aftermarket parts to the
customer and its intellectual nghts, warranty arrangements and, where relevant, statutory airworthiness requirernents provide
reasonable control over this supply, these arrangements are considered to meet the defimtion of an intangible asset Suchintangible assets
are recognised to the extent of the defiait and amortised on a straight-line basis over the expected period of utilisation by the onginal
customer

Software
The cost of acquimng software that s not specific to an item of property, plant and equipment 1s classified as an intangible asset and
amortised over 1ts useful economic hife, up to a maximum of five years
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Notes to the consohdated financial statements

1 Accounting pohcies (continued)

Property, plant and equipment
Property, plant and equipment assets are stated at cost less accumulated depreciation and any provision for impairment in value

Depreciation is provided on a straight-hne basis to write off the cost, less the estimated residual value, of property, plant and equipment
over their estimated useful lives No depreciation 1s provided on assets in the course of construction Estimated useful ives are as follows

1) land and buildings, as advised by the Group's professional advisors
a} freehold buildmgs —five to 45 years (average 24 years)
b) leasehold buildings — lower of advisor’s estimates o1 period of lease
¢) no depreciation 15 provided on freehold land

1) plant and equipment —five to 25 years (average 13 years)

mjarcraft and engines — five to 20 years {average 16 years}

Operating leases
Payments made and rentals receved under operating lease arrangements are charged/credited to the income statement on a straight-
line basis

Impairment of non-current assets
Imparment of non-curtent assets 1s considered m accordance with 145 36 impairment of Assets Where the asset does not generate cash
flows that are independent of other assets, impairment 1s considered for the cash-generating umit to which the asset belongs

Goodw1) and intangible assets ntot yet available for use are tested for impairment annually Otherintangible assets property plant and
equipment and imvestments are assessed for any inchcations of impairment annually If any indication of impairment 15 identified, an
impairment test s performed to estimate the recoverable amount

Recoverable amount 1s the mgher of value in use o fair value less costs to sell, if this 1s readily available The value in use1s the present value
of future cash flows using a pre-tax discount rate that reflects the time value of money and the risk specific to the asset

If the recoverable amount of an asset (or cash-generating umt) s estimated to be below the carrying value, the carrying value 1s reduced to
the recoverable amount and the impairment loss recognised as an expense

tnventeries

Inventories and work in progress are valued at the lower of cost and net realisable value on a firstin, first-out basis Cost comprises direct
materials and, where apphicable, direct 1abour costs and those overheads, incdluding depreciation of property, plant and equipment, that
have been incurred in bringing the mventories to their present location and condition Net reahsable value represents the estimated selling
pnces less all estimated costs of completion and costs to be incurred m marketing, sellng and distribution

Cash and cash equivalents

Cash and cash equivalents include cash at bank and in hand, mvestments in money-market funds and short-term deposits with a maturnity
of three months or less on inception The Group considers overdrafts (repayable on demand) to be anintegral part of 1ts cash management
actwities and these are included in cash and cash equivalents for the purposes of the cash flow statement

Pravisions

Provisions are recogmsed when the Group has a present obligation as a result of a past event, and it 1s probable that the Group will be
required to settle that obligation Provisions are measured at the directors’ best estimate of the expenditure required to settle the
obhgation at the balance sheet date, and are discounted to present value where the effect 1s matenai

Post-retirement benefits
Pensions and similar benefits (pnincipally healthcare) are accounted for under 1S 19 Employee Benefits

For defined benefit plans, obligations are measured at discounted present value whilst plan assets are recorded at fair value Surplusesin
schemes are recogmsed as assets only if they represent economic benefits available to the Group in the future Ahability 15 recogmsed to
the extent that the minimum funding requirements mn respect of past service will give rise to an unrecogrisable surplus Movements in
unrecogmised surpluses and mmimum funding habilities are included n the statement of comprehensive income
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Notes to the consohdated financial statements

1 Accounting policies (continued)
The service and financing costs of such plans are recogmsed separately in the income statement

- current service costs are spread systematically over the hves of employees

- past service costs are recogrised immediately to the extent the benefits are already vested, or otherwise recogrised on a straight-line
basis over the average penod until the benefits becorme vested, and

- financing costs are recogmsed n the pertods in which they anise

Actuanal gams and losses are recogmsed immediately in the statement of comprehensive income
Payments to defined contribution schemes are charged as an expense as they fall due

Share-based payments

The Group provides share-based payment arrangements to certain employees These are principally equity-settled arrangements and are
measured at fair value {excluding the effect of non-market based vesting conditions) at the date of grant The fair value 1s expensed on a
straight-hne bass over the vesting peniod The amount recogrised as an expense 1s adjusted to reflect the actual number of shares or
options that will vest, except where additional shares vest as a result of the Total Shareholder Return (TSR) performance condition m the
Performance Share Plan {PSP}

Cash-settled share options (grants in the International ShareSave plan) are measured at fair value at the balance sheet date The Group
recogmses a habihty at the balance sheet date based on these fawr values, taking into account the eshimated number of options that will
actually vest and the relative completion of the vesting penod Changes in the value of this hability are recogmsed in the income statement
for the year

The fair vatues of the share-based payment arrangements are measured as follows

1} ShareSave plans — using the inormal pricing model,

) PSP —usmg a pricing model adjusted to reflect non-entitlement to dividends {or equivalent) and the T5R market-based performance
condition, and

mjAnnual Performance Related Award plan deferred shares —share price on the date of the award

The cost of shares of Rolls-Royce Holdings ple held by the Group for the purpose of fulfilhing cbligations in respect of employee share plans 1s
deducted from equity in the consolidated balance sheet

See note 20 for a further description of the share based payment plans

Contingent habilhities

In connection with the sale of 1ts products, the Group will, on occasion, provide financing support for its customers These arrangements
fallinto two categories credit-based guarantees and asset-value guarantees In accordance with the requirements of 1AS 39 and IFRS 4
Insurance Contracts, credit-based guarantees are treated as msurance contracts The Group consders asset-value guarantees to be non-
financial habihties and accordingly these are also treated as imsurance contracts Provision is made as described on page 86

The Group’s contingent liabihities relatmg to financing arrangements are spread over many years and relate to a number of customers and
a broad product portfolio, and are reported on a discounted basis

Revisions to Adopted IFRS 1n 2012
The Group has adopted revisions to IAS 1 Presentation of Financial Statements that require 1tems of other comprehensive income to be
dassified depending on whether they may be potentially reclassified to the income statement There s no net impact

There were no other revisions to Adopted IFRS that became applicable in 2012 which had a sigmficant impact on the Groups finanaial
statements
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Notes to the consohdated financial statements

1 Accounting policies (continued)

Rewvisions to IFRS not applicable in 2012
Standards and interpretations issued by the IASB are only apphcable if endorsed by the EU The following will or may be apphicable i the
future

« Amendments to IAS 19 Employee Benefits the principal change is that the financing on post-retirement benefits is calculated on the net
surplus or deficit using an ‘AA corporate bond rate This will be effective for 2013 (f it had been effective in 20121t would have
ncreased the current service cost of defined benefit post-retirement schemes by £9 tmihon, the past service cost by £5 milhon and
reduced the net post-retirement scheme financing cost by £55 milhion The net deficit at 31 December 2012 would have reduced by
£100 rmihion
IFRS 11 Jomnt Arrangements the principal potential effect 1s certain entities currently dassified as joint ventures would be classified as
joint operations This would result in the Group's share of the individual assets and liabilities of these entities being mcluded in the
financial statements rather than the equity method accounting adopted under the requirements of 1AS 31 This would not affect the
Group's net assets or profit after tax for the period This wilt be effective for 2013 The Group has reviewed 1ts joint ventures and has
concluded that none of its matenal joint ventures fall to be classified as joint operations under the requirements of IFRS 11

- IFRS 9 Financial Instruments will simphify the classification of finanaial assets for measurement purposes, but 1s not anticipated to have a
sigmificant impact on the financial statements if endorsed, this will be effective for 2015

The Group does not consider that any other standards amendments or interpretations ssued by the IASB, but not yet applicable will havea
sigmficant impact on the financial statements

2 Segmental analysis

The analysis by business segment 1s presented in accardance with IFRS 8 Operating segments, on the basis of those segments whose
operating resuits are reqularly reviewed by the Board (the Chief Operating Decision Maker as defined by IFRS 8), as follows

Cwil aetospace —development, manufacture, marketing and sales of commercial aero engines and aftermarket services

Defence aerospace - development, manufacture, marketing and sales of military aeroengines and aftermarket services

Marine —development, manufacture, marketing and sales of marine-power propulsion systems and aftermarket serwices

Energy —development, manufacture, marketing and sales of power systems for the offshore ol and gas industry and
electrical power generation and aftermarket services

Engine Holding - development, manufacture, marketng, and sales of diesel engines, and aftermarket services and the

equity accounted share of Tognum AG

Technelogy and Operations discussed in the business review operase on a Group-wide basis across all the above segments Followng the
transfer of Bergen Engines AS to Engme Holding on 2 January 2012, the comparative figures for 2011 have been restated io put themon a
consistent basis

The operating results reviewed by the Board are prepared on an underlying basts, which the Board consider reflects better the econormc
substance of the Group’s trading during the year The principles adopted to deterrmne undertlying results are

Underlying revenues — Where revenues are denominated 1n a currency other than the functional currency of the Group undertaking, these
reflect the achieved exchange rates ansing on settled derwative contracts

Underlying profit before financing — Where transactions are denominated in a currency other than the functional currency of the Group
undertaking, this reflects the transactions at the achieved exchange rates on settled derivative contracts In addition, adjustments have
been made to exclude one-off past-service credits on post-retirement schemes and the effect of acquisition accounting

Underlying profit before taxation — In addition to those adjustments m underlying profit before financing

- Inctudes amounts realised from settled denivative contracts and revaluation of relevant assets and habihities to exchange rates forecast
to be achieved from future settlement of derivative contracts

- Excludes unveahsed amounts ansing from revaluations required by IAS 39 Financial instruments Recogmitien and Measurement, changes
i value of financial RRSP contracts ansing from changes in forecast payments, and the net impact of financing costs related to post-
retrement scheme benefits

This analysis also includes a reconcihation of the underlying results to those reported 1n the consohdated income statement
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Notes to the consohdated financial statements

2 Segmental analysis (continued)

Total

Crvil Defence Engine intra 1eportable

aALTOSpace  aerospale Marine Energy Haldmg segment segments
Year ended 31 December 2012 £m £m £m £m £m £m £m
Underlying revenue from sale of original equipment 2,934 1,231 1,288 344 118 {22) 5,893
Underlying revenue from aftermarket services 3,503 1,186 961 618 169 {121) 6,316
Total underlying revenue 6,437 2,417 2,249 962 287 {143) 12,209
Underlying aperating profit excluding share of results of joint
ventures and associates 597 391 295 9 32 {11) 1,313
Share of results of joint ventures and associates 130 13 {1} 12 77 - 231
Underlying profit before financing and taxation 727 404 294 21 109 {11} 1,544
Segment assets 8,963 1,543 2,163 1,328 155 (683) 13,469
Investments in joint ventures and associates 440 [22) 4 50 1,328 - 1,800
Segment habihities {5,508) (1,762) {1,434} [554) (282) 672 (3,868)
Net assets 3,895 {241) 733 824 1,201 11} 6,401
lnvestment inintangible assets property plant and equipment
and joint ventures and assooates 581 126 101 94 11 = 913
Depreciation and armortisabion 322 46 55 42 4 - 469
Year ended 31 Decemnber 2011
Underlying revenue from sale of onginal equipment 2232 1102 1322 527 185 (110) 5258
Underlying revenue from aftermarket services 3340 1133 949 556 146 {105) 6019
Total underlying revenue 5,572 2235 2271 1083 331 (215) 11,277
Undertlying operating profit excluding share of results of joint
ventures and associates 384 367 282 6 a4 - 1,083
Share of results of joint ventures and asseciates 115 9 2 10 36 = 172
Profit on disposal of businesses - - 3 - - - 3
Underlying profit before financing and taxation 499 376 287 16 80 - 1258
Segment assets 8312 1373 2064 1213 405 {(746) 12621
Investments in joint ventures and associates 403 (22) 8 42 1249 - 1,680
Segment habilities (6000}  (1838)  (1448) (550) (164) 746 {9254)
Net assets 2,715 {487} 624 705 1490 - 5047
investment m intangible assets property plant and equipment and
Jont ventures and associates 620 70 75 83 1,318 = 2,166
Depreciation and amortisation 267 48 56 38 1 - 410
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Notes to the consohdated finanaal statements

2 Segmental analysis (contiued)

Reconcihation to reported results

T
lmrt:‘ttﬂae‘ Underlying Total  Underlying
segments  centralitems  underlying  adjustments Group
Year ended 31 Decemnber 2012 £m £m £m £m £m
Revenue from sale of original equipment 5,893 - 5,893 41 5,934
Revenue from aftermarket services 6,316 - 6,316 {89) 6,227
Total revenue 12,209 - 12,209 (48) 12,161
Operating profit excluding share of results of joint ventures and associates 1,313 {s4)* 1,259 {59} 1,200
Share of results of joint ventures and assocrates 231 - 231 {58) 173
Profit on disposal of businesses - - - 659 693
Profit hefore financing and taxation 1,544 (54) 1,490 582 2,072
Net financing {61) (61) 694 633
Profit before taxation {115) 1,429 1,276 2,705
Taxation (318) {318) (92) {410}
Profit for the year {433) 1,111 1,184 2,295
Year ended 31 December 2011
Revenue from sale of original equipment 5258 - 5258 {19) 5239
Revenue from aftermarket services 6,019 - 6019 (134) 5 885
Total revenue 11277 - 11277 {153) 11,124
Operating profit excluding shate of results of joint ventures and associates 1083 (52)! 1031 39 1,070
Share of results of joint ventures and associates 172 - 172 {56) 116
Profit on disposal of businesses 3 - 3 - 3
Profit before financing and taxation 1258 {52) 1206 {17) 1189
Net financing (48) {48) {35) (83)
Prafit before taxation {100) 1158 (52) 1106
Taxation (261) (261} 4 {257)
Profit for the year (361) 897 (48} 849
! Central corporate costs
Underlying adjustments 2012 2011
Profitbefore Net Profit before Net
Reverue  finanting finanting  Taxation Revenye fmancing financing Taxation
£m £m £m £m £m £m £m £m
Underlying performance 12,209 1,490 (61)  (318) 11,277 1,206 {48) (261}
Revenue recogmsed at exchange rate on date of
transaction {48) - - - {153) - - -
Realised {gans)/losses on settled dervative contracts! - {25) - - -~ (116} 24 -
Net unrealised fair value changes to derivative contracts? - - 747 - - (5} {49) -
Effect of currency on contract accounting - {23) - - - 4 - -
Financial RRSPs — foreign exchange differences and
changes in forecast payments — = 11 = - - 2 -
Effect of acquisition accounting? - {69) - - - {64) - -
Post-retirement scheme past-service credits* * - - - - = 164 = -
Net post retirermnent scheme financing - - (64) - - - (12} -
Related tax effect - - - (r29) - - - 4
JAE restructuring - 699 - 37 - - - -
Total underlying adjustments (48) 582 694 (92) {153) (17) (35) 4
Reported per consohdated income statement 12,161 2,072 633 (410) 11124 1189 (83) {257}

' Reahsed (gans)/losses on settled dervative contracts include adjustments to reflect the {gains)/losses in the same penod as the telated trading cash flows
? ynreahsed faim vatue changes to derivative contracts (1) inctude these sncluded in equity accounted yoint ventures and () exclude those for which the related trading contracts have

been cancelled when the fair value changes are recogmsed immediately in underlying profit
' The adjustment eluminates charges recognised as a result of recogmising assets in acquired businesses at fair value
* In 2010 the UK Gavernment announced changes to the basis of the statutory indexation for pension increases As a result the relevant arrangements have been amended resulting in

again in the income statement of £130m 11 2011 which was excluded from underlyng proit
% In 2011 the Group agreed revised post retirement healthcare arrangements on certam of its overseas schemes This resulted 1n a net gain in the income statement of £34m whech was

excluded from underlying profit
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2 Segmental analysis (continued)

2012 2011
£m f£m
Reportable segment assets 13,469 12,621
Investments in joint ventures and associates 1,800 1680
Cash and cash equivalents and short term investments 2,595 1320
Far value of swaps hedging fixed rate borrowings 104 106
Incorne tax assets 363 388
Post retirement scherne surpluses 329 503
Total assets 18,660 16 618
Reportable segment hablities (8,868) (9254)
Borrowings {1,383) {1204)
Income tax habihities {710) (583)
Post retirement scheme deficits (874) (900}
Total habilities {11,835) {11941)
Net assets 6,825 4677
Geographical segments
The Group's revenue by destination 1s shown below
2012 011
£m £m
United Kingdom 1,641 1,361
Notway 446 374
Germany 319 409
Spain 177 189
Italy 151 183
France 182 143
Russia 165 143
Rest of Europe 676 547
USA 3,999 3578
Canada 351 301
China 1,117 934
South Korea 194 210
Middle East and South East Asia 1,729 1778
Rest of Asia 306 290
Africa 123 261
Australasia 240 228
QOther 345 195
12,151 11124

In 2012, revenue {included in all reportable segments, other than Engme Holding) of £1,203m (2011 £1,143m) was recewed from a single
customer

The carrying amounts of the Group’s non-current assets, excluding fimancial instruments, deferred tax assets and post-employment
benefit surpluses, by the geographical area in which the assets are located, are as follows

2012 2011

£€m £m

Umited Kingdom 3,139 2,980
North amenica 723 670
Nordic eountnes 883 902
Cermany 2,023 1907
Other 497 441
1,265 6900
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3 Net financing

2012 2011
Per consohdated Underlying  Per consohdated Underlying
incomne statement Jinapaing' mcomne statement financing'
Notes £m im £m £m
Finanaing income
Interest recevable 10 10 20 20
Fai value gains on foreign currency contracts? 15 750 - - -
Financial RRSPs — foreign exchange differences and ather changes in unreahsed
value 16 11 - 2 -
Expected return on post-retirement scheme assets 18 341 - 410 -
Net foreign exchange gains - - 24 -
1,112 10 456 20
Finanaing costs
Interest payable (51) {51) (50} (50}
Fair value losses on foreign currency contracts? 15 - - {21} -
Financial charge relating to financial RRSPs 15 {10) {10) (11} {11)
Far value losses on commodity dervatwes? 16 (3) - (28) -
Interest on post retirement scheme habilities 18 {405) - 422) -
Other financing charges (10} {10} {7) (?)
(479) (71} (539) (68)
Net financing 633 {61} {83) {48)
Analysed as
Net interest payable {41) 41) (30) (30)
Net post-retirement scheme financing {64} - (12) -
Net other financing 738 {20} {41) {18}
Net financing 633 (61) (83) {48}
1 See note 2
? Net gan/(loss) on 1tems held for trading 747 - {49) -
4 Taxation
UK Overseas Total
2012 2011 2012 2011 2012 2011
£m im £m £m £m im
Current tax
Current tax {credit)/charge for the year (3) (1) 218 177 215 176
Less double tax rehef {1) (2) - - {1) {2)
(4) 3) 218 177 214 174
Adjustments in respect of prior years (7) 1 (18) (8) {25) 6]
{11) 2) 200 169 189 167
Deferred tax
Charge for the year 193 69 45 37 238 106
Adjustments in respect of prior years 1 p) 6 (7) 7 {5}
Credit resulting from reduction in UK tax rate {24) (11) - - {24) (11}
170 60 51 30 121 90
Recogmsed in the income statement 159 S8 251 199 410 257
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4 Taxation (continued)
Other tax (charges)/credits

0Cl Equity
Itemns that will not be reclassified Items that may be 1eclassified
2012 2011 2012 2011 2012 2011
£m £m £m fm £m £m
Current tax
Share-based payments — direct to equity 3 6
Deferred tax
Netinvestment hedge - - {1) (1)
Movement i post retirement schemes 91 {53} - -
Shaze-based payments —direct to equity 6 6
91 (53) iy m 9 12
Tax reconcihation
2012 2011
£m £m
Profit before taxation 2,705 1,106
tess share of results of joint ventures and associates (note 9) {173} {116)
Profit before taxation excluding joint ventures and associates ' 2,532 9s0
Norminal tax charge at UK corporation tax rate 24 5% (2011 26 5%) 620 262
UK R&D credit {26) {29)
Rate differences 58 40
Effect of restructuring of IAE? {209) -
Other permanent differences 9 8
Benefit to deferred tax from previously unrecognised tax losses and temporary differences - {1)
Adjustments in respect of prior years (18) {12)
Reduction in closing deferred taxes resulting from decrease in UK tax rate (24) 1y
410 257
Underlying items (note 2) 318 261
Non underlying items 92 (4)
410 257
¥ Pursuant ta the Substantial Shareholding Exemption the majority of the upfront proceeds recerved on the IAE restructuring (see note 24) are not subject to tax
Deferred taxation assets and habihhes 2012 2011
£m £m
At 1January (77) 13
Amount charged to income staternent {221) (90}
Amount credited/{charged) to other comprehensive income 9¢ (s4}
Amount credited to equity 6 &
Acquisition of businesses {1 ()]
Transferred {from)/to assets hefd for sale (46] 46
Exchange differences (s 5
At 31 December {254) 7
Deferred tax assets 330 368
Deferred tax habilities {584) {a45)
(254) (77)
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4 Taxation (contimued)
The analysis of the deferred tax position1s as follows

Transferred

Recogrsed from At
At1January nncome Recognised Recognised Acquisition assets held Exchange 31 December
012 statement n 0l mnequity  of businessas for sale differences 2012
£m £m im im fm £m £m £m
Intangible assets {243) 58 - - - (46) 1} (232)
Property, plant and equipment (135) (25) - - 1 - 1 {158)
Other temporary differences {61) 21 (1) - - - 2 (39)
Amounts recoverable on contracts {250) [101) - - - - - (351)
Pensions and other post-retirement
scheme benefits 99 (31) g1 - (2) - (8} 149
Foreign exchange and commodity financal
assets and habihties 121 {177) - - - - - (56}
Losses 328 34 - [ - - 1 369
Advance corporation tax 64 - - - - - - 64
{77} {221) 90 6 (1) {46) (S) (254)
Recognised Transferred to At
At 1January I Income Recognised Recognised Acquisition assets held Exchange  31December
2011 statement moC inequity  of businesses for sale differences 2011
£m £m £m £m £m m £m £m
Intangible assets (282} (9) - - - 46 2 {243)
Property, plant and equipment {150} 16 - - - - {1} {135)
Other temporary differences [64) (3) (1) [ {3) - 4 (3]
Amounts recoverable on contracts [229) (21) - - - - - (250)
pensions and other post retirement
scheme benefits 263 {111} {53) - - - - 99
Foreign exchange and commodity financial
assets and habihties 94 27 - - - - - 121
Losses 317 11 - - — - - 328
Advance corporation tax 64 - — - - - — 64
13 (50) (54) 6 {3} 46 5 (77)
2012 2011
£m £m
Advance corporation tax 118 118
Losses and other unvecogmsed deferred tax assets 39 41
Deferred tax not recogmised on unused tax losses and other items on the basis that future economic benefit is uncertain 157 159

The Autumn Statement 2012 announced that the UK corporation tax rate will reduce to 21 per cent by 2014 The reductions to 24 per cent
effective from 1 April 2012 and 23 per cent effective from 1 Apri) 2013 were substantively enacted on 26 March 2012 and 3 July 2012
tespectively As the rate change to 23 per cent was substantively enacted prior to the year end, the closing deferred tax assets and habilities
have been calculated at this rate The resulting charges or credits have been recognised in the income staterment except to the extent that
they relate to 1tems previously charged ot credited to OCl or equity Accordingly, 1n 2012, £24m has been credited to the income statement,
£3m has been charged to the OCl and £3m has been charged directly to equity

Had the further tax rate changes been substantively enacted on or before the balance sheet date it would have had the effect of reducing
the deferred tax asset by £15m and reducing the deferred tax habihty by £33m

The temporary differences associated with investments in subsidianes, Jont ventures and associates, for which a deferred tax habihity has
not been recogrised, aggregate to £144m (2011 £178m) No deferred tax habihty has been recogmsed on the potential withholding tax due
on the rermttance of undistnbuted profits as the Group 1 able to control the tirming of such remittances and it 1s probable that consent wall
not be given in the foreseeable future
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5 Employee information

012 2011
Number Number

Average number of employees
United Kingdom 22,800 21,600
Rest of world 20,000 18,800
42,800 40,400
Cvil aerospace 21,500 19,800
Defence aerospace 7,800 7,600
Manne 8,800 8,600
Energy 3,700 3,500
Engine Holding 1,000 900
42,800 40,400
£m £m

Group employment costs?

Wages and salarnes 2,163 2037
Social security costs 265 245
Share-based payments {note 20} 55 59
Pensigns and other post retirement scheme benefits {note 18} 279 23
2,762 2364

! Remnuneration of key management personnel is shown in note 23

%olls Royce plc Directors Tepart and finangial statements 2012

SIUSLLIILYS [FOUeBULY




62 Finangial statements

Notes to the consohdated financial statements

6 Auditors’ remuneration
Fees payable to the Company’s auditor and its associates were as follows

2012 2011
£m £m
Fees payable to the Company's auditor for the audit of the Company s annual finanaial statements 17 16
fees payable to the Company's auditor and its associates for the audrt of the Company s subsidiaries pursuant to legslation 28 27
Total fees payable for audit services 45 43

Fees payable to the Company’s auditor and its associates for other services
Audit related assurance services 03 02
Taxation comphance services 03 03
Taxation advisory services 02 02
Internal audit services 06 -
tmformation technology 04 =
All other services 01 02
64 52

Fees payable in respect of the Groups pension schemes

Audit 02 02
Taxation comphance services 01 -
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7 Intangible assets

Certification
costs and Recoverable
participation Development engine Software
Goodwill fees expenditure costs and gther Total
£m £m £m £m £m £m
Cost
At 1January 2011 1,115 686 862 697 413 3773
Exchange differences {20) (2) (1) - (2) {25)
Additions - 44 93 135 95 367
Acquisitions of busmesses 11 - - - 8 19
Transferred to assets held for sale - - - {368) - (368)
sposals - 8) - - {24) (32}
At 1January 2012 1,106 720 954 464 490 3,734
Exchange differences (4) (2) {4) - (1} 11)
Additions - 28 38 35 124 225
Acquisitions of businesses 10 - - - G 19
Transferred from subsidiary to associate - - {1) - - (1)
Disposals (1) {6) {6} - (3) {16}
At 31 December 2012 1,111 740 981 499 619 3,950
Accumulated amortisation
At 1 January 2011 7 190 232 351 109 889
Charge for the year® - 15 36 62 56 169
Transferred to assets held for sale - - - (182} - (182)
Disposals - (8} - - (16) {24)
At 1January 2012 7 197 268 231 149 852
Charge for the year? — 34 50 64 61 209
Impairment 3 - - - - 3
Disposals (1) {6) {6} - {2) {15)
At 31 Decernber 2012 9 225 312 295 208 1,049
Net book value
At 31 Decemnber 2012 1,102 515 669 204 411 2,901
At 31 December 2011 1,099 523 686 233 341 2882
At 1January 2011 1108 496 630 346 304 2884
! Charged to cost of sales except development costs which are charged to research and development costs
Goodwll
In accordance with the requitements of IAS 35 fmpairment of Assets, goodwill 15 allocated to the Group's cash-generating umits, or
groups of cash-generating umts, that are expected to benefit from the synergies of the business combination that gave nse to the
goodwill as follows
Cash-generating umt (CGU) or groups of CGUs Primar
Ieportm; 2012 2011
segment £m £m
Rotls-Royce Deutschland Ltd & Co KG Civitl aerospace 223 230
Offshore marine — arising from the acquisitions of Vinters Limited and Scandinavian Electnc Holdings AS Marnne 649 645
Offshore manne - arising from the acquisition of ODIM ASA Manne 115 112
Other Various 115 112
1,102 1,099
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7 Intangible assets {continued)
Goodwnll has been tested for impairment dunng 2012 on the following basis

- The carrying values of goodwill have been assessed by reference to value in use These have been estimated using cash flows from the
most recent forecasts prepared by management, which are consistent with past expenence and external sources of mfermation on
market conditions Given the long-term and established nature of many of the Group's products {product lives are often measured n
decades), these forecast the next ten years Growth rates for the peniod not covered by the forecasts are based on a range of growth rates
{20~ 25 per cent) that reflect the products, industnes and countries m which the relevant CGU or group of CGUs operate

+ The key assumptions for the impairment tests are the discount rate and, 1n the cash flow projections, the programme assumptions, the
growth rates and the impact of foreign exchange rates on the relationship between selling prices and costs Impairment tests are
performed using prevailing exchange rates

- The pre-tax cash flow projections have been discounted at 13 per cent (2011 13 per cent) based on the Group's weighted average
cost of capital, adjusted for specific nisks

The principal value in use assumptions for goodwili balances considered to be mdividually sigmficant are

- Rolls-Royce Deutschland Ltd & Co KG - Volume of engine delivenies, flying hours of installed fleet and cost escalation These are based on
current and known future programmes, estimates of customers’ fleet requirements and long-term economic forecasts The prmapal
foreign exchange exposure 15 an translating US dollar income into euros For the purposes of the impairment test only, cash flows
beyond the ten-year forecasts are assumed to grow at 2 5 per cent (2011 2 5 per cent) The directors do not consider that any reasonably
possible change 1n the key assumptions would cause the value in use of the goodwll to fall below its carrying value The overall level of
business would need to reduce by more than 75 per cent to cause an impairment of this balance

- Vmnters Lirmted —Velume of equipment deliveres, capture of aftermarket and cost escalation These are based on current and known
future programmes, estrmates of customers' fleet requirernents and long-term economic forecasts The principal foreign exchange
exposures are on translating income 1n a vanety of non-functional currencies into Norwegian kroner For the purposes of the
impairment test only, cash flows beyond the ten-year forecasts are assumed to grow at 2 5 per cent {2011 2 5 per cent} The directors do
not consider that any reasonably possible change i the key assumptions would cause the value in use of the goodwill to fall below 1ts
carrymmg value The overall level of business would need to reduce by more than 80 percent to cause an impairment of this balance

Other intangible assets

Certification costs and participation fees, development costs and recoverable engine costs have been reviewed for imparrment m
accordance with the requirermnents of IAS 36 Impairment of Assets Where an impairment test was considered necessary, it has been
performed on the following basis

+ The carrying values have been assessed by reference to value in use These have been estimated using cash flows from the most recent
forecasts prepared by management, which are consistent with past expenence and external sources of information on market
conditions over the lives of the respective programmes

+ The key assumptions underlying cash flow projections are assurned market share, programme timings umit cost assumptions, discount
rates, and foreign exchange rates

- The pre-tax cash flow projections have been discounted at 11 per cent (2011 11 per cent), based on the Group's weighted average cost
of capital, adjusted for speaific risks

+ Noympairment 1s requited on this basis However, a combnation of changes in assumptions and adverse movements in vanables that
are outside the Group’s contrel {discount rate, exchange rate and airframe delays), could result in ympairment in future years

Rolls Royce plc Directors report and financial statements 2012




65  Financial statements

Notes to the consohdated financial statements

8 Property, plant and equipment

Land and Plant and Afrcraft and In course of
buildings equipment engines canstruction Total
£m £m £m £m £m
Cost
At 1January 2011 877 2,538 188 342 3946
Exchange differences {4} {13) - 1 {16)
Additions 17 80 52 318 457
Acquisitions of businesses - 2 - - 2
Reclassificabons 78 123 5 (206) -
Transferred to assets held for sale 15 - (13) - 2
Disposals (2) {84) {17) {1) {104)
At 1January 2012 981 1,646 216 454 4,297
Exchange differences 14) (25} {1) 9) (49)
Additions 50 124 18 299 491
Acquisitions of businesses - 45 - - 45
Dhsposals of businesses - {4) - - {4)
Reclassifications 60 168 4 {232) -
Disposals {5) (65) (14) (1) (85)
At 31 December 2012 1,072 1,889 223 511 4,695
Accumulated deprenation
At 1January 2011 271 1,497 42 - 1,810
Exchange differences (2} (7 - - (9)
Charge for the year ! 39 185 15 - 239
Impairment - - - 2 2
Reclagsifications 3 {3) - - -
Transferred to assets held for sale 6 - (7) - (1)
Disposals {2) (74) (6) - (82)
At 1January 2012 315 1,598 a4 2 1,959
Exchange differences (3) {13) - - {16)
Charge for the year? 39 196 20 - 255
Reclassifications 7 {7) - - -
Disposals of businesses - (2) - - (2}
Disposals (3) (58} {2) {2) (65)
At 31 Decemnber 2012 355 1,714 62 - 2,131
Net book value
At 31 December 2012 717 1,175 161 511 2,564
At 31 December 2011 666 1048 172 452 2338
At 1January 2011 606 1041 147 342 2,136
! Depreciation charged during the year 1s presented in the income statement or included in the cost of nventory as appropriate
Property, plant and equipment includes
2012 2011
£m £m
Net book value of finance leased assets
tand and bulldings ? 7
Plant and equipment 4 5
Assets held for use in operating leases
Cost 242 235
Depreciation (65) (60}
Net book value 177 175
Capital expenditure commitments 258 196
Cost of fully depreciated assets 721 655

The Group's share of equity accounted entities’ capital commitments 1s £31m (2011 £25m)
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9 Investments

Equity accounted Other
Jont
ventures Associates Total Unlisted
£m £m £m £m
At1January 2011 393 - 393 11
Exchange differences (62) - (62) -
Additions 1329 - 1329 -
Taxation pard by the Group 3 - 3 -
Share of retamned profit 40 - 40 -
Transferred to assets held for sale {13) - {13) -
Disposals - - - o)}
Share of OCI of joint ventures and associates —will not be reclassified to profit or loss {3) - (3} -
Share of OCI of joint ventures and associates — may be redlassified to profit or loss {7 - (7) -
At 1lJanuary 2012 1,680 - 1,680 10
Exchange differences (58) - (58} -
Addrtions 191 - 191 -
Taxation paid by the Group 6 - 6 -
Transfer to subsichary {S) - (5} -
Impairment 2) - (2} _
Share of retained profit 44 - 44 -
Transferred from subsidiary to associate - 2 2 -
Disposals - - - {4
Share of OCl of joint ventures and associates —wall not be reclassified to profit or loss (46) - {46} -
Share of OCl of joint ventures and associates — may be reclassified to profit or loss (12) - (12} -
At 31 December 2012 1,798 2 1,800 6
Joint ventures Associates Total
£ngine Engine
Hoelding Other 2012 Holding Cther 2011 2012 2011 2012 2011
im £m £m £m £m £m £m im £m £m
Assets
Non-current assets 1,590 1,717 3,307 1,687 1,529 3,216 1 - 3,308 3,216
Current assets 718 818 1,536 518 891 170% 2 - 1,538 1,709
Liabilities 2
Current habihities {421) (655) {1,076) 477) (793} {1270} 1) - {1,077) (1,270}
Non-current habilities (559) (14100  (1,969) (779) (1196} {1,975} - - {1,969) {1,975}
1,328 470 1,798 1,249 431 1,680 2 - 1,800 1,680
? Liabities nclude borrowangs of {103) (1,271) {1,374) {176) (1,176} (1352) - - (1,374) {1,352)
Revenue 1,223 2,827 4,050 491 3055 3546 3 = 4,053 3546
Profit before financing
and taxatton 33 189 222 (23} 165 152 - - 222 152
Net financing {10) (22) (32) {12) {19) {31) - - (32) {31)
Taxation {1) (16) {17 10 {15) {5) - - (17) (5)
Results recogmsed n the
consohdated income statement 22 151 173 (15} 131 116 - - 173 116
Dwidends receved (28) {101) (129) - {76) {76) - - {129) {76)
Retained profit 6) 50 44 [15) 55 40 - - 44 4Q

The principal joint ventures at 31 Decernber 2012 are hsted on pages 113 and 114
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10 Inventories

012 2011
£m £m
Raw maternals 336 319
Work 1n progress 1,056 921
Long-term contracts work in progress 10 12
Fimished goods 1,282 1,267
Payments on account 42 42
2,726 2561
Inventores stated at net reahsable value 136 169
Amount of mventory wnite-down 64 114
Reversal of inventory wnite down 1 3
11 Trade and other receivables
2012 2011
£m £m
Trade recevables 1,182 1123
Amounts recoverable on contracts’ 1,902 1665
Amounts owed by joint ventures and associates 351 421
Loan to Engine Holding GmbH - 169
Amaunts owed by parent undertaking 546 196
Other recewvables 479 475
Prepayments and accrued income 205 156
4,665 4205
Analysed as
Financial instruments {note 16)
Trade recewvables and similar stems 1,662 1,655
Other non-derivative financial assets 364 550
Non-financial instruments 2,639 2000
4,665 4,205
Trade and other recevables expected to be recovered in more than one year
Trade receivables 40 4
Amounts recoverable on contracts 1,473 1,314
Amounts owed by joint ventures and associates 3 20
Other recewables 63 60
Prepayments and accrued income 32 28
1,611 1426

' The balance at 31 December 2012 includes an allewance of €80m (2011 £63m) being the directors best estimate of the loss that wili occur from the Group s eontract with EPI Eutoprop

International GmbH to participate in the development of the TP400 engine for the A400M military transport aircraft

12 Cash and cash equivalents

012 2011

£m im

Cash at bank and tn hand 673 1,284
Money-market funds 408 11
Short term deposits 1,503 14
2,584 1,309
Overdrafts {note 14) - (19}
Cash and cash equivalents per cash flow statement (page 44) 2,584 1,290
Cash held as collateral against third party obligations (note 22) 64 67
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13 Assets held for sale

2012 2011
£m £m
Intangible assets — recoverable engine costs - 186
Property, plant and equipment 4 &
Investment 1n joint venture - 13
Amounts recoverable on contracts - 59
Amounts owed by joint ventures - 49
Assets held for sale a 313
Accruals and deferred income - (54)
Other payables - (26)
Provisions for habilities and charges - {9}
Deferred tax habihties - {46}
Lrabilities associated with assets held for sale - {135}

On 12 October 2011, the Group announced an agreement to form a new partnershp with Pratt & Whitney, a Umited Technologies

Corporation company, to develop new engines for the next generation of rid-size aceraft (120-230 seats) As part of this agreement, on
29 June 2012, the Group and Pratt & Whitney restructured thewr participation i 1AE, which produces the V2500 engine for the Airbus A320

farmly of arcraft Rolls-Royce sold 1ts equity, programme share and related goodwll in IAE to Pratt & Whitney for US31 5 bilhon

As Rolls-Royce continues to be responsible for the manufacture of lngh-pressure compressors, fan blades as well as the provision of engine
support and final assembly of S0 per cent of V2500 engines, the transaction was not considered to give nse to a discontinued operation

14 Borrowings

Current Non current Tetal
2012 2011 2012 2011 2012 2011
£m im £m £m £m £m
Unsecured
Overdrafts - 19 - - - 19
Bank lgans 2 1 404 204 406 205
7% Notes 2016 £200m - - 200 200 200 200
6 38% Notes 2013 U55230m ! 147 - - 160 147 160
6 55% Notes 2015 US583m ! - - 58 62 58 62
6 75% Notes 2019 £500m ? - - 571 557 571 557
Secured
Obligations under finance leases ? - - 1 1 1 1
149 20 1,234 1184 1,383 1,204

1 These notes are the subject of interest rate swap agreements under which the Group has undertaken to pay floating rates of interest and currency swaps which form a fair value hedge
1 These notes are the subject of intarest rate swap agreements under which the Group has undertaken to pay floating rates of interest which form a fair value hedge

' Obligations under finance leases are secured by related leased assets
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15 Trade and other payables

Current Non current Total
2012 2011 2012 2011 2012 2011
£m £m £m £m £m £m
Payments recewed on account ! 1,361 1,396 509 487 1,970 1,883
Trade payables 1,109 1,028 - — 1,109 1028
Amounts owed to parent undertaking 2 a0 - - 2 40
Armounis owed to jomt ventures and associates 202 215 1 1 203 216
Other taxation and social secunity 107 88 - - 107 88
Other payables 1,574 1623 95 58 1,669 1681
Accruals and deferred income 2,034 1886 760 768 2,794 2,654
6,389 6,276 1,465 1314 7,854 7590

! Includes payrnents receved on account from joint

ventures and assocates 262 358 162 147 424 505

Included withn accruals and deferred income are government grants of £89m (2011 £104m) During the year, £16m (2011 £2m) of
government grants were released to the income statement

Trade and other payables are analysed as follows

2012 211
£m £m

Financial instruments (note 16)
Trade payables and similar items 2,571 2,356
Other non-derivative financial habilities 704 718
Non-financial instruments 4,579 4516
7,854 7,590
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16 Financial instruments

Carrymg values and fair values of financial instruments

Assets Labihties Total
Basis for Held for Loans and Avallable Held far
detarmining trading  recevables for sate Cash trading Other

Notes fair value £m £m £m £m £m £m £m

At 31 December 2012
Unlisted non-current asset investments 9 A - 6 - - - - 6
Trade recewables and stmilar items 11 B - 1,662 - — - - 1,662
Other non-derivative financial assets 11 B - 364 - - - - 364
Dernvative finanoal assets C 707 - - - - - 707
Short-term mvestments B - 11 - - - - 11
Cash and cash equivalents 12 B = 1,503 408 673 - - 2,584
Borrowings 14 D - - - - - {1,383) {1,383)
Dervative finanoal labihities C - - - - {360) - {360)
Fiancial RRSPs 8] - - - - - {193) (193}
Trade payables and similar items 15 B - - - — - (2,571) (2,571}
Other non-derwative financial habihties 15 B - - - - - (704) (704}
707 3,546 408 673 (360) (4,851} 123

At 31 December 2011
tinhsted non-current asset investments 9 A 10 - — - - 10
Trade recewvables and similar itens 11 B - 1,655 - — — - 1655
Other non-derivative financial assets 11 B - 550 - - - - 550
Dervative financial assets C 418 - - - - - 418
Sheort-term mvestments B - 11 - - - - 11
Cash and cash equivalents 12 B - 14 11 1,284 = - 1309
Borrowings 14 O - - - - - {1,204} (1204}
Denvatwve finanoal habiities C - - - — (796) - (796)
Fimancial RRSPs 5] - - - - - {230) (230)
Trade payables and sirmlar items 15 B - - - - - (2 356) (2,356)
Other non-derwative financial habihties 15 B - - - - = {718) (718)
418 2,240 11 1,284 (796) {4,508) (1351)

Fair values equate to book values for both 2012 and 2011, with the following exceptions
2012 2011
Book value Fairvalue  Bockvalue Fair value
£m £m £m £m

Botrowings {1,383) {1,542) (1204) (1371)
Financial RRSPs (193) {215) (230) (254)

The fair value of a fimanaial mstrument 15 the price at which an asset could be exchanged, or a hability settled, between knowledgeable,
willing parties in an arms-fength transaction Fair values have been determined with reference to avarlable market information at the

balance sheet date, using the methodolegies described below

A These pnimanly comprise bank deposits where the fair value approximates to the book value

B Fair values are assumed to approximate to cost either due to the short term maturity of the instruments ar because the interest rate of the investments s reset after penods not

exceeding six months

€ Fair values of derivatwe financial assets and habihties are estimated by discounting expected future contractual cash flows using prevaihing interest rate curves Amounts

denorminated in foreign currencies are valued at the exchange rate prevarling at the balance sheet date These financialinstruments are included on the balance sheet at fair value

denved from observable market prices {Level 2 as defined by IFRS 7 Financial instruments Disclosures)

D Borrowing and financial RRSPs are carried at amortised cost Fair values are estimated by discounting expected future contractual cash flows using prevailing interest rate curves
Amounts denominated in foreign currencies are valued at the exchange rate prevailing at the balance sheet date For financial RRSPs the contractual cash flows are based on future

trading actity which 1s esbimated based on latest forecasts
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16 Financial instruments (continued)

Carrying values of other financal assets and habihthes

Fareign
exchange Commodity  Interestrate Total Financial
tontracts contracts contracts derivatives RRSPS Tota)
£m fm £m &m £m £m
At 31 December 2012

Non-current assets 498 4 90 592 - 592
Current assets 104 ) 5 115 -~ 115
602 10 95 707 - 707
Current hiabihties {97) (8} - (105) {30) {135)
Non-current habnhties (233) (15} (7 (255) (163) (418)
{330) (23) {7 {360) (193) {553)

272 {13) §8 347 (193) 154

At 31 Decemnber 2011

Non current assets 237 7 83 327 - 327
Current assets 84 7 - 91 - 91
321 14 83 418 - 418

Current liabihties (85) (7} - {92) 15) 107)
Non current habihties (683) (19} {2) {704) {215) (919)
{768) (26} {2) (796) (230) {1,026)

447) {12) 81 (378) {230) {608)

Denvative fimancial mstruments

The Group uses vanous financial instruments to manage 1ts exposure to movements in foreign exchange rates Where the effectiveness of
a hedging refationship in a cash flow hedge 1s demonstrated, changes in the fair value that are deemed effective are included in the cash
flow hedge reserve and released to match actuat payments on the hedged item The Group uses commodity swaps to manage 1ts exposure
to movements m the price of commodities (jet fuel and base metals) To hedge the currency risk asscciated with a borrowing denominated
n USdollars the Group has currency derivatives designated as part of fair value hedges The Group uses interest rate swaps, forward rate
agreements and interest rate caps to rnanage 1ts exposure to movements m nterest rates

Movements in the fair values of dervative financial assets and habihties were as follows

Foreign
exthange  Commodity  Interestrate

instruments  instruments tnstruments Total

£m £m £m £m

At 1January 2011 (336) 1 175 (140)
Movements in farr value hedges ! 2 - 83 85
Movements i cash flow hedges (1) - - (1)
Movements in other dervative contracts {21) (28) 1 (48)
Contracts settled’ {91) {s) (178) {274}
At 1January 2012 (447) (12) 81 {378)
Maovements in farr value hedges ! ] - 6 2}
Mavements 1n cash flow hedges () - - (4}
Movements in other derivative contracts ? 750 {3) 1 748
Contracts settled ? {19) 2 - (17}
At 31 Decermnber 2012 272 {13) 88 347

' Netgainon related hedged items £2m (2011 £85m net loss)
? included 1n financing
! includes contracts settled in fair value hedges £0ai) (2011 £177m gasn) and cash flow hedges £4m loss (2011 £1m boss)

Finanoal risk and revenue sharing partnerships (RRSPs}

The Group has financial habiiities arising from financial RRSPs These financial habilities are valued at each reporting date using the
amorhised cost method This mvolves calculating the present value of the forecast cash flows of the arrangements using the internal rate of
teturn at the inception of the arrangements as the discount rate
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16 Financial instruments (contmued)

Movements i the carrying values were as follows

Financial RRSPs

2012 2011
£m £m
At1January (230) (266)
Cash paid to partners 35 46
Additions - -
Exchange adjustments included in OCt 1 @
Financing charge! (10) {11)
Excluded from underlying profit
Exchange adjustments’ 9 1
Changes in forecast payments? 2 1
At 31 December (193) {230

! Included n fimancing

Risk management policies and hedging activiies
The principal financial nisks to which the Group s exposed are foreign currency exchange rate risk, hquidity risk, credrt nsk, mterest rate
sk, and commodity price nsk The Board has approved pohcies for the management of these risks

Fareign currency exchange rate nsk — The Group has sigmificant cash flows (most sigmficantly US dollars followed by the eurc)
denominated m currencies other than the functional currency of the relevant tracing entity To manage its exposures to changes in values
of future foreign currency cash flows, so as to mamtain relatively stable long-term foreign exchange rates on settled transactions, the
Group enters into derwatve forward foreign currency transactions For accounting purposes, these derivative contracts are not designated
as hedgimg instruments

The Group also has exposures to the fair values of non-dervative financial instruments denorminated in foreign currencies To manage the
risk of changes  these fair values, the Group enters into derivative forward foreign exchange centracts, which are designated as far value
hedges for accounting purposes

The Group tegards its interests in overseas subsichary compames as long-term investments The Group aims to match its translabional
exposures by matching the currencies of assets and habilities Wherte appropriate, foreign currency financial habihties may be designated
as hedges of the net investment

Liquidity nsk — The Group's policy 1s to hold financial investments and mamntan undrawn commutted facilities at a level sufficient to ensure
that the Group has available funds to meet its medium-term capital and funding obhgations and to meet any unforeseen obhigations and
opportunities The Group holds cash and short-term imvestments, which together with the undrawn commtted faohties, enable the Group
to manage 1ts hquidity nisk The profile of the matunty of the Group’s committed facilities s discussed on page 31

Credit nisk — The Group 15 exposed to credit nsk to the extent of non-payment by either s customers or the counterparties of its financial
nstruments The effective momtoring and controlling of credit risk 15 a key component of the Group’s nsk management actwities The
Group has credit pohcies covering both trading and financial exposures Credit nisks ansing from treasury activities are managed by a
central treasury function in accordance with the Group credit policy The objective of the pohicy 1s to dwersify and mimmise the Group's
exposure to credit Tisk from 1ts treasury activities by ensuring the Group transacts strictly with ‘8BB+ or ligher rated financial institutrons
based on pre-established hmits per financial institution At the balance sheet date, there were no sigmficant concentrations of credit nsk to
indwidual customers or counterparties The maximum exposure to credit risk at the balance sheet date s represented by the carrying
value of each financial asset, including denvative finanoal instruments

Interest rate risk — The Group's interest rate nsk s primanly i relation toits fixed rate borrowings (far value 1isk) floating rate borrowimngs
and cash and cash equivalents (cash flow risk) Interest rate detvatives are used to manage the overall imterest rate profile within the
Group policy, which 1s ta maintan a mgher proporhion of net debt at floating rates of interest as a natural hedge to the net cash position
These are designated as erther fair value or cash flow hedges as appropriate

Commodity nsk— The Group has exposures to the price of jet fuel and base metals ansing from business operations To rmmimse 115 cash
flow exposures to changes in commodity prices, the Group enters into denvative commodity transactions For accounting purposes, these
dervative contracts are not designated as hedging mstruments

Other price nsk — The Group's cash equivalent balances represent investments in money market instruments with a term of up to three
months The Group does not consider that these are subject to sigmficant price nisk
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16 Financial instruments (contmued)

Denwvative finanoal instruments

The norminal amounts, analysed by year of expected matunty, and fair values of derivatve financial instruments are as follows

Expected matunty Fairvalue
Between Between
Nomnal Within eneand two and After
amount one year two years five years five years Assets Liabihitres
£m £m £m £m £m £m £m
At 31 Decemnber 2012
Foreign exchange contracts
Fair value hedges 175 129 - 46 - 15 -
Non hedge accounted 17,701 4,585 3,542 9,029 545 587 {330}
Interest rate contracts
Fair value hedges 692 141 51 - 500 89 -
Non hedge accounted 7 - - 7 - 6 (7)
Commodity contracts
Non-hedge accounted 286 76 68 99 43 10 {23}
18,861 4,931 3,661 9,181 1,088 707 (360)
At 31 December 2011
Foreign exchange contracts
Fair value hedges 175 - 129 46 - 23 =
Non hedge accounted 17,563 5,438 3,625 7568 932 298 (768)
interest rate contracts
Fair value hedges 701 - 143 53 500 83 -
Non hedge accounted 43 - - 43 - - (2)
Commodity contracts
Non-hedge accounted 220 68 59 93 - 14 (26)
18,702 5,506 3,961 7,803 1,432 418 (796)
As descnibed above, all dervative fimancial mstruments are entered mte for nisk management purposes, although these may not be
designated into hedging relationships for accounting purposes
Currency analysis
Derivative financial instruments related te foreign exchange risks are denomimated in the following currencies
Currencies purchased forward
Stetling US dollar Eure Other Total
£€m £m £m £m £m
At 31 Decernber 2012
Currencies sold forward
Sterling - 495 - 23 518
US dellar 14,407 - 1,817 840 17,064
Euro - - - 177 177
Other 21 1 70 15 117
At 31 December 2011
Currencies sold forward
Sterling - 814 - 147 561
US dollar 14 401 - 1193 834 16,428
Euro - - - 197 197
Other 36 26 67 23 152
Other derwvative fimanciat instruments are denomminated in the followng currences
012 2011
im £m
Sterling 506 510
US dollar 479 421
Other - 33
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16 Financial instruments (contmued)

Non-derwative financial instruments are denorminated in the following currencies

Sterling Us dollar Euro Other Total
£m £m £m £m £m
At 31 Decemnber 2012
Assets
Unhisted non current imvestments 1 - 4 1 [
Trade recewvables and similar 1items 234 1,176 169 83 1,662
Other non-dervative financial assets 121 75 40 128 364
Short term investments 5 - - 6 11
Cash and cash equivalents 495 1,037 606 446 2,584
856 2,288 819 664 4,627
Liabihtes
Borrowings {1,173) (205) {5} - (1,383)
Financial RRSPs - {139) (54) - (193)
Trade payables and similar items (1,254) (825) (289) (203) (2,571}
Other non-dervative financial habilities (250) (320} {17} {117) (704)
(2,677) (1,489) {365) (320) {4,851)
(1,821) 799 454 344 (224)
At 31 December 2011
Assets
Unlisted non-current investments 1 - a S 10
Trade recewvables and sirmiar items 204 1,201 133 117 1,655
Other nan-derivative financial assets 112 87 217 134 550
Short-term investments 5 - - 6 11
Cash and cash equivalents 50 656 367 236 1,309
372 1944 721 498 3535
hiabil#ies
Borrowings {877) (222} {5} - (1,204)
Financial RRSPs - (173 (57} - (230)
Trade payables and similar items {1 095) {812} (275) (174) {2 356)
Other non derwvative financial habilities {252) (308) (18) (140) (718)
(2324 {1515) (355) (314) (4,508)
{1952} 429 366 184 973)
Currency exposures

The Groups actual currency exposures after taking account of dervative foreign currency contracts, which are not designated as hedging
mstruments for accounting purposes are as follows

Sterhng us dollar Euro Other Total
Functional currency of Group operation £m £Em £m £m £m
At 31 Decernber 2012
Sterling - 22 1 4 27
US dollar 4 - (6) 5 3
Eurp (1} {2) - - {3}
Other 6 1 {s) 1 3
At 31 December 2011
Sterling - 1 = 3 4
US dollar 3 - {2) 10 11
Eurp Y] 1) - - (2)
Other 1 4 1 3 9
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16 Finanaal instruments {continued)
Ageing beyond contractual due date of financial assets

Batween
Upto three
three menths and More than
Within months. one year one year
terms overdue overdue overdus Total
£m £m £m £m fm
At 31 Decemnber 2012
Unhisted non-current asset investments 6 - - - 6
Trade receivables and similar items 1,479 132 43 17 1,662
Other non-dervative finanoal assets 343 18 1 2 364
Derwatwve finanoal assets 707 - - - 707
Short term investments 11 - - - 11
Cash and cash equivalents 2,584 - - - 2,584
5121 150 49 19 5,334
At 31 December 2011
Unbisted non-current asset investments 10 - - - 10
Trade recevables and similar items 1377 184 63 26 1,655
Other non-denvative financial assets 532 15 - 3 550
Dermvative financial assets 418 - - - 418
Short-term investments 11 - - - 11
Cash and cash equivalents 1309 - - - 1309
3657 15% 68 29 3953
Contractual matunty analysis of finanoal habihties
Gross values
Between Between
Within one and two and After
one year two years five years five years Discounting Carrying value
£m £m £m £m im fm
At 31 December 2012
Borrowings (210) (257) {403) (778) 265 (1,383)
Derwatwve financtal habihties (108) {103) {138) {14) 3 {360)
Financial RRSPs (35) (32) (75) (100} 49 {193)
Trade payables and simiar sterns {2,568) {1) {1) {1} - (2,571)
Cther non-denvative financial halities {694) (10) - - - {704)
{3,615) (a03) (617) (893) 317 (5,211)
At 31 Decernber 2011
Borrowings (8s) {213) {608) {603) 305 {1 204)
Derwative financtal habilities (92) {199} {419) {48) (38) (796}
Financial RRSPs {37) (37} {91) {127) 62 (230}
Trade payables and ssmilar items (2,353) (1) 1) {1} - {2 356)
Other non-dervative financal habilittes {715) {2) - {1) = (718}
{(3282) (452) {1119) (780) 329 (5,304)
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16 Financial instruments (continued)

Interest rate nsk

In respect of income earning financial assets and interest bearng financial habihties, the following table indicates their effective interest
rates and the perods mn which they reprice The value shown s the carrying amount

2012

Perlod in which interest rate reprices

Effective 6 months More than
interest rate Total otless 6 12 months 12years 2 Syears S years
% £m £m £m £m £m £m
Short term mvestments? 41927% 11 9 2 - - -
Cash and cash equivalents? 2,584 2,584 - - - -
Unsecured bank loans
€2m floating rate loan 0 5000% {2) - - - - {2)
£5m fleating rate loan EURIBOR + 075 (4) {4) - - - -
Quverdrafts? - - - - - -
Interest rate swaps 53225% - 7 - - {7} -
£200m floating rate loan GBP LIBOR + 0 267 {200) {200) - - - -
£200m floating rate loan GBPLIBOR+1 26 {200) {200) - — — -
Unsecured bond 1ssues
7%:% Notes 2016 £200m 7 3750% {200} - - - (200) -
6 38% Notes 2013 US5230m 6 3800% {147) - (147) - - -
Effect of interest rate swaps USD LIBOR +1 28 - (147) 147 - - -
& 55% Notes 2015 US583m 6 5500% (58) - - - {58} -
Effect of interest rate swaps USD LIBOR +1 24 - (58) - - 58 -
6 75% Notes 2019 £500m 67500% {571) - - - - {S571)
Effect of interest rate swaps GBP LIBOR + 2 9824 - (571) - - - 571
Other secured .
Qbligatons under finance leases 50000% (1) - - - - {1)
1,212 1,420 2 - {207) 3
2011
Pettod wn which interest rate reprices
Effective & months More than
interestrate Total orless 612 months 1 2years 2 Syears Syears
% £m £m im £m £m £m
Short-term investments? 43782% 11 9 2 - - -
Cash and cash equivalents? 1,309 1,309 - - - -
Unsecured bank loans
€2m floating rate loan 05000% (2) - - - - {2)
€5m floating rate loan EURIBOR +075 (3) (3} - - - -
Querdrafts® {19) (19} - - - -
Interest rate swaps 10 8775% - 10 - - (10) -
£200m floating rate loan GBP LIBOR + 0 267 (200) (200) - - - -
Unsecured bond 1ssues
7%:% Notes 2016 £200m 73750% {200) - - - {200) =
6 38% Notes 2013 U55230m 6 3800% {160) - - {160) - -
Effect of interest rate swaps USD LIBOR+1 26 - {160} - 160 - -
6 55% Notes 2015 USS83m 6 5500% (62) - - - {62) -
Effect of mterest rate swaps USD LIBOR +1 24 — (62) - - 62 -
& 75% Notes 2019 £500m 67500% (557) - - — - (557}
Effect of interest rate swaps GBPLIBOR + 29824 - {557) - - - 557
Other secured
Obhgations under finance leases 5 0000% (1) - - - - 11)
116 127 2 - (2109 (3)

1 Interest on the short term mvestments s at fixed rates

1 Cashand cash equivalents comprise bank balances and demand deposits and earng interest at rates based on daily deposit rates
! Qverdrafts bear interest at rates inked to applicable LIBOR rates that fluctuate in accordance with local practice

Some of the Group's borrowings are subject to the Group meeting certain obhgations, ncluding customary financal covenants H the
Group fails to meet its obhgations these arrangements give rights io the lenders, upon agreement, to accelerate repayment of the facihties
There are no rating tnggers contained in any of the Group’s facilities that could requare the Group to accelerate or repay any faciity fora

given movement n the Group's credit rating
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16 Fimanaal instruments (continued)

In addition, the Group has undrawn commmtted borrowing faclities available as follows

2012 2011

fm £m

Expiring after two years 1,000 1200

Sensitivity analysis

2012 2011

Sensitivities at 31 December (all other vanables held constant} —1mpact an profit after tax and equity £m £m
Sterling 10% weaker against the US dollar {1,073) (1,083)
Sterling 10% stronger agamst the US dollar 878 886
Euro 10% weaker against the US dallar (146) 93)
Euro 10% stronger against the US dollar 115 78
Commadity prices 10% lower {20) (15)
Commaodity prices 10% mgher 20 15

At 31 December 2012 the Group had ne matenal sensitivity to changes in mterest rates on that date The mam interest rate sensitivity for
the Group anises as a result of the gross up of net funds and this 1s mitigated as described under the mterest rate rsk management pohces

onpage 72

Rolls Royce plc Directors seportand financial statements 2012

SWIILLIIIRYS |EL2UBLILS




78 Finanoal statements

Notes to the consohdated financial statements

17 Provisions for liabilities and charges

At Acquisihens Disposals Unused Charged to At

1 January Exchange of of amounts Income 31 Decemnber

2012 differences businesses businesses reversed statement Utihsed 2012

£m £m £m fm £m £m £m £m

Warranty and guarantees 285 (3) 7 - (18) 42 (66) 247
Contract loss 52 (1) - - {8) 29 {18) 54
Restructuring 6 - - - (1) - (1) 4
Customer financing 81 (1} - - - b - 82
Insurance 51 - - - {21) 31 (14) a7
QOther 27 = - (3) {4) 10 (3) 27
502 (5) 7 3) {(52) 114 {102} 461

Current habilities 276 220
Non-current habihties 226 241

Provisions for warranties and guarantees primanly relate to products sold and generally cover a period of up to three years
Provisions for contract loss and restructuring are generally expected to be utihsed within twao years

Customer financing provisions cover guarantees provided for asset value and/or fmanang These guarantees are considered to be
msurance contracts 1n nature and provision 1s made m accordance with (FRS 4 insurance Contracts and IAS 37 Provisions, Contingent
Lizbiities and Contingent Assets These guarantees, the nisks ansing and the process used to assess the extant of the risk are deserbed under
the heading ‘Customer financmg’ in the Chief Financial Officer’s review on page 11 The related contingent habilities arising from these
guarantees and the sensitivity to movements in the value of the underlying secunity are discussed in note 22 It 1s estimated that the
provision will be utilised as follows

2012 2011
£m £m
Potenbial claims with specific claim dates

In one year or less 30 12
In more than one year but less than five years 43 62
In more than five years 8 6

Potental claims that may anise at any time up te the date of expiry of the guarantee
Up tc one year - -
Up to five years 1 1
Thereafter - -
82 81

The Group's captive insurance company retans a portion of the exposures 1t insures on behalf of the remainder of the Group Sigmficant
delays cccur in the not:fication and settlement of claims and Judgement 15 mvolved i assessing outstandmg habilities, the ultimate cost
and timing of which cannot be known with certainty at the balance sheet date The msurance provisions are based on information
currently available, however 1t 1s inherent in the nature of the business that ultimate habibties may vary Provisions for outstanding claims
are estabhshed to cover the outstanding expected habihty as well as clasms incurred but not yet reported

Cther provisions compnise a number of habilities with varying expected utihsation rates
18 Post-retirement benefits
The Group operates a number of defined benefit and defined contnbution schemes

For the UK defined benefit schemes, the assets are held in separate trustee adrimistered funds and employees are entitled to retirement
benefits based on erther ther final or career average salanes and length of service

Overseas defined benefit schemes are a rmixture of funded and unfunded plans Additionally m the US, and to a lesser extent in some other

countnes, the Group’s employment practices include the provision of healthcare and hfeinsurance benefits for retired employees These
schemes are unfunded
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18 Post-retirement benefits (continued)

The valuations of the defined benefit schemes are based on the most recernt funding valuations, updated by the scheme actuaries to
31 Decembert 2012 The most recent funding valuations of the mam UK schemes were

Scheme valuation date
Rolls Royce Pension Fund 31 March 2008
Rolls Rayce Group Pension Scherne 5 Apnl 2010
Vickers Group Pension Scheme 31 March 2010

Amounts recogmsed n the income statement

2012 2011
UK Overseas UK Overseas
schemes scthames Total schemes schemes Total
£m £m £m £m £m £m
Defined benefit schemes
Current service cost 123 38 161 119 34 153
Past service cost/f{credit) 2 (12) {10} (126) {68} (194)
Curtailment - ~ - - 2} {2)
125 26 151 @) (36) (43)
Defined contribution schemes 23 41 64 16 38 54
Operating cost 1438 67 215 9 2 11
Financing in respect of defined benefit schemes
Expected return on assets (315) (26} (341) {381) 29) (410)
Interest on habilities 356 49 405 372 50 422
41 23 64 9) 21 12
Total income statement charge 189 90 279 - 23 23
The operating cost 1s charged as follows
Defmed benefit Defined contribution Tata)
2012 2011 2012 2013 2012 2011
tm £m £m im £m £m
Cost of sales —included in underlying profit 108 114 46 38 154 152
Cost of sales —excluded frem underlying profit - {204) - - - (204)
Commercial and administratve costs 33 36 14 12 47 48
Research and development 10 11 4 4 14 15
151 43) 64 54 215 11

The Group operates a PaySave scherne in the UK This 1s a salary sacrifice scheme under which employees elect to stop making employee
contributions and the Group makes additional contnbutions in return for a reduction m gross contractual pay As a result, thereis a
decrease in wages and salaries and a cortesponding increase in pension costs of £36m (2011 £35m) in the year

Amounts recogmsed n the other comprehensive mcome

2012 2011

£m tm

Actuanal (loss)/gam on scheme assets {10) 1426
Expenence losses on scheme liabilities {777) 720)
Mgovement in unrecogrised surplus 465 (683)
Movement im mimmum funding habihty 63 100
{259) 123
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18 Post-retirement benefits (contimued)

Cefined benefit schemes
Assumptions
The principal actuanal assumptions used at the balance sheet date were as follows

2012 2011
UK Overseas UK QOverseas
schemes schemes schemes schemes
% % % %
Rate of increase i salaries 41 39 42 40
Rate of increase of pensigns m payment 25 26 17 17
Discount rate 44 39 47 45
Expected rate of return on scheme assets 31 56 34 56
Inflation assumption * 30 24 31 28

For the UK schemes thisis the assumption for the Retail Price Index The Consumer Price Index is assumed to be 0 6 per cent lower

The discount rates are determined by reference to the market yields on AA rated corporate bonds For the main schemes, the rate 1s
determmned by using the profile of forecast benefit payments to derive a weighted average discount rate from the yield curve For other
schemes, the rate 1s determined as the market yield at the average duration of the forecast benefit payments The discount rates above are
the weighted average of those for each scheme, based on the value of their respective habihties

The overall expected rate of return s calculated by weighting the individual returns expected from each asset class (see below) m
accordance with the actual asset balance n the schemes’ investment portfohos

The mortahty assumptions adopted for the UK pension schemes are derived from the SAP actuanal tables, with future improvements in
line with the CMI 2011 core projections and long-term improvements of 1 25 per cent Where appropniate, these are adjusted to take
account of the relevant scheme’s actual experience The resulting range of hfe expectancies in the principal UK schemes are as follows

Life expectancy from age 65
Current pensioner 20 8 years
Future pensioner currently aged 45 22 4 years

Other demographic assumptions have been set on advice from the relevant actuary, having regard to the latest trends in scheme
experience and other relevant data The assumptions are reviewed and updated as necessary as part of the perodic actuarial valuation of
the schemes

Assumptions in respect of overseas schemes are also set in accordance with advice fromlocal actuanes

The future costs of healthcare benefits are based on an assumed healthcare costs trend rate of 79 per cent grading down to S 0 per cent
over 6 7 years

Amounts recogmsed in the balance sheet

2012 2011

UK Overseas UK Overseas

schernes schemes Total schemes schemes Total

im £m £m im £&m £m
Present value of funded obhgations (8,588} {609) (9,197} {7713) {557) (8,270)
Fair value of scheme assets 9,794 534 10,328 9519 497 10016

1,206 {75) 1,131 1806 {60) 1746

Present value of unfunded abligations - (568) {568) - {495) {495)
Unrecogmised past-service credit! - {82) (82) - 94) {04)
Unrecagrused surplus? (853) - (853) {1,318) - {1318)
Mimmum funding habihty? (173) - (173) {236) - {236)
Net asset/(hability) recogrised in the balance sheet 180 {725) (545) 252 {649) (397)
Post retirement scheme surpluses 317 12 329 495 8 503
Post retirement scheme deficits {137) {737) {874) {243) (657) (500)

! The unrecogmsed past service credit azose as a result of revisions to post retirement healthcare schemes 1in 2011 It will be amortised over the remaining setvice lives of the
partictpants (11 3 years)

* Where a surplus has arisen on a seheme 1n aceordance with 1AS 19 and IFRIC 14 the surplus s zecognised as an asset only 1f et represents an uncanditional economic benefit avaslable
to the Groupin the future Any surplus in exesss of this benefit 15 not recogmsed in the balance sheet

* A minimum funding hability arses where the statutory funding requirements require future contributions in respect of past service that will result 1n a future unrecogrusable surplus
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18 Post-retirement benefits (continued)

Changes in present value of defined benefit obligatons

2012 2011
uK Overseas UK Overseas
schemes schemes Total schemes schemes Total
£fm £tm £m £m £m £m
At 1lanuary (7,713) {1,052) (8,765) {7,039) {1,063) (8 102)
Exchange differences - 42 42 - - -
Current service cost {123) 38) (161} (119) (34) {153)
Past service {cost)/credit (2) - {2) 126 162 288
Finance cost (356} (49) {405) (372) {50) 422)
Contnbutions by employees (4} (2) {6) (4) (3) {7}
Benefits pard out 323 38 361 312 37 349
Acquisition of businesses (54} — (54) - - -
Actuanal losses (659) (218) (777} (617) {103} {720)
Settlement - 2 2 - 2 2
At 31 December {8,588) {1,177) {9,765} (7,713) {1052} (8 765)
Funded schemes {8,588) {609) (9,197) (7.713) {557} (8 270)
Unfunded schernes - {568) {568} - {495} (495)
Changes in fair value of schemne assets
2012 2011
UK Dverseas LK Qverseas
schemes schemes Total schemes schemes Tetal
£im £&m £m £m im £m
At 1 January 9,519 497 10,016 7,783 434 8217
Exchange differences - {18} (18) - 1 1
Expected return on assets 315 26 341 381 29 410
Contnbutions by employer 250 47 297 256 48 304
Contnbutions by employees 4 2 6 4 3 7
Benefits paid out {323) {38) (361) (312) (37) (349)
Acquisition of businesses 59 - 5% - - -
Actuarnal (losses)/gains {30} 20 (10) 1,407 19 1426
Settlement - 2) {2} - - -
At 31 December 9,794 534 10,328 9,519 457 10016
Actual return on scheme assets 285 46 331 1,788 48 1,836
The fair value of the scheme assets in the schemes and the expected rates of return at 31 December, were as follows
2012 2011
UK Overseas UK Cverseas
Expected Expected Expected Expected
rate of Market rate of Market rate of Market rate of Markat
return value return value return value return value
% £m % £m % fm % £m
UK schemes
Labibty driven mvestment {LDI) portfolios? 28 7,925 54 313 31 8330 53 291
Langevity swap? 44 {126) - - 47 {79) - -
Equities 59 1,095 75 119 60 1004 79 118
Sovereign debt 23 245 - - 28 159 - -
Corporate bonds 35 334 36 74 40 13 40 83
Other 27 321 43 28 28 92 25 5
31 9,794 56 534 34 9,519 56 497

' A portfohio of gilt and swap contracts backed by LIBOR generating assets thatis designed to hedge the majority of the interest rate and inflation nisks associated with the schemes

obhigatons

T Under e longevity swap the Rolls Royee Pension Fund has agreed an 3ve age hfe expectancy of penstoners with a counterparty If pensioners live longer than expected the

counte: party will make payments to the Fund to offset the additional cost of paying pensianers If the reverse applies the cost of paying pensioners will be reduced but the scheme will

be required to make payments to the counterparty

The scheme assets do not include any of the Group's own financial mstruments, nor any property occupied by, or other assets used by, the Group

The expected rates of return for LDt portfohos are determined by the imphicit yields on the portfohos at the balance sheet date and that for

thelongevity swap by the discount rate
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18 Post-retirement benefits (continued)

The expected rates of return on other indmdual categonies of scheme assets are determned by reference to gilt yields inthe UK equities

and corporate bonds are assumed to generate returns that exceed the return from qilis by 3 25 per cent and 0 9 per cent per annum

respectively

The expected rates of return above are the weighted average of the rates for each scheme

Future contnibutions

The Group expects to contribute approximately £290m to1ts defined benefit schemes in 2013

Sensitivities

For the most sigmfrcant schemes, the nvestment strategies are designed to hedge the nisks from interest rates and inflation on an

economic basis The impacts of principal sensitvities are

2012 2011
£m £
UK defined benefit obhigations — 0 25% reduction in the discount rate! {319) (298)
UK defined benefit assets —0 25% reduction in interest rates® 458 463
UK defined benefit obhgations — Age ratings increase by one year {199) (163)
UK defined benefit longevity swap —Age ratings increase by one year 68 62
UK defined benefit obhgations — 0 5% increase in rate of increase in safanes {197) {127)
pPost-retirement medical benefit abligations - 1% increase in healthcare trend rates {(a9) (45)
Post retirement medical benefit obhigations — 1% decrease 1n healthcare trend rates 4 56
Post-retirement medical benefit expense — 1% increase in healthcare trend rates 4 4
Post-retirement medical benefit expense — 1% decrease in healthcare trend rates (3) {5)
! The difference anses largely due to differences in the methods used to value the ebligations for accounting and economic purposes On an economie basis the correlation is
approximately 97 per cent
History of defimed benefit schemes
The history of the schemes for the current and prior years 1s as follows
2012 011 2010 2009 2008
£im im £m im £m
Balance sheet
Present value of defined benefif obhgations {9,765) (8,765) (8,102} (7,537) (6 546)
Fair value of scheme assets 10,328 10,016 8,217 7,402 7,446
Unrecognised past service credit {82) {94) - - -
Unrecogmised surpluses {853) (1,318} (635) (335) (1042)
Mimmum funding habihties (173) (236} (336) (385) (425)
Deficit {545) (397) {856) {855) (567}
Experience (losses)/gains
Actuanal {lpsses)/gains on scheme assets {10) 1426 460 {270) 178
Experience (losses)/gains an scheme habilities (777) {720) (303) {878) 766
Movement in unrecognised surpluses 465 (683) {300} 707 (928)
Recognition of mimmum funding hability on 1 January 2008 - - - - {491)
Movement in minimum funding habihties 63 100 49 40 66
Total amount recogmsed in OCI (259) 123 (94} (401) (409)
Curnulate amounts recognised in OCl since 1 January 2004 (328) (69) {192) (98) 303
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19 Share capital

Ordinary
shares of Nominal
20peach value
Milhons £m
Issued and fully pard

Atlanuary 1 2011 and December 31 2012 1,631 326

20 Share-based payments
Effect of share-based payment transactrons on the Group's results and finanoal position 2012 2011
£m £m
Total expense recognised for equity-settled share-based payments transactions 49 52
Total expense recognised for cash settled share-based payments transactons 6 7
Share based payments recogmsed in the consohdated \ncome staterment 55 59
Liability for cash-settled share-based payment transactions 18 9

Share-based payment plans in operation during the year

Performance Share Plan (PSP)

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

ShareSave share option plan (ShareSave)

Based on a three o five-year monthly savings contract, ehgible employees are granted share options with an exercise price of up to 20 per
cent below the share price when the contract 1s entered mto Vesting of the options s not subject to the achievernent of a performance
target In the UK the plan 1s HM Revenue & Customs approved Overseas, employees in 33 countries participate in cash-settled ShareSave
plans through arrangements which provide broadiy comparable benefits to the UK plan

Executive Share Ophion Plan (ESOP)

This plan mvolved the grant of market value share options to participants It termmated n 2009 and no further grants may be made
Remaining options under the plan are subject to a non-market based performance condrtion (growthn EPS} and have a maximum
contractual Ife of ten years

Annual Performance Related Award (APRA) plan deferred shares

A proportion of the APRA annual mcentive scheme s dehvered in the form of a deferred share award The release of deferred share awards
15 not dependent on the achievement of any further performance conditions other than that participants remain employed by the Group
for two years from the date of the award in order to retain the full number of shares Buring the two-year deferral perod, participants are
enhitled to recewe dividends, or equivalent, on the deferred shares
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20 Share-based payments {continued)

Movements i the Group's share-based payment plans durng the year

ShareSave ESOF PSP APRA
Weighted Weighted
average average

Number exercise price Number EXETCISE pre Numbe: Number

Milhions Perice Millons Pence wilhons Milhons
Qutstanding at 1 January 2012 218 447 Q5 100 195 33
Granted - - - - 43 20
Additional entitlements arising from TSR performance - - - - 28 -
Forfeited 06) 446 - - (0B) 01)
Exercised (01) 409 @4) 103 (11 8) (12
QOutstanding at 31 December 2012 268 447 01 77 140 40
Exercisable at 31 December 2012 - - 01 77 - -
Qutstanding at 1 January 2011 265 384 07 125 195 31
Granted 106 525 - - 53 26
Additional entitlements anising from TSR performance - - - - 11 -
additional shares accrued from remvestment of C Shares - - - — - 01
Forferited {09) 387 - - 07) {01}
Exercised (87) 357 {02) 207 s7) {24
Outstanding at 31 December 2011 275 447 05 100 195 33
Exercisable at 31 Decernber 2011 - - 05 100 - -

As share ophions are exercised throughout the year, the weighted average share price during the year of 836 pence (2011 642 pencejis
representative of the weighted average share price at the date of exercise The closing price at 31 December 2012 was 873 5 pence (2011
746 5 pence)

The average remaimng contractual hfe of exercisable options 1s 0 2 years (2011 1 0 years)

Share options outstanding

ShareSave ESOP Total
Weighted Weighted Weighted
average average average
temaimng remaiming remaining
Number  contractual hfe Number  contractual life Number  contractualHfe
Exercise prices {pence) Millions Years Milllons Years Millions Years
At 31 December 2012
0-99 - - 01 02 01 02
300 - 399 105 13 - - 105 13
400 - 499 59 01 - - 59 01
500 - 599 104 32 - - 104 32
268 18 01 02 269 18
At 31 December 2011
0-99 i - 04 12 04 12
100 -199 = = 01 02 01 02
300-399 10 8 23 = = 108 23
400 - 499 60 11 - - 60 11
500-599 107 42 - - 107 42
275 27 05 10 280 27

The range of exercise prices of options outstanding at 31 December 2012 was for ShareSave between 387 pence and 525 pence {2011 387
pence and 525 pence), and for ESOP 1t was 77 pence (2011 77 pence and 188 pence)

Under the terms of the Rolls-Royce 1999 Executive Share Option Plan, options granted to three semor executives were cutstanding at
31 Decemnber 2012
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20 Share-based payments (continued)
Fair values of share-based payments

The weighted average fair value per share of equity-settled share-based payment plans granted during the year, estimated at the date of

grant, are as follows

2012 2011
PSP—25% TSR uplift 885p &62p
PSP —50% TSR uphft 985p 737p
ShareSave — 3 year grant nfa 210p
ShareSave — 5 year grant nfa 238p
APRA 809p 612p

In estimating these fawr values, the following assumptions were used
PSP ShareSave
2012 2011 2011
Weighted average share price 809p 612p 691p
Exercise price nfa nfa 525p
Expected dividends 16 5p 154p 16 0p
Expected volatility 31% 32% 30%
Correlation 39% 36% nfa
Expected life — PSP 3 years 3 years nfa
Expected hfe — 3 year ShareSave nfa nfa  33-38years
Expected hfe — 5 year ShareSave n/a nfa  53-58years
Risk free interest rate 06% 19% 19%

Expected volatihty 1s based on the mstorical volatility of the Company's share price over the seven years prior to the grant or award date
Expected dividends are based on the Company’s payments to shareholders in respect of the previous year

PSP

The faw value of shares awarded under the PSP 1s calculated using a pnicing model that takes account of the non-entitlernent to dividends
{or equivalent) during the vesting period and the market-based performance condition based on expectations about volatihty and the
correlation of share price returns in the group of FTSE 100 compames and which incorporates into the valuation the interdependency
between share price performance and TSR vesting This adjustment increases the fai value of the award relative to the share price at the

date of grant

ShareSave

The fair value of the options granted under the ShareSave plan 1s calculated using a binomal pricing model that assumes that participants
will exercise thewr options at the begimming of the six-month window if the share price 1s greater than the exercise price Otherwise it
assurnes that options are held until the expiration of their contractual term This results in an expected hfe that falls somewhere between

the start and end of the exercise window

APRA

The fair value of shares awarded under APRA 15 calculated as the share price on the date of the award, excluding expected dividends
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21 Operating leases
Leases as lessee 2012 2013
£m £m
Rentals paid —hire of plant and machinery 94 104
=hire of other assets 34 28
Naon-cancellable operating lease rentals are payable as follows
Within one year 147 117
Between one and five years 450 401
After five years 526 479
1,163 597
Leases as lessor
2012 2011
£m im
Rentals received — credited within revenue from aftermarket services 30 36
Non-cancellable operating lease rentals are recevable as follows
Within one year 2 3
Between one and five years 7 8
After five years 1 7
10 13

The Group acts as lessee and lessor for both land and bwldings and gas turbine engines and acts as lessee for some plant and equipment

« Sublease payments of £4m {2011 £3m) and sublease recepts of £17m (2011 £23m) were recogrused 1in the income statement n the year

+ Purchase options exist on aero engines, land and buildings and plant and equipment with the penod to the purchase option date

varying between one to eight years

- Renewal options exist on aero engines, land and buldings and plant and equipment with the penod to the renewal option varying

between one to 29 years at terms to be negotiated upon renewal
- Escalation clauses exist on some Jeases and are linked to LIBOR

+ The total future rmmmum sublease payments expected to be made s £16m (2011 £5m) and sublease receipts expected to be recewved 1s

£9m {2011 £4m)

22 Contingent habitities

In conmection with the sale of 1ts products the Group will, on some cccasions provide financing support for 1ts customers The Group's
contingent habihities relating to fimancing arrangements are spread over many years and relate to a number of customers and a broad

product portfoho

Contingent habilities are disclosed on a discounted basis As the directors consider the hkehhood of these contingent habilities crystathsing
to be remote, this amount does not represent a value that s expected to crystallise However, the amounts are discounted at the Group's

borrowing rate to reflect better the time span over which these exposures could arise The contingent habilities are denorminated in

US dollars As the Group does not generally adopt cash flow hedge accounting for forecast foreign exchange transactions, this amount 13

reported together with the sterhng equivalent at the reporting date spot rate

The discounted values of contingent habilities relating to dehivered aircraft and other arrangements where financing 15 1n place, less

insurance arrangements and relevant prowvisions, were

2012 2011

fm sm im $m
Gross contingent habilities 569 925 612 951
Contingent habihties net of relevant secunty! 70 114 124 192
Contingent iabibties net of relevant secunty reduced by 20%? 133 216 201 312
1Secunty mcludes unrestricted cash collateral of 64 104 &7 104

7 Although sensitivity calculations are complex the reduction of relevant security by 20 per centiilusirates the sensitvity of the contingent hability to changes in ths assumption

There are also net contingent habilities in respect of undehvered areraft, but it 1s not considered practicable to estimate these as deliveries
can be many years n the future, and the relevant financing will only be put in place at the appropnate time
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22 Contingent liabilities (continued)

Followng a tequest for mformation from the Serous Fraud Office (SFO) about allegations of malpractice in Indonesia and China

wnvestigations by Rolls-Royce have identified matters of concern in these, and in other overseas markets The Group has passed information

to the SFO telating to these concerns and 15 cooperating fully

The consequence of these disclosures will be decided by the regulatory authorities 1t is too early to predict the outcomes, but these could

include the prosecution of indwiduals and of the Company Accordingly, the potential for fines or other penalties cannot currently be

assessed As the mvestigation 1s ongoing 1t 1s not possible to identify the timescale in which these 1ssues might be resolved

Contmgent habilities exist in respect of guarantees provided by the Group n the ordinary course of business for product dehvery,

performance and rehabiity The Group has in the normal course of business, entered into arrangements in respect of export finance,
performance bonds, countertrade obligations and minor rmscellaneous items Varous Group undertakings are parties to legal actions and
daims which anise 1n the ordinary course of business, some of which are for substantial amounts As a consequence of the insolvency of an
nsurer as previously reported, the Group s ne longer fully msured agamst known and potential claims from employees who worked for
certain of the Group's Uk-based businesses for a penad prior to the acquisition of those businesses by the Group Winle the outcome of
some of these matters cannot precisely be foreseen, the directors do not expect any of these arrangements, legal actions or claims, after
allowng for provisions already made, to result in sigmficant loss to the Group The Group's share of equity accounted entities’ contingent

liabihties s £48m (2011 £68m)

23 Related party transactions

2012 2011
£m £m

Sales of goods and services to joint ventures and associates 2,937 2,864
Purchases of goeds and services from joint ventures and associates {3.082) {2,380}
Operating lease payments to joint ventures and associates (57) (77)
Guarantees of joint ventures’ and associates’ borrowings 12 124
Dividends recewved from joint ventures and associates 129 76
RRSP receipts from jornt ventures and associates 13 13
Other income recewed from joint ventures and associates 2 56

The aggregated balances with jomnt ventures are shown m notes 11 and 15 Transachions with Group pension schemes are shown n note

18

In the course of normal operations, related party transactions entered mto by the Group have been contracted on an arms-length basis

Key management personnel are deemed to be the directors and the members of the GLT, as set out inthe Annual Report of Rolls-Royce

Holdings plc Remuneration for key management personneiis shown below

012 2011
£m £m

Salanes and shart-term benefits 15 13
Post-retirement schemes 1 1
Share-based payments 8 14
24 33
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24 Acquisitions and disposals
During the year, the Group made a number of acquisitions

+ on 19 June 2012, Superstructure Caprtal Limmted, a business engaged in marketing and sale of safety and risk management software to

the aerospace industry,

- on 13 July 2012, PFW Aerospace UK, a business engaged in the manufacture of precision components for the aerospace mdustry

+ on 13 December 2012, Rolis-Royce Goodnch Engime Controls Limited (AEC, acquisition of 50 per cent not already held}, a business
engaged in the development and manufacture of aere-engine controls, and

+ on 27 December 2012, PKMJ Techmcal Services, Inc a nuclear engineering services business m the US

Recogmsed amounts of identifiable assets acquired and habihhies assumed

£m
Intangible assets 9
Property plant and equipment 45
Past retirement scheme surpluses 5
Inventary 37
Trade and other recevables 61
Cash and cash equivalents 7
Trade and other payables {52)
Borrowings (78)
Deferred tax habilities {1)
Provisions )]
Total identifiable assets and habihties 26
Goodwll ansing 10
Bargam purchase! (4)
Total consideration 32
Satished by
Cash consideration 27
Existmg shareholding 5
32
Net cash outflow ansing on acquisttion
Cash consideration 27
Less cash and cash equivalents acquired {7)
Cash outflow per cash flow statement 20
Identifiable intangible assets comprise
Technology, patents and hcenses 2
Customer relationships H
Other 2
9

' Bargain purchase of £4m ansing on the acquisition of AEC has been recogmsed as a gan within commercial and admimistrative costs offset by acharge of £2mon revaluing the

previous joirnt ventyure investment

These acquisitions did not have a sigmificant impact on the results for the year and would not have done had they been acquired on

1 lanuary 2012
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24 Acquisitions and disposals (continued)
During the year, the Group disposed of

» on 27 June 2012, Rolls-Rayce Fuel Cell Systems Inc {dilutton of existing shareholding to 48 per cent), and

on 29 June 2012 for U515 billion, the equaty, programme share and related goodwill of IAE International Aero Engmes AG, which

produces the V2500 engine for the Airbus A320 family of arcraft

Assets and habihties disposed

IAE! Other Total

£m im £m
Intangible assets 193 1 194
Property, plant and equipment - 2 2
Investment m joint venture 13 - 13
Trade and other recewables 76 1 77
Cash and cash equwvalents - 1 1
Trade and other payables {31) - {31)
Provisions for labihities and charges (8) {3) {11)
Net assets 243 2 245
Profit on disposal of businesses 639 - 69%
Transfer of subsidiary to associate -~ {2) (2)
Oisposal proceeds 942 - 942
Cash and cash equvalents disposed - (1) 1
Cash mnflow/{outflow) per cash flow statement 942 (1) 941

1At 31 December 2011 the assets and habihties associated with the IAE business were ¢lassified as Assets held for sale as described 1 note 13

Rolls Royce plc Directors 1epart and financial statements 2012

SIUBWIIIELS [POURULY




90 Fnancial statements

Notes to the consohdated financial statements

25 Events after the reporting period — Consolidation of Tognum AG

On 1January 2013, canditions were fulfilled which gave the Group certam rights that result in Tognum AG being classified as a subsidhary
and consohdated Rolls-Royce and Damler AG each hold 50 per cent of the shares of Engine Holding GmbH, which itself holds approximately
99 per cent of the shares of Tognum AG From 25 August 2011 to 31 December 2012 the Group's interest 1n Tognum was classified as a jont
venture and equity accounted Tognum s 2 premum suppher of engines, propulsion systems and components for manne energy, defence,
and other industnal apphcations {often described as ‘off-lighway’ appheations)

The table below sets out the ilustrative effects of this business combination These are based on (1) a price of €26 per share {the offer
price of the acquisition of Tognum by Engine Holding in 2011) and {n) adjustments to reflect the fair values of Tognum's assets and
habilities on the acquisition of Toghum by Engine Holding on 25 August 2011, updated where appropnate Both these bases will be
updated during 2013

Provisional identifiable assets acquired and habilities assumed

£m
Intangible assets 1,134
Property plant and equipment 572
tnvestments in joint ventures and associates 30
Inveniory 764
Trade and other recewvables 479
Taxatton recoverable 46
Financial assets 29
Cash and cash equivalents 240
Trade and other payables (520)
Current tax habilities {26)
Borrowings and other financial habihties (306)
Deferred tax {263)
Provisions {435)
Post-retirernent schemes (397)
Total identifiable assets and habihittes 1,347
Goodwill arising 735
Total consideration 2,082
Consideration satisfied by
Existing sharehelding 1,409
NCI 673
2,082

The carrying vaiue of the Group’s interest in Tognum before the change in classification was £1,328m On the basis of the illustrative
valuation, the Group will recogmse a gain of £81m n 2013 as a result of re-measuring this interest

Rolls Reyce plc Directors’ report and financial statements 2012




91 Financial statements

Company balance sheet
At 31 December 2012

2012 2011
Notes £m im
Fixed assets
Intangible assets 3 717 667
Tangible assets 4 1,152 1089
Investments - subsidiary undertakings 5 1,773 1,769
—joint ventures 5 45 40
3,687 3565
Current assets
Stocks ] 1,371 1,261
Debtors —amounts falhing due within one year 7 3,216 3,235
—amgunts falling due after one year 7 517 856
Other financal assets —ameunts falling due within one year 8 124 131
—amounts falling due after one year 8 594 333
Short term deposits 1,487 -
{ash at bank and 1n hand 384 647
7,693 6463
Creditors —amounts falling due within one year
Borrowtngs 9 {696) {404)
Other financial habiities 8 (174) (147)
Other creditors 10 (5,815) (5733)
{6,685) (6 284)
Net current assets 1,008 179
Total assets less current iabilities 4,695 3744
Creditors —amounts falling due after one year
Borrowings 9 {1,229) {1179)
Cther financial habilities 8 (447) (950)
Other creditors 10 (795) {710)
(2,471) (2,839)
Provisions for habihties and charges 11 {122) (124)
Net assets excluding post-retirement schemes 2,102 781
Post retirement schemes — surpluses 13 796 B38
—deficits 13 {15) {5)
Net assets 2,883 1,614
Capital and reserves
Called-up share capital 14 326 326
Share premium account 15 631 631
Revaluation reserve 15 29 35
Other reserves 15 167 167
Profit and loss account 15 1,730 455
Total shareholdersfogds 2,883 1,614
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Statement of total recognised gains and lossess
For the year ended 31 December 2012

2012

2011

£m £m
Profit attributable to the shareholders of Rolls-Royce plc 1,367 (44)
Net movement on post-retirement schemes {182) 258
Related tax movements 67 {43)
Total recogmsed gains relating to the year 1,252 171
Reconciliation of movements in shareholders’ funds
For the year ended 31 December 2012

2012 2011

£m £m
At 1January 1,614 1418
Total recognised gains for the year 1,252 171
Share-based payments - direct to equity 17 25
At 31 December 2,883 1614
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1 Accounting pohcies

Bas1s of accounting
The financial statements have been prepared 1n accordance with apphcable accounting standards on the historical cost basis, modified to
nclude the revaluation of land and butldings, and on a going concern basis as described on page 38

As permitted by the Compames Act 2006, a separate profit and loss account for the Company has not been included in these finanaial
statements

As perrmtted by FRS 1 Cash flow staternents, no cash flow statement has been prepared, as a consohdated cash flow statement has been
prepared by the ultimate parent company

Sorne small adjustments have been made to comparatve figures to put them on a consistent basis with the current year

Revenue recogmbion
Revenues comprise sales to external customers after discounts, and excluding value added tax

Sales of products are recagmsed when the sigmficant nisks and rewards of ownership of the goods are transferred to the customer, the
sales price agreed and the receipt of payment can be assured

Sales of services and long term contracts are recognised when the outcome of the transaction can be rehably estimated Revenues
recogmsed by reference to the stage of completion based on services performed to date as a percentage of the total contractual obhigation
The assessment of the stage of completion 1s dependent on the nature of the contract but will generally be based on costs incurred to the
extent these relate to services performed up to the reporting date, achievement of contractual milestones where appropnate, or flying
hours or equivalent for leng-term aftermarket arrangements

Linked sales of product and services are treated as a single long-term contract where these components have been negotiated as a simgle
commercial package and are so closely interrelated that they do not operate independently of each other and are considered to form a
single project with an overall profit margin Revenue 1s recogmised on the same basis as for other sales of products and services as
descnibed above

Full proviston 1s made for any estimated losses to completion of contracts having regard to the overall substance of the arrangements

Progress payments received on long-term contracts, when greater than recorded turnover, are deducted from the value of work 1n progress
except to the extent that payments on account exceed the value of work 1n progress on any contract where the excess 15 mcluded
creditors The amount by which recorded turnover of lang-term contracts 1s 1n excess of payments an account 15 classified as 'amounts
recoverable on contracts’ and 1s separately disclosed within debtors

Government imvestment
Where a government or simiar body has previously invested in a development programme, the Company treats payments to that body as
royalty payments, which are matched to related sales

Risk and revenue sharing partnerstips {(RRSPs)

From time-to-time, the Company enters into arrangements with partners who make cash payments that are not refundable Cash sums
recewved, which reimburse the Company for past expenditure, mcluding that in estabhshing the market to which the partners are gaining
access, are credited to other operating income The arrangements also require partners to undertake development work and/or supply
components for use in the programme at their own expense Noaccounting entries are recorded where partners undertake such
development work or where programme components are supphed by partners because no obhgation arises unless and until programme
sales are made, instead payments to partners for their share in the programme are charged to cost of sales as programme revenues anse

The Company has arrangements with partners who do not undertake development work or supply parts Such arrangements are

considered to be financial instruments as defined by FRS 25 Financial mstruments Presentation and are accounted fer using the amortised
cost method
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Research and development

The charge to the profit and loss account consists of research and development expenditure incurred n the year excludmg known
recoverable costs on contracts, contributions to shared engineenng programmes and application engineening Apphcation engineering
expenditure, mcurred in the adaptation of existing technology to new products, 1s capitalised and amortised over the programme hfe, up
to a maximurn of 15 years, where both the techmical and commercaial nisks are considered to be sufficiently low

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

Taxation

Provision for taxation 1s made at the current rate and for deferred taxation at the projected rate on all timing differences that have
ongnated, but not reversed at the balance sheet date Deferred tax s calculated using the enacted or substantively enacted rates that are
expected to apply when the asset or habihty s settled

Deferred tax assets are recogmsed only to the extent that it 1s probable that future taxable profits will be available agamst which the assets
can be utihsed

Foreign currency translation

Transactions in overseas currencies are translated intolocal currency at the exchange rate ruling on the date of the transaction Monetary
assets and habihibes denominated m foreign currencies are translated into sterhing at the rate ruling at the year-end Exchange differences
anising on foreign exchange transactions and the retranslation of assets and habihbes into sterhing at the rate ruling at the year-end are
taken into account in deterrmming profit on ordmary activities before taxation

Firancial mstruments
RS 26 Financial instruments recogmition and measurement requires the classification of financal instruments into separate categories for
which the accounting requirement 1s different Rolls-Reyce has classified its financial instruments as follows

» Short-term investments are generally classified as available for sale

- Short-term deposits (principally compnsing funds held with banks and other financial institubions), trade recewvables and short-term
mvestments not designated as avatable for sale are classified as loans and recewvables

« Borrowngs, trade creditors and financial RRSPs are classified as other habilities

- Dernwvatives, comprising foreign exchange contracts, interest rate swaps and commodity swaps are classified as held for trading

Financial instruments are recogrised at the contract date and initially measured at fair value Their subsequent measurement depends on
their dlassification

+ Loans and recewables and other habilities are held at amortised cost and not revalued (except for changes in exchange rates, which are
mctuded in the profit and loss account) unless they are included m a fair value hedge accounting relationship Where such a relationship
exists, the instruments are revalued in respect of the nisk being hedged If instruments held at amortised cost are hedged, generally by
mterest rate swaps, and the hedges are effective, the carrying values are adjusted for changes in fair value, which are included in the
profit and loss account

- Avanlable for sale assets are held at fair value Changesn fair value anising from changes m exchange rates are included in the profit and
loss account All other changes in fair value ate taken to reserves On disposal, the accumulated changes i value recorded in reserves are
mcluded in the gan ot loss recorded in the profit and loss account

+ Held for tradng mstruments are held at fair value Changes in fair value are included in the profit and loss account unless the
mstrument 1s mcluded n a cash flow hedge If the mstruments are included n a cash flow hedging relationship, which 15 effective,
changes n value are taken to reserves When the hedged forecast transaction occurs amounts previously recorded in reserves are
recogmsed in the profit and loss account

- Fnancial instruments are devecognised on expiry or when all contractual nights and cbhgations are transferred
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Hedge accounting
The Company does not apply hedge accounting in respect of forward fareign exchange contracts held to manage the cash flow exposures
of forecast future transactions denommnated in foreign currencies

The Company does not apply hedge accounting i respect of commodity swaps held to manage the cash flow exposures of forecast future
transactions in those commodities

The Company applies hedge accounting in respect of transactions entered into to manage the fair value and cash flow exposures of 1ts
borrowings Forward foreign exchange contracts are held to manage the fair value exposures of borrowings denorminated in foreign
currencies and are designated as farr value hedges Interest rate swaps are held to manage the interest rate exposures and are designated
as fair value or cash flow hedges of fixed and floating rate borrowings respectively

Changes 1n the fawr values of denvatives designated as fair value hedges and changes n fair value of the related hedged item are recognised
directly in the profit and loss account

Changes m the fair values of demivatives that are designated as cash flow hedges and are effective are recogmised directly n reserves Any
meffectiveness in the hedging relationships 1s imcluded w the profit and loss account The amounts deferred in reserves are recognmised in
the profit and loss account to match the recogmition of the hedged »tem

Hedge accounting 1s discontinued when the hedging instrument expires oris sold terminated, or exeraised, or nolonger quahfies for
hedge accounting At that time, for cash flow hedges and f the forecast transaction remains probable, any cumulative gam or loss on: the
hedging instrument recogrised 1n teserves, 1s retained i reserves until the forecast transaction accurs If a hedged transaction 1s no longer
expected to occur, the net cumulative gan or loss previously recogrised in reserves 1s transferred to the profit and loss account

The portion of a gain or loss on an instrument used to hedge a net investment n a foreign operation that 1s determimed to be an effective
hedge 15 recogmsed directly in reserves The ineffective portion 1s recogmsed immediately in the profit and loss account

Certification costs and participation fees

Costs incurred n respect of meeting regulatory certification requirements for new civil engine/aircraft combinations and payments made
to arrframe manufacturers for this, and particypation fees, are carried forward i intangible assets to the extent that they can be recovered
out of future sales and are charged to the profit and loss account over the programme life, up to a maximum of 15 years from the entry-
mto-service of the product

Software
The cost of acquining software that is not specific to anitern of tangible fixed assets 15 classified as an intangible asset

Tangible fixed assets and depreciation
Tangible fixed assets are stated at cost or valuation less accumulated deprecation and any provision for imparments in value

Depreciation 1s provided on a straight-hne basss to wnte-off the cost or valuation, less the estimated restdual value, over the estimated
useful ife Estimated useful hives are as follows

1} tand and buildings, as advised by the Group's professional valuers
a) Freehold buildings - five to 45 years (average 23 years)
b} Leasehold land and buildings —lower of valuers’ estimates or period of lease
¢) Nodepreciation s provided in respect of freehold land

n} Plant and equipment —five to 25 years (average 13 years)

m) Awrcraft and engines - five to 20 years {average 15 years)

w) Nodepreciation is provided on assets 1n the course of construction
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Impairment of fixed assets

Imparment of fixed assets s considered in accordance with FRS 11 impairment of fixed assets and goodwill Where the asset does
not generate cash flows that are independent of other assets, impairment 1s considered for the income generating umit to which the
asset belongs

Intangible assets not yet avanlable for use are tested for impairment annually Other fixed assets are assessed for any indications of
impanrment annually If any indication of impairment 1s identified, an impairment test 1s performed to estimate the recoverable amount

Recoverable amount 1s the hagher of value in use or fair value less costs to sell —if this 1s readily avarlable The value in use s the present
value of future cash flows using a pre-tax chscount rate that reflects the time value of money and the nsk specific to the asset

If the recoverable amount of an asset {or iIncome-generating unit) 1s estimated to be below the carrying value, the carrymg value 1s
reduced to the recoverable amount and the impairment loss recogmsed as an expense

Operating leases
Payments made and rentals received under operating lease arrangements are charged/credited to the income statement on a
straight-hne basis

Stock

Stock and work 1n progress are valued at the lower of cost and net reahsable value on a first-n, first-out basis Cost comprises direct
matenals and, where apphcable, direct labour costs and those overheads, including depreciation of property, plant and equipment, that
have been incurred in bringing the inventones to their present location and condition Net realisable value represents the estimated selling
prices less all estimated costs of completion and costs to be incurred sn marketing selling and distnbution

Provisions

Provisions are recognised when the Company has a present obhgation as a resuit of a past event, and 1t 15 probable that the Company will
be required to settle that obhigation Provisions are measured at the directors’ best estimate of the expenditure required to settle the
obhgation at the balance sheet date, and are discounted to present value where the effect1s matenal

Post-retirement benefits

Pensions and similar benefits are accounted for under FRS 17 Retirement benefits For defined benefit plans, obhgations are measured at
discounted present value whitst plan assets are recorded at fair value The service and financing costs of such plans are recogmised
separately m the profit and loss account, service costs are spread systematically over the hves of employees and financing costs ate
recogrised in the penods i which they anse Actuanal gans and losses are recogrised immechately in the statement of total recogmsed
gams and losses Surplus i schemes are recogmsed as assets only if they represent economic benefits that are available to the Company in
the future

Payments to defined contribution schemes are charged as an expense as they fall due

Share-based payments

The Company participates in Rolls-Royce Holdings ple employee share-based payment arrangements These are equity-settled
arrangements and are measured at far value (excluding the effect of non-market based vesting conditions} at the date of grant The fair
value 1s expensed on a straight-line basis over the vesting period, based on the Company’s estimate of shares or options that will eventually
vest The costs of these share-based payments are treated as a capital contribution from the parent company Any paymentis made by the
Company toits parent company, im respect of these arrangements, are treated as a return of this capital contnbution

The fair values of the share-based payment arrangements are measured as follows

1} ShareSave —using the binormal pricing method

n} Performance Share Plan - using a pricing model adyusted to refiect non-entitlement to dwidends {or equivalent) and the Total
Shareholder Return market based condition

m) Annual performance Related Award plan and free shares under the Share Incentive plan — share price on the date of the award

See note 17 for further descnphion of the share-based payment plans
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2 Emoluments of directors

2012 2011
Highest paid Other Highest pard Other
director directors directer directors
£000 £000 £000 £000
Aggregate emoluments excluding deferred share plans 1,960 4,902 1,551 4976
Aggregate amounts relating to deferred share plans 496 7,993 359 5057
Aggregate value of Company contributions to Company defined contribution
pensions schemes 123 383 115 552
Gains realised on exercise of share options ! - - = 5
2012 2011
Number Number
Number of directors with accruing retirement benefits
Defined contnibution schemes 2 3
Defined benefit schemes ? 2 2
Number of directors with enhanced protection nights within defined benefit schemes 2 2
Number of dwectors exerctsing share options - 2
Number of directors recewing shares as part of long-term incentives schemes 5 &
! Includes gains under the ShareSave plan
1 Two directors were contnibuting members of both defined contribution and defined benefit schemes {2011 two directors)
3 Intangible assets
Certification costs
and participation Software
fees and other Total
£m £m £m
Cost
At 1 January 2012 646 319 965
Addihions 14 112 126
Disposals (6) - {6}
At 31 December 2012 654 431 1,085
Accumulated amorhisation
At 1January 2012 197 101 298
Charge for the year 33 43 76
Msposals {6) - {6)
At 31 December 2012 224 144 368
Net book value
At 31 December 2012 430 287 717
At1lJanuary 2012 449 218 667
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4 Tangible assets

Land and Plant and Aircraft and in course of
buildings equipment engines construction Total
£m £m £m £im £m
Cost or valuation
At 1January 2012 448 1,449 37 179 2,113
Additions -] 66 - 126 200
Reclassifications 14 69 - (83) -
Dhsposals 4) (25) - - {29)
At 31 December 2012 466 1,559 37 222 2,284
Accumulated depreaiation
At 1January 2012 153 859 11 1 1,024
Charge for the year 16 112 7 - 135
Disposals (5) {20) - 2) (27)
At 31 December 2012 164 951 18 [T 1,132
Net book value
At 31 December 2012 302 608 19 223 1,152
At 1Jjanuary 2012 295 590 26 178 1,089
2012 2011
£m im
Tangible fixed assets include
Net book value of finance leased assets 11 12
Non-depreciable land 68 60
Land and buildings at cost or valuation compnse
Cost 320 286
Valuation at 31 December 1996 146 162
466 448
On an historical cost basis the net book value of land and buildings would have been as follows
Cost 436 413
Depreciation (162) (153)
274 260
Capital expenditure commitments 152 121
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5 Investments

Subsidiary
undertakings' Joint ventures?

Shares Shares
atcost? at cost Loans Total
£m £m £m £m
At 1January 2012 1,765 35 5 40
Additions 50 3 2 5
Imparrment (14) - - -
Disposals/write-offs (32) - - -
At 31 December 2012 1,773 38 7 45

' The prineipal subsidiary undertakings are listec on page 112
!The principal joint ventures are iisted on pages 113 and 114

*The Company has quaranteed the uncalled shate capital of Nyghtingale (nsurance Limited one of 1ts subsidianies At 31 December 2012 this guarantee was E25m (2011 £25m)

6 Stocks

2012 2011
£m £m
Raw materals 78 76
Work n progress 438 351
Long-term contracis weork in progress {4) (1)
Fimished goods 837 773
Payments on account 22 22
1,371 1261

7 Debtors

Falling due within oneyear Falling due after one year

2012 2011 012 2011
£m £m £m £m
Trade debtors 361 307 39 -
Amounts recoverable on contracts 10 127 165 406
Amounts owed by ~ subsidiary undertakings 1,699 1,823 - -
—joint ventures 319 517 3 19
— parent and »s substdiaries 544 196 - -
Deferred tax assets (note 12} - - 281 403
Other debtors 210 172 - -
Prepayments and accrued income 73 93 29 28
3,216 3,235 517 856
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8 Other finanaal assets and liabilities

Details of the Company's policies on the use of financial mstruments are given in the accounting policies on pages 93 t0 96

The fair values of other financial instruments held by the Company are as follows

Foreign
exchange Commodity Interest rate Total financial
contracts contracts contrzcts dervatives RRSPs Total
£m £m £m £m £m £m
At 31 Decernber 2012
Assets —amgunts falling due within one year 113 & 5 124 - 124
—amounts falling due after one year 500 4 90 594 - 594
Liabilities  —amounts falling due within one year {124} (8} - (132) (42) {174)
—amounts falling due after one year {241) {15} (7) (263 (184} (447)
248 (13) 88 323 (226} 97
At 31 December 2011
Assets —amounts falling due within one year 124 7 - 131 - 131
—amounts falling due after one year 243 7 83 333 - 333
Liabihties  —amounts falling due within one year (106) ) — {113} {34} {147)
—amounts falling due after one year (698) {19) {2) (719) (231) (950}
(437} (12) 81 (368) (265) (633)

Derivative financial mstruments

The Company uses varous financtal instruments to manage 1ts exposure to movements in foreign exchange rates The Company uses
commedity swaps to manage 1ts exposure to movements 1n the price of commodities {jet fuel and base metals} To hedge the currency nisk
associated with a borrowing denominated in US dollars, the Company has currency denvatives designated as part of a fair value hedge The
Company uses interest rate swaps, forward rate agreements and interest rate caps to manage 1ts exposure te movements in interest rates
Where the effectiveness of the hedge relationship i a cash flow hedge 15 demonstrated changes 1n the fair value that are deemed effective
are included m the hedging reserve and released to match actual payments on the hedged item

Movements 1n the fair values of denvative financial instruments were as follows

Foreign exchange Commaodity Interest rate

instruments instruments instruments Tetal

fm £m £m £m
At 1January 2011 {402) 21 175 (208)
Movements in far value hedges ! 2 - 83 85
Movements i cash flow hedges 1) - - {1}
Movements in other dervatwe contracts 16 {28) 1 {11)
Contracts settled {52) {5) {178} {235}
At 1January 2012 (437) {12) 81 (368)
Movements in farr value hedges (8) - 6 (2}
Movements n cash flow hedges (4} - - (4}
Movements in other derwatve confracts 686 {3) 1 684
Contracts settled 11 2 - 13
At 31 December 2012 248 (13) 88 323

! Gaw ontelated hedged items £2m (2011 £85m net Joss)

Where apphcable, market values have been used to determine fair values Where market values are not available, fair values have been
calculated by discounting expected future cash flows at prevaihng interest rates and translating at prevaihing exchange rates

Financial nsk and revenue shanng partnerships (RRSPs)
The Company has financial habilities ansing from financial RRSPs These financial habilities are valued at each reporting date using the

amortised cost method This invalves calculating the present value of the forecast cash flows of the arrangements using the internal rate of
return at the inception of the arrangements as the discount rate
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8 Other financial assets and habilities (continued)

The amaortised cost values of financial RRSPs were as follows

2012 2011

£m £m
At 1 January {265) {290}
Cash paid to partners 51 66
Financing charge (17) (18)
Exchange adjustments 12 {2)
Changes in forecast payments {7) (21)
At 31 December 226) {265)

9 Borrowings

Fa¥hng due within one year

Falling due after pne year

012 2011 2012 2011
£m £m £m £m
Unsecured

Overdrafts 549 404 - -
Bank leans - - 400 200
74, % Notes 2016 £200m - - 200 200
6 38% Notes 2013 L55230m! 147 - - 160
6 55% Notes 2015 US583m ! - - 58 62
675% Notes 2019 £500m ? - - 571 557
696 404 1,229 1179

Repayable — otherwise than by installments
Between one and two years - 160
Between two and five years 458 462
After five years 771 557
1,229 1179

! These notes are the subject of interest rate swap agreements under which the Company has undertaken to pay floating rates of snterest and currency swaps which form a fair value

hedge

? These notes are the subject of interest rate swap agreements under which the Company has undertaken to pay fleating rates of interest which form a farr value hedge

10 Other creditors
Falling due withim one year Falling due after one year

2012 2011 2012 2011
£m £m Em £m
Payments recewved on account ! 331 401 609 487
Trade credhtors 548 529 - -
Amounts owed to - subsidiary undertakings 1,688 2,285 - -
—joint ventures 194 207 2 1
—parent and its subsidianies - 42 = =
Corporate taxation 89 98 - -
Other taxation and social security 34 29 - -
Other creditors 1,000 1229 87 56
Accruals and deferred income 931 913 97 166
5,815 5733 795 710
! Includes payments received an account from joint ventures and associates 151 250 162 147
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11 Provisions for liabilities and charges

At Unused Charged At

1 lanuary Disposal amounts to profit and 31 December

2012 of business reversed loss account Utihsed 2012

£m £m £m £m £m fm

Warranties and guaraniees 35 - (11) 6 {2) 29
Contract loss 7 - (2) 12 - 17
Customer financing 76 8 - 5 - 72
Restructuring 5 - (1) - — 4
124 ) (14) 23 2) 122

Provisions for warranties and guarantees primanly relate to preducts sold and generally cover a penod of up to three years
Provistons for contract loss and restructuring are generally expected to be utihsed within two years

Customer financing provisions cover guarantees provided for asset values and/or financing as described in note 18 Tirming of utilisation s
uncertain

12 Deferred taxation

£m
At 1January 2012 126
Amount charged to profit and loss account {145)
Amount charged to statement of total recognised gans and losses 67
At 31 Decemnber 2012 48

There are other deferred tax assets totalling £102m (2011 £102m) that have not been recogmsed on the basis that ther future economic
benefit 1s uncertain

The Autumn Statement 2012 announced that the UK corporation tax rate will reduce to 21 per cent by 2014 The reduchions to 24 per cent
effective from 1 April 2012 and 23 per cent effective from 1 April 2013 were substantively enacted on 26 March 2012 and 3 July 2012
respectively As the rate change to 23 per cent was substantively enacted prior to the year end, the dlosing deferred tax assets and habibties
have been calculated at this rate The resulting charges or credits have been recognised in the profit and loss account except to the extent
that they relate to items previously charged or credited to reserves Accordingly, in 2012, £19m has been charged to the profit and loss
account and £18m has been credited to the statement of total recogrised gams and losses

Had the further tax rate changes been substantively enacted on or before the balance sheet date 1t would have had the effect of reducing
the deferred tax asset by £1m
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12 Deferred taxation {continued)
The analysis of the deferred tax position 1s as follows

1012 2011
£m £im
Fixed asset timing differences {93) {101}
Other timung differences 20 15
Pensions and other post retirement scheme benefits (233) (277}
Foreign exchange and commodity financral assets and liabilities {56) 121
Losses 349 307
Advance corporation tax 61 61
48 126
Included within
Debtors —amounts falling due after one year 281 403
Post retirermnent scheme —surpluses {238) (278}
—defiots 5 1
48 126

The above figures exclude taxation payable on capital gains which might arise from the sale of fixed assets at the values at which they are

stated in the Company's balance sheet

13 Post-retirement benefits
Defined benefit schemes

For the defined benefit schemes the assets are held 1n separate trustee admimstered funds and employees are entitled to retirement

benefits based on exther their final or career average salanes and length of service

The valuations of the defined benefit schemes are based on the most recent funding valuations, updated by the scheme actuanes to

31 Decemnber 2012 The most recent funding valuations of the main schemes were

Schemne Valuation date
Rolls Royce Pension Fund 31 March 2009
Rolls Royce Group Penstan Scheme S April 2010

Vickers Group Pension Scheme

31 March 2010

The principal actuanal assumphions used at the balance sheet date were as follows

2012 011

% %

Rate of increase in salaries 41 42
Rate of increase of pensions n payment 25 17
Discount rate 44 47
Expected rate of return on scheme assets 31 34
tnflation assumption? 30 31

' This s the assumption for the Retail Price Index The Consumer Price Index s assumed to be 0 6 per cent lower
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13 Post-retirement benefits (continued)

The discount rates are determined by reference to the market yields on AA rated corporate bands The rate s determined by using the
profile of forecast benefit payments to derive a weighted average discount rate from the yield curve The discount rates on page 103 are the
weighted average of those for each scheme, based on the value of their respective iabihties

The overall expected rate of return 15 calculated by weighting the individual returns expected from each asset class (see below) in
accordance with the actual asset balance i the schemes’ investment portfolios

The mortahty assumptions are derived from the SAP actuanal tables, with future improvements in hine wath the CMI 2011 core projections
and long-term improvements of 1 25% Where appropriate these are adjusted to take account ofthe relevant scheme’s actual expenence
The resulting range of life expectancies in the principal UK schemes are as follows

Life expectancy from age 65

Current pensioner 209 years
future pensioner currently aged 45 22 6years

Other demographic assumptions have been set on advice from the relevant actuary, having regard to the latest trends in scheme
expenence and other relevant data The assumptions are reviewed and updated as necessary as part of the periodic actuanat vatuation of
the schernes

Amounts recogmsed in the balance sheet

2012 2011
£m £m
Present value of funded obhigations (8,533) {7713}
Fair value of scheme assets 9,734 9,519
Unrecogmised surplus * (187) (696)
Surplus 1,014 1,110
Related deferred tax abhty {233) (277}
Net asset recogmised im the balance sheet 781 833
Analysed as
Post-retirement scheme surpluses 796 838
Post-retirement scheme deficits {15) {s)
781 833

' Where a surplus has ansen on a scheme n accardance with FRS 17 Retirement benefits the surplus 15 recognised as an asset only If it represents a future economic benefit avarlable to
the Company Any surplus in excess of this benefit 15 not recogmsed 1n the balance sheet Surpluses have arisen largely as a result of differences between the actuanal and FRS 17
discount rate assumptions
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13 Post-retirement benefits (continued)

Changes n present value of defined benefit obhgations

2012 2011
£m £m
At 1January {7.713) (2039}
Current service cost (122) {119)
Past-service credit (1) 126
Finance cost {(356) (372}
Contnbutions by employees (4) (4)
Benefits paid out 323 312
Actuanal losses {660} 617}
At 31 December (8,533) (7713)
Changes in fair value of scheme assets
2012 2011
£m £m
At 1January 9,519 7783
£xpected return on assets 315 381
Contnbutions by employer 250 256
Contributions by employees 4 hd
Benefits paid out (323) (312}
Actuaral gans (31} 1407
At 31 December 9,734 9519
Actual return on plan assets 184 1,788
The fair value of the scheme assets and the expected rates of return at 31 December were as follows
2012 2011
Expected rate Market Expected rate Market
of return value of return value
% £m % £m
LOI portfohig? 28 7,924 31 8330
Longevity swap? 44 {126) 47 {79)
Equities 59 1,083 60 1004
Sovereign debt 27 214 28 159
Corporate bonds 36 320 49 13
Other 27 319 28 92
32 9,734 34 5519

! A portfolio of gilt and swap contracts backed by LIBOR generating assets that s designed to hedge the majonity of the interest rate and inflation risks associated with the schemes

obligations

Under the langevity swap the scheme has agreed an average hife expectancy with a counterparty If pensioners live longer than expected the counterparty will make payments to the

scheme Lo offset the additional cost of paying pensigns If the reverse applies the cost of paying penstons wsll be reduced but the scheme will be required to make payments to the

counterparty

The scheme assets do not mclude any financial mstruments of the Rolls-Royce Holdings ple group, nor any property occupied by, or other

assets used by, the group

The expected rates of return for LDI portfohos are deterrmned by the imphait yields on the portfolios at the balance sheet date

The expected rates of return on indwidual categores of scheme assets are deterrmined by reference to gilt yields Equities and corporate

bonds are assumed {o generate returns that exceed the return from gilts by 3 25 per cent and 0 9 per cent per annum respectively

The expected rates of return above are the weighted average of the rates for each scheme
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13 Post-retirement benefits (continued)

Future contnbutions
The Company expects to contribute approximately £250m tots defined benefit schemes in 2013

Sensitivities
The wnvestment strategies are designed to hedge the risks from interest rates and inflation on an economic basis The impacts of the
principal sensivities are

2012 2011
£m £m
Defined benefit obhgations =0 25% reduction in discount rate (315) (298)
Defined benefit assets —0 25% reduction in interest rates 453 463
Defined benefit obhgations — age ratings mcrease by one year {198) {163)
Defined benefit longewvity swap — age ratings inciease by one year 68 62
Defined benefit abligations — 0 5% increase in rate of increase in salaries (193) (127)
History of defmed benefit schemnes
The history of the schemes for the current and prior years 1s as follows
2012 2011 2010 2008 2008
£m im £m £Em £m
Balance sheet
Present value of defined benefit obhgations (8,533) (7.713) {7,039) (6,714) (5719)
Fair value of scheme assets 9,734 9,519 7783 7,048 7,163
Unrecognised surplus {187) (696) (164} {75} {566)
Asset 1,014 1,110 580 259 878
Experence gains/{losses)
Actuarial (losses)/gains on scheme assets {31) 1407 444 {(311) 264
Expenence (losses)/gains on scheme habihites {660} 617) (142) (865) 776
Movemnent in unrecognised surplus 509 (532} {89) 491 {453)
Total amount recagmsed in the statement of total recogmised gains and
losses (182) 258 213 (685) 587
Cumulative amount recogmsed 1n the statement of total recogmised
gawns and losses since 1 January 2002 {204) {22) {280) {493) 192

Defined contribution schemes
The Company operates a number of defined contribution schemes The total expense recogmsed n the profit and loss account was £18m
{2011 £13mm)
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14 Share capital
Equnty
ordinary shares Nominzl
of 20p eath value
Milhons £m
Authonised
At 1 January and 31 December 2012 2,000 400
Issued and fully pad
At 1 January and 31 Decernber 2012 1,631 326
15 Movements in capital and reserves
Non distributable reserves
Profit
Share Share Revaluation Other andloss Total
capital  premsum reseTve TeseTves account equity
£m £m £m £m im £m
At 1January 2012 326 631 35 167 455 1,614
Total recogmsed gans relating to the year - - - = 1252 17252
Transfers between reserves - - (6) - 6 -
Share based payments —direct to equity - - - - 17 17
At 31 December 2012 326 631 29 167 1,730 2,883
16 Operating lease annual commitments
2012 011
£11 £m
Leases of land and buildings which expire
Between one and five years 1 2
After five years 3 1
Other leases which expire
Within one year 1 1
Between one and five years 5 3
17 Share-based payments
Effect of share-based payment transactions on the Company's results
2012 2011
£m £m
Total expense recogmised for equity settled share based payment transactions 30 32

Share-based payment plans in operation during the year

During the year, the Company participated in the following share-based payment plans operated by Rolls-Royce Holdings plc

Performance Share Plan (PSP)

This plan involves the award of shares to participants subject to performance conditions Vesting of the performance shares 1s based on the

achievement of both non market based conditions (EPS and cash flow per share) and a market based performance condstion (Total

Shareholder Return ~ TSR) over a three-year period

ShareSave share option plan

Based on a three or five year menthly savings contract, ehgible employees are granted share options with an exercise price of up to 20 per
cent below the share price when the contract 1s entered mto Vesting of the options 1s not subject to the achievernent of a perfermance

target The plan 15 HM Revenue & Customs approved
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17 Share-based payments (continued)

Executive Share Option Plan (ESCP)
This plan involved the grant of market vatue share options to participants It termmated in 2008 and no further grants may be made

Remaing options under the plan are subject to a non-market based performance conditwon {growth in EPS) and have a maximum
contractual ife of ten years

Annual Performance Related Award (APRA) plan deferred shares

A proportion of the APRA annual incentwve scheme 1s delivered in the form of a deferred share award The release of deferred share awards
s not dependent on the achievernent of any further performance conditions other thanthat participants remain employed by the
Company for two years from the date of the award 1n order to retain the full number of shares Durning the two year deferral period,
participants are entitled to recewe dividends, or equivalent, on the deferred shares

Movements in the Company’s share-based payment plans during the year

ShareSave ESCP P5p APRA
Weighted Weighted
average average

Number  exercise price Number exercise price Nurnber Number

Milllons Pence Millions Pence Millions Millions

Qutstanding at 1January 2012 169 445p 02 106p 13 18
Granted - - - - - -
Additional entitlements arising from TSR performance - - - - 24 11
Additonal shares accrued from reinvestment of C Shares - - - - 17 -
Forfeited 02) 454p - - [05) -
Exercised 01) 409p @1 133p {70} {07}
Outstanding at 31 December 2012 166 445p 01 77p 79 22
Exercisable at 31 December 2012 -~ - 01 77p — -
Qutstanding at 1 January 2011 163 380p 03 132p 112 16
Granted 63 525p - - 30 15
Additional entitlernents ansing from TSR performance - - - - 07 -
Forfeited (05) 387p - — {03} -
Exercised (52) 346p {©1) 208p {33) (13}
Qutstanding at 31 December 2011 169 445p 02 106p 113 18
£xercisable at 31 December 2011 - - 02 106p — -

As share options are exercised throughout the year, the weighted average share price dunng the year of 836 pence (2011 642 pence} is

representative of the weighted average share price at the date of exercise The middle market closing price at 31 December 2012 was 873 5
pence (2011 747 pence)

The average remaimng contractual hfe of exercisable options 1s 0 2 years (2011 1 0 years)
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17 Share-based payments (continued)

Share options cutstanding

ShareSave ESOP Total
Weighted Weighted Weighted
average average average
Temaimng rematning remaining
Number  centraciual life Number  contractual hfe Number  contractuallife
Exercise prices (pence) Milliens Years MaThans Years Milllons Years
At 31 December 2012
0-99 - - 01 02 01 02
300 - 399 656 14 - - 66 14
400 - 499 39 01 - - 39 01
500 -599 651 34 - - 61 34
166 20 01 02 167 20
At 31 December 2011
0-99 - - 01 12 01 12
100-199 - - 01 02 01 02
300 - 399 67 24 - - 67 24
400 - 49% 39 11 - - 39 11
500 - 599 63 44 - 63 44
169 28 02 10 171 28

The range of exercise prices of options cutstanding at 31 December 2012 ShareSave between 387 pence and 525 pence (2011 387 pence

and 525 pence), and for ESOP 77 pence (2011 between 77 pence and 188 pence)

Under the terms of the Rolls-Royce 1999 Executive Share Option Plan, optiens granted to three directors and senior executives were

outstanding at 31 December 2012

Fair values of share-based payment plans

The weighted average fair values per share of equity-settled share-based payment plans granted during the year, estimated at the date of

grant are as follows
2012 2001
PSP - 25% TSR uphft 885p 662p
PSP - 50% TSR uplift 985p 737p
ShareSave — 3 year grant nfa 210p
ShareSave 5 year grant nfa 238p
APRA 809p 612p
In estimating these fair values, the following assuptions were used
PSP ShareSave
2012 2011 2011
Weighted average share price 809p 612p 691p
Exeraise price n/a n/a 525p
Expected dividends 16 5p 154p 16 Op
Expected volatihty 31% 3% 30%
Correlation 39% 36% n/a
Expected hie —psp 3 years 3 years nfa
Expected hfe — 3 year ShareSave nfa nfa 33-38§years
Expected hie — 5 year ShareSave nfa nfa 53-5 Byears
Risk free interest rate 06% 19% 19%
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17 Share-based payments (continued)

Expected volatility 15 based on the lustonical volatility of Rolls-Royce Holdings pic's {or its predecessor company's) share price over the seven
years prior to the grant or award date Expected dividends are based on Rolls-Royce Holdings plc's payments to shareholders in respect of
the previous year

PSP

The fair value of shares awarded under the PSP 15 calculated using a pricing model that takes account of the non-entitlement to dividends
(or equivalent) during the vesting period and the market-based performance condition based on expectations about volatiity and the
correlation of share price returns 1n the group of FTSE 100 compamnies and which incorporates inte the valuation the interdependency
between share price performance and TSR vesting This adjustment increases the fair value of the award relative to the share price at the
date of grant

ShareSave

The fair value of the options granted under the ShareSave plan 15 calculated using a binormal pricing model that assumes that participants
will exercise their options at the begimming of the s1x month wandow f the share price 15 greater than the exercise price Otherwiset
assumnes that options are held until the expiration of thew contractual term This results in an expected hfe that falls somewhere between
the start and end of the exercise wmdow

APRA
The fair value of shares awarded under APRA s calculated as the share price on the date of the award, excluding expected dividends

18 Contingent habilities

In connection with the sale of 1ts products the Company will, on some occasions, provide fimancing support for 1ts customers The
Company's contingent habihties relating to financing arrangements are spread over many years and relate to a number of customers and a
broad product portfolio

Contingent habilities are disclosed on a discounted basis As the directors consider the hkehhood of these contingent habiiities crystallismg

to be remote, this amount doas not represent a value that 1s expected to crystallise However, the amounts are discounted at the Company’s
borrowing rate to reflect better the time span over which these exposures could anse The contingent habihties are denominated in

US dollars As the Company does not adopt cash flow hedge accounting for forecast foreign exchange transactions, this amount 15 reported
together with the sterling equivalent at the reporting date spot rate

The discounted value of the total gross contingent habilities relating to financing arrangements on all dehvered aircraft less insurance
arrangements and relevant provisions were

2012 2011
£m $m im im
Gross contingent labihties 569 925 612 951
Contingent habihities net of relevant securry! 70 114 124 192
Contingent liabihties net of relevant security reduced by 50%2 133 216 201 312
t Unrestricted cash collateral held as secunity 64 104 67 104

2 Although sensitivty calculations are complex the reduction of the relevant security by 20 per centiltustrates the sensitmity of the contingent hability to this assumption
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18 Contmgent liabilities (continued)

There are also net contingent habihties in respect of undelvered arcraft, but 1t is not considered practicable to estymate these as delwenies
can be many years in the future, and the relevant financing will only be put i place at the appropniate time

Following a request for information from the Senous Fraud Cffice (SFO) about allegations of malpractice m Indonesia and China,
nvestigations by Rolls-Royce have dentified matters of concernin these, and in other overseas markets The Company has passed
nformation to the SFO relating to these concerns and 1s cooperating fully

The consequence of these disclosures will be decided by the regulatory authonities i 1s too early to predict the outcomes, but these could
nclude the prosecution of individuals and of the company Accordingly, the potential for fines or other penalties cannot currently be
assessed As the investigation 1s ongoing it 1s not possible to identify the timescale i which these 1ssues might be resclved

Contingent habihties exast in respect of guarantees provided by the Company 1n the ordinary course of business for product delivery,
performance and rehability The Company has, in the normal course of busmess, entered into arrangements in respect of export finance,
performance bonds, countertrade obhgations and minor miscellaneous items The Company 15 party to legal actions and claims which anise
n the ordimary course of business, some of which are for substantial amounts As a consequence of the insclvency of an insurer as
previausly reported, the Company 1s no longer fully insured agamst known and potential claims from employees who worked for certam of
the Cempany's UK-based busmesses for a period prior to the acquisition of those busmesses by the Company While the outcome of some of
these matters cannot precisely be foreseen, the directors do not expect any of these arrangements, legal actions or claims, after allowng
for provisions already made, to result in sigmficant loss to the Company

Where the Company enters into fimanoial guarantee contracts to guarantee the indebtedness of other companies within 1ts group, the
Company considers these to be msurance arrangements, and accounts for them as such In this respect, the Comparny treats the guarantee
contract as a contingent liabihty until such time ast becomes probable that the Company will be required to make a payment under the
guarantee At 31 December 2012, there were Company guarantees m respect of Joint ventures amounting to £12m (2011 £124m)

The Company participates m a Cash Poohng Arrangement Under the Pooling Arrangement the Company benefits from more favourable
mterest rates than would be avarlable outsrde of the Pooling Arrangement as well as more streamhned treasury functions As part of the
Pooling Arrangement, the Company cross guarantees the borrowings of other pocling participants At 31 December 2012 these guarantees
amounted to £24m (2011 £14m)

19 Related party transactions

The Company 15 a wholly owned subsidiary of Rolls-Rayce Holdings plc and therefore has taken advantage of the exemption in FRS 8 Related
party disclosures not to disclose related party transactions with its parent company and other whoily owned group compames

There are no sigmficant related party transactions with non-wholly owned group compamies
The aggregated balances with jomt ventures are shown sn notes 7 and 10

20 Ultimate holding company

The ultimate holding company 1s Rolls-Royce Holdings plc, incorporated in Great Britain The financial statements for Rolls-Royce Holdings
plc may be obtained from the Company Secretary, Rolls-Royce Holdings pic, 65 Buckingham Gate, Landon SW1E 6AT
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Subsidiaries, jointly controlled entities and associates
At 31 Becember 2012

Incorporated within the UK — directly held unless marked*

Optimized Systems and Solutions Limited Equipment health management and advanced data management services
Rolls-Royce Engine Control Systems Limited” Development and manufacture of aero engine controls

Rolls-Royce International imited tnternational support and commercial information services

Rolls-Royce Leasing Lirmited Engine leasing

Rolls-Royce Manine Electnical Systems Linited” Marine elecinical systems

Rolls-Royce Marine Power Operations Limited Nuclear submarine propulsion systems

Rolls-Royce Power Development Limited Generation of efectricity from independent power projects

Rolls-Royce Power Engineering plc Energy and manne systems

Rolls-Royce Total Care Services Lirmited Aero engine aftermarket support services

Vinters Engineering Limited* Production repair and overhaul of power generation, transrmission and conversion

equipment for military and commercial activities

The above companies operate principally m the UK and the effective Group interest 1s 100 per cent

Incorporated overseas — directly held unless marked*

Brazil Rolls Royce Brasil Limitada Industral gas turbines and aero engine repair and overhaul, energy and marine aftermarket
SUppOrt services

Canada Rolls Royce Canada Limited* Industrial gas turbines and aero engine sales, service and overhaul

China Ralls Royce Manne Manufacturing Manufacture and supply of marine equipment and marnine aftermarket

{Shanghai) Limited* support services

Finland Rolls-Royce OY AB' Manufacture of manne winches and propeller systems

France Rolls-Royce Civil Nuclear SAS® Instrumentation and control systems and hfe-cycle management for nuclear power plants

France Rolls-Royce Techmical Support SARL Aero engine preject support

Germany Rolls-Royce Deutschland [td & Co KG” Aeto engine design development and manufacture

Guernsey Nightingale Insurance Limitea’ Insurance services

Inda Rolls-Royce India Private Limited* Diesel engine project management and customer support

india Rolls-Royce Operations {India] Private imited”  Engineening support services

ftaly Europea Microfusion Aerospaziall S p A Manufacture of gas turbine engine castings

Norway Rolls-Royce Marine AS* Design and manufacture of ship equipment

Norway Bergen Engines AS” Design and manufacture of medium-speed diesel engines {50%)

Singapore Rolls-Royce Singapore Pte Limited® Aero engine parts manufactunng and engine assembly, energy and marne aftermarket
support services

Sweden Rolls Royce AB* Manufacture of marine propeller systems

us Data Systems & Solutions LAC* Instrumentation and control systems and life cycle management for nuclear power plants

us Optimzed Systems and Selutions Inc* Equipment health management and advanced data management services

us PKM) Techmcal Services, Ing” Nuclear engineering services and software solutions

us R Brooks Associates Inc* Speciahist owvil nuclear reactor services

uUs Rolls-Royce Corporation® Design development and manufacture of gas turbine engines

uUs Rolls-Royce Crosspoinie LLC* Manufactuning facility for aerpengine parts

us Rolls-Royce Energy Systems Inc*® Energy turbine generator packages

us Rolls-Royce Engine Services — Oakiand Inc Aero engine repair and overhaul

Us Rolls-Royce Defense Services Inc* Aero engine repair and overhaul

us Rolls Royce Manine North Amencainc® Design and manufacture of marine equipment and marnmne aftermarket support services

The above companies operate principally in the country of their incorporation and the effecte Group interest 1s 100 per cent unless
otherwise stated
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Subsidiaries, jointly controlled entities and associates
At 31 December 2012

Incorporated within the UK — directly held unless marked*

% of %of
' Qass class held equity held
Airtanker Holdings Lirmied Ordinary 20 20
Strategic tanker arrcraft PRl project
Arrtanker Services Limited Ordnary 22 22
Provision of aftermarket services for strateqic tanker awcraft
Alpha Partners Leasing Limited* AOrdinary 100
50
Aerg engine leasing B Ordinary -
Composite Technology and Apphcations Lirmited A Qrdinary 100 51
Development of aero engine fan blades and fan cases 8 Ordinary -
Gemistics Holdings Limited AOrdinary 100 50
Traller-mounted field mobiie generator sets B Ordinary -
Rolls-Royce Snecma Limited (UK & France) AShares - 50
Aerg engine collaboration BShares 100
Rolls-Royce Turbomeca Limited {UK & France) AShares - 50
Adour and RTM322 aero engime collaboration B Shares 100
Rolls Wood Group (Repair and Overhauls) bmited AQrdinary 100 50
Industnal gas turbine repair and overhaul B Ordinary -
TRT Linmited AQrdinary - 495
Aero engine turbine blade repair services B Ordinary 1C0
Turbine Surface Technologies Limited AQrdinary - 50
Aero engine turbine surface coatings B Ordinary 100
Turbo-Union Limited (UK, Germany & [taly) Ordinary 40 40
RB199 engime collaboration AShares 375

The above comparmies operate princrpally i the country of their incorporation The countmies of principal operations are stated n brackets

after the name of the company, if not the country of their mcorporation
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Subsidianes, jointly controlled entities and associates
At 31 Decernber 2012

Incorporated overseas — directly held unless marked*

% of % of
Class class held equity held
China Xian XR Aero Components Co Limited Ordinary 49 49
Manufacturning facihty for aero engine parts
Germany EP1 Europrop Intetnational GmbH (effective interest 35 5%) Ordmary 28 28
A400M engine collaboration
Germany EUROIET Turbo GmbH (UK, Germany, italy & Spain) {effective interest 39%) Crdinary 33 33
EJ200 engine collaboration
Germany MTU Turbomeca Rolls-Royce GmbH (UK France & Germany) Ordinary 333 333
MTR390 engine collaboration
Germany N3 Engine Overhaul Services GmbH & Co KG* Ordinary 50 50
Aerc engine repair and overhaul
Germany Tognum AG* Ordinary 495 495
Suppher of engines and pawer trains for marine propulsion distributed power
generation and mdustrial ‘off highway' sectors
Hong Kong Hong Kong Aera Engine Services Lirmted” Ordnary 45 45
Aero engme repair and overhaul
Ind:a International Aerospace Manufacturing Private Lirmited” Ordmary 50 50
Manufacture of compressor shrouds compressor rings turbine blades and nozzle
guide vanes
Israet Techjet Aeroforls Limited® AQrdmary 50 50
Manufacture of compressor aerofoils for gas turbines B Ordmnary 50
Malaysia Advanced Gas Turbine Sclutions Sdn Bhd® Ordinary 49 4G
Industrial gas turbine aftermarket services
Singapore International Engine Cornponent Overhaul Pte Lirmted® Ordary 50 50
Aero engme repair and overhaul
Singapore Singapore Aerc Engme Services Private Limited (effective interest 39%)* Ordmary 30 30
Aero engme repair and overhaul
Spam Industnz de Turbo Propulsores SA Ordnary 469 469
Aero engme component manufacture and mamntenance
us Alpha Leasing (US} LLC* Alpha Leasing {US} (No 2) LLC™ Alpha Leasing (US) (Nc 4) Partnerships 50 -
LLC*, Alpha Leasing (US) (No 5) LLC®, Alpha Leasing (US) {No 6) LLC®, Alpha Leasing
{US) {No 7} LLC", Alpha Leasing (US} (No 8) LLC* Rolls Royce & Partners Finance [US}
LLC* Rolls-Royce & Partners Finance (US} (No 2) LLC*
Aero engmne leasing
us Exostar LLC* Partnership 185 -
Business tc business internet exchange
us LG Fuel Cell Systems Inc* Comman Stock 49 45
Development of fuel cells
us Texas Aero Engme Services LLC* Partnership 50 -

Aero engme repair and everhaul

Unincorporated overseas — held by subsidiary undertaking

us Light Helicopter Turbine Engine Company (LHTEC)

Rolls-Royce Corporation has a 50 per cent iterest in this unincorporated partnership which was formed to develop and market

jowntly the TE00 engine

The above companies operate principally in the country of thew ncorporation The countnies of principa! operations are stated m brackets

after the name of the company, if not the country of their incorporation

in accordance with Section 410 of the Compames Act 2006, the subsidiaries, jomtly controlled entities and associates hsted on pages 113 to
114 15 of those whose results or financial position 1n the opimon of the dwectors, princrpally affect the financial statements A st of all

related undertakings will be mcluded in the Company's annual return to Companies House
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