Group at a glance

UNDERLYING REVENUE 2

£15,409m

2022:£12,691m

STATUTORY REVENUE '

£16,486m

2022:£13,520m

FREE CASH FLOW ™2

£1,285m

2022:£505m

STATUTORY CASH FLOWS FROM
OPERATING ACTIVITIES ®

£2.485m

2022: £1,524m

UNDERLYING OPERATING PROFIT "2

£1,590m

2022: £652m

STATUTORY OPERATING PROFIT !

£1,944m

2022:£83Tm

UNDERLYING OPERATING MARGIN

10.3%

2022:51%

STATUTORY OPERATING MARGIN

1.8%

2022:6.2%

UNDERLYING PROFIT
BEFORE TAX "2

£1,262m

STATUTORY PROFIT/(LOSS)
BEFORE TAX'

£2.427m

TOTAL UNDERLYING CASH COSTS
AS A PROPORTION OF UNDERLYING
GROSS MARGIN ™24

0.59

RETURN ON CAPITAL 2.2

1.3%

2022:£206m 2022: £(1,502)m 2022:0.80 2022: 4.9%
UNDERLYING EARNINGS STATUTORY EARNINGS/(LOSS) NET DEBT LIQuiDITY ©

PER SHARE "2 PER SHARE'

13.75p 28.85p £(1,952)m £7.2bn
2022:1.95p 2022:(14.24)p 2022: £(3,251)m 2022:£8.1bn

ORDER BACKLOG ™7

£68.5bn

2022:£60.2bn

GROSS R&D EXPENDITURE *- 2.8

£1.4bn

2022:£1.3bn

COUNTRIES WITH ROLLS-ROYCE
PRESENCE

48

2022:48

EMPLOYEES (MONTHLY AVERAGE)

41,400

2022: 41,800

See note 2 on page 142 for a reconciliation between ‘ ’ ‘\\H » » ‘ ”‘\\H N » ‘ "‘\HN ‘ ‘ ‘ ‘ ‘ ‘
underlying and statutory results

1 2023 and 2022 figures represent the results of continuing operations

2 A reconciliation of alternative performance measures to their statutory equivalent is provided on pages
213 to 217

3 2022 statutory cash flows from operating activities has been represented as described on page 125

4 Total underlying cash costs as a proportion of underlying gross margin is defined on page 217 and is
abbreviated to TCC/GM

5 Adjusted return on capital is defined on page 217 and is abbreviated to return on capital

6 Liquidity is defined as cash and cash equivalents plus any undrawn facilities, as listed on page 58

7 See note 2 on page 141

8 See note 3 on page 144 for a reconciliation of gross R&D expenditure to total R&D expenditure
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GROUP AT A GLANCE

OUR DIVISIONS IN 2023

CIVIL AEROSPACE

Civil Aerospace is a major
manufacturer of aero engines
for the large commercial aircraft,
regional jets and business aviation
markets. The business uses its
engineering expertise, in-depth
knowledge and capabilities to
provide through-life service
solutions for its customers.

Underlying revenue

DEFENCE

Defence is a market leader in aero
engines for military transport and
patrol aircraft with strong positions
in combat applications. It has
significant scale in naval and
designs, supplies and supports the
nuclear propulsion plant for all
of the UK Royal Navy’s nuclear
submarines.

Underlying revenue

POWER SYSTEMS

Power Systems, with its product
and solutions brand mtu, is a world-
leading provider of integrated
solutions for onsite power and
propulsion, developing sustainable
solutions to meet the needs of its
customers.

Underlying revenue *

NEW MARKETS

New Markets are early-stage
businesses. They leverage our
existing, in-depth engineering
expertise and capabilities to
develop sustainable products for
new markets, focused on the
transition to net zero.

R&D expenditure

l Large engines - 73%

I Business aviation - 20%
Regional - 3%
V2500 - 4%

UNDERLYING REVENUE

£7,348m

2022:£5,686m

UNDERLYING OPERATING PROFIT

£850m

2022:£143m

UNDERLYING OPERATING MARGIN

1.6%

2022:2.5%

D See page 24

4

W Transport - 31%

Il Combat - 34%
Submarines - 22%

M Naval - 8%
Helicopters - 5%

UNDERLYING REVENUE

£4,077m

2022:£3,660m

UNDERLYING OPERATING PROFIT

£562m

2022: £432m

UNDERLYING OPERATING MARGIN

13.8%

2022:11.8%

D See page 26

o’

Il Power generation - 39%

I Governmental - 25%
Marine - 12%

[ Industrial - 24%

UNDERLYING REVENUE

£3,968m

2022:£3,34Tm

UNDERLYING OPERATING PROFIT

£413m

2022:£281m

UNDERLYING OPERATING MARGIN

10.4%

2022:8.4%

D See page 28

H Rolls-Royce SMR - 46%
M Rolls-Royce Electrical - 54%

UNDERLYING REVENUE

£4m

2022:£3m

UNDERLYING OPERATING LOSS

£(160)m

2022: £(132)m

UNDERLYING OPERATING MARGIN

n/a

2022:n/a

D See page 30

* In 2023, the naval business of Power Systems was moved from marine to governmental to better reflect the products and customer mix of this business
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Chair’s statement

The ongoing transformation of our business, the strategy we have laid out and the
new mindset being developed throughout the organisation, will create a Rolls-Royce
that can be a stronger partner for all our stakeholders. Our progress in 2023 is a

significant step in the right direction.

i

Change is a constant in business and the rate of change has been
dramatic in 2023. For Rolls-Royce, our annual results represent positive
change. Our record performance is testament to the hard work and
contributions of all of our people at every level. | would like to thank
everyone for the pace and rigour with which they have embraced our
transformation programme. We are creating a high-performing,
competitive, resilient and growing Rolls-Royce which will ultimately
benefit all stakeholders.

The change brought about within our business in 2023 has been driven
by the clear transformation programme which our Chief Executive,
Tufan Erginbilgic, set out in last year’s Annual Report. As part of that
process, a thorough strategic review was then carried out involving
senior leaders and experts from across the Group. The Board
experienced the sheer scale and rigour of that process first hand
during 2023. We presented the outcome at our capital markets day
(CMD) in November. Our new strategic framework (see page 8) is owned
by leadership and is now being cascaded through the
organisation as the backbone of both performance management and
people engagement. The financial targets that we have laid out for the
mid-term (see page 12) are ambitious but achievable, representing a
step-change in performance. At the same time, we are continuing to
invest in our engineering excellence and technology as well as the
safety of our products and people.

Outside of Rolls-Royce, change has been just as dramatic but by no
means as positive and underlines the importance of Rolls-Royce
becoming a more resilient business through its transformation. The
geopolitical outlook, which was already unsettled as a result of the
Russia-Ukraine conflict, worsened as 2023 progressed with the deeply
distressing events in Israel and Gaza heightening regional tensions and

Dame Anita Frew
Chair

i

threatening important trade routes. In 2024, there is likely to be further
geopolitical uncertainty as countries that account for more than half the
world’s population hold elections. The macro-economic environment,
meanwhile, has been characterised by persistent inflationary pressure,
driven in part by the global bounce back from the pandemic, coupled
with supply chain challenges and fears of recession in some markets.
Against this backdrop, it is imperative that we build a financially stronger
Rolls-Royce that will be more resistant to external shocks. It is also vital
that, as we do so, we create a Rolls-Royce which can generate
sustainable long-term growth built on great technology and engineering,
with safety and integrity at its core and which delivers outstanding results
for our customers and people.

Listening at a time of change

During a period of transformation, it is important for the Board to
monitor the impact of change on the organisation, especially its effect
on our people, and ensure that the right values and behaviours are in
evidence. In last year’s report, | said that the Board would maintain a
focus on employee sentiment and culture during 2023, recognising
their critical role in delivering a successful transformation programme.
In May 2023, we made a series of changes to the Board Committee
structure to support this (see page 67). These included a refocusing of
the Nominations & Governance Committee, now renamed as the
Nominations, Culture & Governance Committee, to assess and monitor
culture across the organisation. This was assisted by our Employee
Champions, Bev Goulet and Wendy Mars, who continued to
represent the voice of our people in the boardroom. Our Employee
Champions form an important connection between the Board and our
people at all levels of the organisation, providing feedback from their
regular interactions, including through the employee stakeholder
engagement committee. The whole Board, meanwhile, was able to hear
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CHAIR’S STATEMENT

first-hand accounts of how the transformation programme is coming
to life at our annual Meet the Board event which followed the 2023
Annual General Meeting (see page 60) and in our programme of site
visits where we meet regularly with our people.

When significant change is being made at pace, it is also crucial that
the focus on fundamentals is not lessened and the Board must provide
oversight. The transformation programme sees Rolls-Royce place an
increased focus on commercial outcomes. This is to be welcomed but
must be accompanied by continued vigilance on issues of ethics and
integrity. We remain committed to zero tolerance of business
misconduct and that is always non-negotiable. The Nominations, Culture
& Governance Committee now has oversight of our ethics assurance
processes, including reporting of calls into our speak up line.

Tufan has made it clear from his very first day that safety is the number
one priority of his leadership team, from the safety of our
mission-critical products through to the safety and wellbeing of our
people. In the latter half of 2023, a new engineering, technology and
safety (ET&S) capability was created within the Group, led by a new
Group Director of Engineering, Technology & Safety with a place on
the Executive Team. This new capability mirrors a change made to the
Board Committee structure earlier in the year with the formation of
the Safety, Energy Transition & Tech Committee, which is focused upon
safety as well as the energy transition agenda. The strategic framework
set out at the CMD makes clear the fundamental role of lower carbon
solutions to the long-term success of Rolls-Royce. We are committed
to becoming a net zero company by 2050 and we support our
customers to do the same. This Committee will provide oversight of our
plans (see page 67).

Board developments result in gender parity

To deliver on the strategy that Tufan and his leadership team set outin
November 2023 requires a Board with the relevant experience and
expertise, who can assist and support as necessary and provide
appropriate oversight. We already have significant bench strength in
areas vital to the success of our ongoing transformation; nevertheless,
during the year we further strengthened the Board’s strategic,
commercial and operational expertise and brought in additional
experience in forging successful international partnerships. Our new
appointments in the year also saw us exceed our ambitions to increase
the diversity of the Board as we reached gender parity for the first time
in the history of Rolls-Royce. The achievement of this milestone should
not be taken lightly. It is an historic moment. When | took up the post
of Chair, | set a target to have, as a minimum, 40% female representation
on the Board and stated that our longer-term ambition was to reach
gender parity. The fact that we have reached this target is testament
to our hard work and targeted recruitment. It is a clear signal of the
importance which the Board places on gender diversity, as well as
aligning with the wider ambition to increase representation and
opportunity for progression across the Group.

During 2023, the Nominations, Culture & Governance Committee led
the process for recruiting and appointing Helen McCabe as Chief
Financial Officer. She joined the Board in August, bringing more than
25 years of experience in senior finance and performance management
within complex, multinational engineering organisations. She has run
multi-billion dollar customer-focused businesses and has extensive
experience of delivering transformation programmes that generate
substantial returns. She has already made a significant impact on
Rolls-Royce, providing robust oversight of our process which led to
our mid-term financial targets and played a key role in the presentation
of our ambitions for the future at the CMD. She is also bringing
renewed rigour and a strong focus to the way Rolls-Royce conducts
performance management.

In May 2023, Birgit Behrendt joined as a Non-Executive Director. Birgit
brings a combination of deep experience across global procurement
and supply chain management with extensive expertise gained from
leading large, complex projects across multiple geographies. She spent

much of her executive career at Ford Motor Company, latterly as vice
president of global purchasing and oversaw the company’s European
joint ventures and alliances. Her non-executive appointments are across
industrial groups beyond automotive, all with a focus on sustainability
and transformation.

Stuart Bradie also joined us as a Non-Executive Director in May 2023,
bringing with him an outstanding track record in driving strategic
transformation and cultural change in international engineering
businesses. Currently CEO of KBR, the US listed engineering and
technical government services company, Stuart has over 25 years of
experience leading global, technically oriented businesses and has
strong project management credentials. Additionally, Paulo Cesar Silva
joined us as a Non-Executive Director in September. Paulo has an
outstanding track record in the global aerospace industry with over
25 years of experience at Embraer, the world’s third largest commercial
jet manufacturer. As president & CEO, he led Embraer through major
strategic change, successful innovation in product development and
programmes, significant improvement in operational efficiency and
supply chain optimisation and successful industry partnerships.

During 2023, we also saw a number of departures from the Board. Mike
Manley stepped down at the Annual General Meeting while Paul Adams
stepped down in September. | would like to thank both of them, on
behalf of the whole Board, for their hard work during their tenures. We
also said farewell to Sir Kevin Smith after serving almost eight years.
He made an outstanding contribution during his time and | would like
to thank him personally for his work as Senior Independent Director
until 2022 and for the way he led the Chair succession process. He was
instrumental in the Chief Executive transition. Finally, Panos Kakoullis
stepped down as Chief Financial Officer in August, having ensured the
successful delivery and reporting of the Group’s half-year performance.

Shareholder payments

As set out in further detail elsewhere (see page 19), our capital
framework is focused on three clear priorities: a strong balance sheet
with an investment grade profile; a commitment to reinstating and
growing shareholder returns; and a disciplined approach to investments.
Strengthening the balance sheet is a clear priority. We are positioning
Rolls-Royce to better withstand volatility and external shocks and to
give us financial flexibility for the future. When the Board is confident
that the strength of the balance sheet is assured and we are
comfortably within an investment grade profile, we are committed to
reinstating and growing shareholder distributions.

Looking forward

| have written to you before about my immense pride in being part of
Rolls-Royce and that | want to see the Group thrive and remain in
control of its own destiny. To achieve this we must become more resilient
and the plan laid out by Tufan and his leadership team, which is firmly
endorsed by the Board, will achieve this aim. Our mid-term financial
targets are ambitious but based on rigorous analysis and will resultin a
resilient and profitable Rolls-Royce that will deliver outstanding
performance for our people and all our stakeholders.

The pride | feel in working for Rolls-Royce is shared by the Board and
the whole leadership team. | know for a fact that it is also felt by
everyone within the business. | know this because every time | visit one
of our facilities our people tell me. There is a special quality to
Rolls-Royce and it comes from them. The other members of the Board
and | would like to thank all our colleagues in the Group for their
incredible hard work in 2023. Together we have already delivered
significant progress and | am confident that even better is still to come.

Dame Anita Frew
Chair
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Chief Executive’s review

Our transformation must be carried out at pace, with rigour and intensity. That is
exactly what we have done in 2023 and the proof is in our performance. We now have
a clear and granular strategy that will create a high-performing, competitive, resilient
and growing Rolls-Royce with the strength to control and shape its own destiny.

Rolls-Royce is a great company, with a rich heritage and so much
potential. This year, we have taken very significant steps towards
realising that potential through our transformation programme. The
pace at which we are delivering, achieved by managing the Group very
differently, enabled us to raise our full-year financial guidance in July
2023 and our transformation has delivered a record performance. At
our CMD in November 2023, we set out the scale of that potential over
the mid-term (see page 20). Our targets for the mid-term represent a
step change in financial performance: quadrupling operating profit
compared with 2022; operating margins representing an equal or
better competitive performance benchmarked against our peers;
sustainable cash flows delivering a more than 100% conversion of
improved profits; and an increase in return on capital that will create
a truly compelling investment proposition.

In addition to transforming our financial performance, we are also
transforming our business. We are creating a simpler, more efficient,
more effective and more capable organisation with the winning
mindset and performance culture we need to succeed. Our strong
progress in 2023 gives us good reason to be confident of achieving
further growth in 2024 and unlocking our potential in the mid-term.

In last year’s report, | set out my experience of partnering engineering
expertise with a granular strategy, business acumen and intense
performance management to create an organisation that thrives on
strategic progress. This transformation has four key elements. The first
is to put a mirror up to the organisation. This is not about giving an
opinion, it is about presenting the data honestly about where the
business is. During the latter half of 2022, we conducted extensive
benchmarking of our Group performance and that of our businesses
against our peers. That work showed there was significant scope for

Tufan Erginbilgic
Chief Executive

W

us to deliver materially higher profit, cash flows and returns in the
mid-term, unlocking our potential and performing as well or better than
our best competitors. The conversations this sparked within the
organisation were incredibly energising because, at the same time, we
presented a vision of what a winning Rolls-Royce will look like. This was
evident when we conducted our main employee survey (see page 46)
with record turnout and our highest ever engagement score.

The second principle is to set out a clear and granular strategy with
well defined strategic initiatives cascaded down through the
organisation so that everyone knows their role in the transformation.
This is what we set out at the CMD and | will go into further detail shortly.

Thirdly, the success of transformation relies on rigorous performance
management driving year-on-year improvement. Our focus is on the
strategic progress of Rolls-Royce. We are now creating the performance
management framework which will ensure we manage closely against
our goals. Performance management also means understanding the
markets in which we operate and taking proactive action when the
external environment changes. That requires robust management
information provided in a timely manner in order to manage the future
rather than merely reporting on the past.

Fourthly, transformation must be carried out through a systematic
approach, with pace, rigour and intensity. Our performance in 2023 is
not only about what we have done, but how we did it. Our people are
energised and our strategy is being led by a strengthened Executive
Team who are managing the business very differently within a new
organisational structure that aligns with that strategy.
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CHIEF EXECUTIVE’S REVIEW

Record performance driven by every division

Our performance in 2023 was driven by the actions we took to
improve efficiency, reduce costs and enhance our pricing position and
commercial outcomes. This step-change has been achieved across all
our divisions, despite a volatile environment with geopolitical
uncertainty, supply chain challenges and inflationary pressures.

In Civil Aerospace (see page 24), we delivered improved operating
profit and a four-fold margin increase despite engine flying hours only
88% of pre-pandemic levels. This was driven by increased aftermarket
profit, in both large engines and business aviation, reflecting
commercial optimisation and cost efficiencies, as well as volume growth.
Defence (see page 26) delivered an improved operating margin of 13.8%
(2022: 11.8%), which primarily reflected improved pricing and cost
efficiencies. In Power Systems (see page 28), which reported an
operating margin of 10.4% (2022: 8.4%), pricing and cost efficiency
actions in the first half of the year resulted in a significantly improved
operating profit and margin in the second half and in the full year.

As a result of our actions and our new ways of working, Group
underlying operating profit rose by £0.9bn to £1.6bn supported by our
transformation programme and strategic initiatives, with commercial
optimisation and cost efficiency benefits across the Group. This means
that we have already delivered more than half of the increase required
to achieve the lower end of our mid-term target. Underlying operating
margin more than doubled to 10.3%. Civil Aerospace, Defence and
Power Systems all delivered materially higher margins compared to last
year. This represents a huge step towards our mid-term target of
13%-15% as we narrow the competitive gap. Free cash flow from
continuing operations grew by approximately 150% to a best on record
£1.3bn, principally due to higher operating profit. Civil Aerospace net
long term service agreement (LTSA) creditor growth, net of risk and
revenue sharing agreements (RRSAs), was £1.1bn (2022: £0.8bn).
Continued LTSA balance growth reflects higher engine flying hours
and the benefit of commercial optimisation, with LTSA invoiced flying
hour receipts of £4.6bn (2022: £3.6bn). Our focus on working capital
resulted in a release in the second half despite ongoing supply chain
challenges. For the full year there was a net working capital outflow of
£0.4bn (2022: £0.5bn). Inventory and debtor days both improved
year-on-year, building further confidence in the actions we are taking
to improve the quality of cash delivery. Finally, return on capital more
than doubled to 11.3% reflecting improved operating profit, disciplined
capital allocation and working capital management.

During 2023, our teams continued to build momentum for the future
with strong sales performance across all divisions. Civil Aerospace
sealed fantastic customer wins, including orders with Air India, Turkish
Airlines, Emirates, new customer EVA Air and, in early 2024, Delta
Airlines. It was our best year for large aero-engine orders since 2007.
This success isimportant in maintaining our momentum in the widebody
market where our in-service fleet is growing faster than the market.
While we currently power about a third of the widebody aircraft in
service, in 2023 over half of new aircraft delivered were powered by
Rolls-Royce engines, meaning we are growing share. The Defence team
achieved generational wins, confirming the engine contract for the US
Army’s Future Long-Range Assault Aircraft (FLRAA) while our nuclear
reactors are set to power submarines for the Royal Australian Navy
under the trilateral AUKUS agreement. The multi-national next
generation Global Combat Air Programme (GCAP) continued its
positive momentum with the signing of the Convention of the
Establishment of the GCAP programme by the lItalian, Japanese and
UK governments. Power Systems delivered an excellent sales
performance with major wins from data centres and governmental
customers, the latter including a deal to provide more than 50 Puma
tank engines for the German Bundeswehr, ensuring that the pipeline
for 2024 is largely full.

This performance was achieved despite ongoing macro-economic and
supply chain challenges, which we continued to mitigate. The macro
outlook remains uncertain and whilst we have advantaged businesses

in attractive markets which provide a degree of resilience to the
external environment, we have to remain very focused on increasing
our resilience to external events, whether that be mitigating
inflationary pressure and volatile commodity pricing through cost
control measures, strengthening our balance sheet to insulate ourselves
from sustained higher interest rates or robust supply chain management
in an environment of enhanced geopolitical tensions globally.

Outcome of our strategic review: a granular strategy

Early in 2023, | set out our transformation programme including a
rigorous and detailed strategic review across every division and
sub-division in the Group. At our CMD, we set out the results of this
extensive work and how we will unlock the potential of our business.

Our strategy will enable us to deliver on our proposition to our
shareholders, which is to: build a high-performing, competitive and
resilient business with profitable growth; grow sustainable free cash
flow; and build a strong balance sheet and growing shareholder returns.
This will transform Rolls-Royce into a more resilient and efficient
business with higher quality of earnings and a focus on cash expansion
and more sustainable cash flows. We will be a One Rolls-Royce team,
with different ways of working and mindset, underpinned by a
differentiated performance culture. This will be delivered through a
new organisation that delivers efficiency, simplification and improved
capabilities. Our strategic clarity ensures that the organisation will be
focused, aligned and energised in the delivery of our strategy. Many
of our leaders took part in the strategic review process. At the
beginning of 2024, we started the process of cascading it to our
people. Not only will everyone appreciate what the strategy means for
them and the area of the business in which they work but also the role
they play in delivering it. This is an alignment and engagement tool as
well as serving as a performance management tool.

Portfolio choices and partnerships

In line with our strategy, we are making choices and executing on them.
This allows us to allocate resources more effectively and drive
profitable growth. We have segmented our portfolio into three
categories: key investment areas for performance improvement and
growth; areas where partnerships can create truly winning positions;
and businesses and activities we will exit, though only at the right time
and at the right price. Our strategic choices will drive value creation.

In Civil Aerospace, our focus will be on the widebody commercial airline
market and business aviation, leveraging the value from our Trent and
Pearl engine families and investing for the future with UltraFan. In Defence,
we have opportunities to continue to improve pricing and performance
with new programmes in transport, combat and submarines. We can also
use our expertise in adjacent fields such as nuclear micro-reactors. In
Power Systems, we will focus on governmental, marine and power
generation end markets, where we see the strongest demand and an
opportunity for better returns from our power-dense and reliable
solutions.

In some cases we will grow in partnership to strengthen our market
position. This can bring new skills, build capability and scale, as well as
de-risk and reduce capital investment. In Civil Aerospace, we believe
we are well positioned to re-enter the narrowbody market by choosing
a partnership approach for the next programme. Our UltraFan
technology is a vital step towards this. At the right time, with the right
partner, we will decide the next steps. In Power Systems, our focused
strategy on power generation will make this business more efficient
and competitive and drive faster profitable growth. We are also
considering potential partnerships to further grow our market position.
Battery storage systems are a logical complement to our stationary
power generation business, as we have transferable capability. We are
already developing a good position in Europe. A partnership with access
to additional markets could strengthen our position. Finally, for small
modular reactors (SMRs), a broad set of partners will strengthen
our position to deliver the overall solution and reduce any future
capital call.
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CHIEF EXECUTIVE’S REVIEW

OUR STRATEGIC FRAMEWORK

Portfolio choices and
partnerships

The markets we have chosen
to operate in, businesses we
want to invest in and the
partnerships that will help
create truly winning
positions.

Advantaged businesses
and strategic initiatives
How we will create a
competitive business,
expand our earnings
potential and sustainably
improve our performance.

In addition, we identified areas that are not strategic for Rolls-Royce.
In total, we expect to generate between £1bn and £1.5bn from gross
divestment proceeds, which would be in addition to our mid-term cash
flow target.

Advantaged businesses and strategic initiatives

Our businesses are advantaged by enjoying strong positions in
attractive markets. Across the areas in which we will focus, we have a
series of strategic initiatives which underpin the profitable growth we
see in the mid-term.

In Civil Aerospace, we have detailed plans to improve large engine
margins by targeting both reduced costs and increased
revenues. This cost and commercial discipline applies across original
equipment (OE), aftermarket, spare engines and our time and materials
activities. There are six levers we are pulling, three related to cost and
three to revenues. We are extending time-on-wing with better product
durability and greater use of digital tools; lowering shop visit costs with
better working practices; and reducing product costs through better
buying and engineering. On the revenue side, we intend to keep engines
earning for longer with contract extensions and conversions, while
implementing a new value-driven pricing strategy focused on creating
win-win solutions with our customers and addressing onerous and low
-margin contracts. Finally, we are driving rigour on contractual terms
and conditions. In business aviation, we have established a great
platform with our Pearl engines which positions us well to optimise
commercial outcomes and grow margins.

Defence was already performing well but there is still an opportunity
to improve through strong performance management, commercial
optimisation initiatives and greater efficiency. Across transport, combat
and submarines we are also seeing a benefit from volume and mix
factors as we move from legacy programmes to new funded programmes.
We have the same focus on commercial optimisation and value-pricing
behaviours as we have across the Group and we are prioritising
investment in areas that benefit from increased customer funding.

In Power Systems, our profit growth is being delivered through our power
generation, governmental and marine end markets. In power
generation, we are optimising our cost structure and focusing on key
accounts to drive margin growth. We are also expanding our microgrid
solutions and extending our services offering in battery energy storage
systems, which is moving to a profitable business in the short term. In
governmental, we are capturing near-term growth with scope
expansion and investment. Lastly, in marine, we are developing
alternative fuel solutions to strengthen our synthetic fuel-ready portfolio.

Efficiency and simplification

We are driving efficiency and simplification across the business. We
had a TCC/GM ratio of 0.80 times in 2022 and before that, 0.88 times
in 2019. That is around two times higher than the best-in-class level for
a business like ours. It is an important metric because it is a measure
of the operating leverage of our business and, therefore, of our
resilience. We plan to approximately halve our TCC/GM by the

Efficiency and Lower carbon and
simplification digitally enabled
The importance of a businesses

Our commitment to the
energy transition and
capturing the benefits of
becoming digitally enabled.

company-wide focus to
drive synergies that will
enable us to be more
competitive and simplify
the way we operate.

mid-term. Across the Group, we have efficiency initiatives underway
that will deliver sustainable annualised savings of £400m to £500m,
making us more competitively advantaged and fit for the future. This
is supported by improved cost reporting capability and fundamentally
shifting mindset on efficiencies, embedding them as a sustainable and
strategic lever to underpin performance.

Lower carbon and digitally enabled businesses

Our strategic framework acknowledges the fundamental role of lower
carbon solutions and digital technologies in the success of Rolls-Royce.
We are committed to becoming a net zero company by 2050 (see page
32) and we support our customers to do the same. We are making good
progress towards making our own operations net zero (see page 33)
but there is a lot more to do to decarbonise the sectors in which we
operate. Our technological expertise has a crucial role to play.

New lower carbon fuels will be central to achieving net zero in the
medium term across many of our markets. In commercial aerospace,
for instance, sustainable aviation fuel (SAF) is the answer for large
aircraft. That is why we are very pleased to have successfully reached
our target of testing all our in-service Trent and business jet engines
with 100% SAF in 2023. We have also been working with our armed
forces customers to achieve the same for the engines they use from
our Defence division. We also believe the internal combustion engine
can be made compatible with net zero, through the use of sustainable
fuels. This is vital as many of our customers, such as data centre and
governmental clients, will continue to use combustion engines well into
the future. At the end of 2023, variants of all our major Power Systems
engine platforms can run on sustainable fuels, such as hydrotreated
vegetable oil. In marine, we are developing methanol-based solutions
and for power generation we see hydrogen as a future solution. All
these developments are based on existing engines. In some markets,
such as yachts, hybrid solutions will be key and solutions are being
developed. We are also prepared for the gradual transition to
battery-based solutions, with the required capabilities and products
in place.

We are also making increased use of new digital technologies across
four areas: enhancing the customer experience; accelerating product
design; improving manufacturing; and empowering our people. We are
well known for our skill in collecting engine data in order to improve
the performance of our engines while in service and, with digital twin
capabilities, we can forecast the time an engine stays on wing. This is
improving dispatch reliability and reducing disruption for customers.
Our future vision is raising the bar to 100% availability, where everything
is planned and predictable, further improving the service we offer
customers. Digital tools are also helping us design products more
efficiently. Powerful virtual simulations and use of artificial intelligence
(Al) can reduce the time it takes to develop and test a new engine. In
manufacturing, we are using digital tools, such as Al machine learning,
to improve our inspection regimes. We also intend to make increasing
use of Al to remove repetitive tasks, freeing our people to focus on
high-value activity.

ROLLS-ROYCE HOLDINGS PLC ANNUAL REPORT 2023



CHIEF EXECUTIVE’S REVIEW

One Rolls-Royce focused on strategic delivery

The delivery of our ambitious strategy is through a new organisation
structure. We now operate as One Rolls-Royce. This is a major shift away
from the previous decentralised model and creates an aligned organisation
benefiting from the ability to dynamically deploy resources to strategic
priorities; common measures that enable us to assess our progress against
our strategic priorities; improved performance through clear decisions
and accountability; and finally, a simpler and more efficient operating
model. This leaner and lower cost model reduces siloed working and
eliminates the waste of duplicated tasks and capabilities in each division.

During 2023, we announced the new organisational design with a
simplified leadership structure and plans to reduce the number of roles
across the Group by 2,000 to 2,500 by the end of 2025 (see page 48).
It simplifies our business, reducing layers and creating a clearer system
of controls and alignment. It is not only about structural change, it is
also about changing how we run our business. For instance, across
Rolls-Royce we are taking a zero-based budgeting approach and have
set a 10% to 15% reduction in targeted areas and we are controlling
investment centrally to ensure we fund projects in line with strategy.

We have brought together key areas crucial to our success, through a
new engineering, technology and safety (ET&S) capability and an
enterprise-wide procurement and supplier management organisation.
ET&S is a significant change right at the heart of Rolls-Royce. Focused
on programme delivery, ET&S will build and strengthen our competence
and has responsibility for the delivery of some programmes, engineering
standards, processes, methods and tools. This structure provides
significant benefits to efficiency levels, capability and retention by
ensuring we can move our engineering teams to the highest priority
activities across all of our divisions, in-line with our strategy. By
benefiting from the learning, tools, resources and capabilities that are
common across projects we are better able to execute new product
introduction. There are significant synergies across the Group that we
will be able to exploit. For example, our GCAP project in Defence can
benefit from the certification, design and system engineering that our
business aviation team has built from the introduction of three new Pearl
engines. Our SMR team can benefit from the manufacturing engineering
capability that our Civil Aerospace business has built, while there are
common engineering challenges in areas such as thermal management
or controls that equally apply to Power Systems as to our Civil Aerospace
and Defence divisions. This allows for better retention of talent in key skill
areas, as work is balanced across all of the divisions, while also increasing
capability by pulling best practice and experience from the whole Group.

Our Group-wide procurement and supplier management organisation,
meanwhile, has a critical role to play in our success as we harness the
scale of Rolls-Royce. It will support the consolidation of Group spend,
leverage scale, develop consistent best-in-class standards and build
people capability. We will leverage opportunities across the organisation
to deliver approximately £1bn of gross third party cost savings in the
mid-term.

Within this new One Rolls-Royce organisation, we have added new
talent and strengthened our leadership, with almost half of the
immediate direct reports to my leadership team either new to the role
orin an expanded role. The Executive Team has also been strengthened,
bringing new experience, capabilities and energy. During the year,
Helen McCabe joined Rolls-Royce as Chief Financial Officer and Nicola
Grady-Smith as Chief Transformation Officer. In 2022, Jérg Stratmann
joined as President of Power Systems and | was closely involved in his
appointment. During 2023, Rob Watson moved to President of Civil
Aerospace, Adam Riddle became President of Defence and Chris
Cholerton became Group President, with executive responsibility for
the Group’s nuclear operations, including Rolls-Royce Submarines and
Rolls-Royce SMR. Simon Burr also took up the newly created post of
Group Director of Engineering, Technology & Safety (ET&S) in 2023.
Keeping our employees and customers safe is our number one priority.
Nothing is more important than that. Always, every time. So, we have
put product safety at the heart of this new organisation to strengthen
our approach to technical safety and assurance. While Simon has

leadership accountability for safety across the Group, every single
person within Rolls-Royce has a responsibility to prioritise safety above
all other considerations.

Looking forward

While we have a strong focus on delivering our short and mid-term
targets, we are also investing heavily in product improvements, new
product introductions and product cost improvement. All of these are
long-term investments. This is in addition to the significant customer
wins we have had that drive long-term growth. The result of this
combination is a group being set up for enhanced financial performance.
It means we are laying down foundations that will benefit us in the
period long after our mid-term targets.

For example, in Civil Aerospace, we are spending £1bn on time-on-wing
improvements in a multi-year programme. This will double the time-on-
wing of our Trent 1000 engine and, in non-benign environments,
double the time-on-wing of the Trent XWB-97 as well as generating a
50% improvement in benign environments. We are investing in
reducing shop visit costs, creating a more efficient and more resilient
aftermarket operation; and in decreasing product costs so we can
capture more of the value from the order book. Our win-win approach
to contracting means we are better placed to be rewarded for our
innovation, while our investment in new digital technologies will ensure
a better experience for our customers, as well as make us more efficient.
We are also expecting to invest further in UltraFan, having achieved
the very important milestone of successful full power testing during
2023. UltraFan also provides us with opportunities to introduce
technologies from the demonstrator into our existing fleet. Our Pearl
and Trent engine families will benefit from these actions as they power
the in-service fleet well into the 2040s.

In Power Systems, we see long-term potential for our competitive
portfolio of products and are investing in making those products
compatible with sustainable fuels and creating engines capable of using
new fuels such as methanol. We are also developing the first new mtu
engine for many years, an investment that will pay off beyond the
mid-term. In Defence, our recent successes in securing a place on the
US Air Force’s B-52 and US Army’s FLRAA will not start to deliver
significantly until well after the mid-term. GCAP is expected to deliver
a next generation combat aircraft in 2035, building on the progress we
have already made with our Team Tempest partners in the UK. All these
Defence programmes will result in engines and systems that will remain
in service for 30 or 40 years after they are delivered. AUKUS, meanwhile,
will see our submarines business delivering and servicing nuclear
propulsion systems well into the second half of this century. Finally, of
course, our SMR business has a compelling long-term growth story,
with power stations expected to be in service for 60 years. As a result,
2024 and even the mid-term targets are merely milestones. They are
not the final destination. Rolls-Royce will continue to grow with enhanced
margins and cash flow well into the long term as a result of our strategy
and the choices we are making today.

Building a track record of delivery

This is a pivotal moment in the history of Rolls-Royce. We have set out
a bold and achievable plan to create a high-performing, competitive,
resilient and growing business. Our strategy is granular and owned
throughout our business. The choices we have made in our strategic
review are clear. Our mid-term targets are compelling. We are building
atrack record of delivery, while investing in the future. Our success will
benefit not just our shareholders but all our stakeholders, including our
customers as they meet the challenges and opportunities that define
the future. We will also create more opportunities for our people, so
everyone can be a part of an energising, rewarding and world-leading
group. | would like to thank all of our people for their effort and hard
work in 2023. Together, we are building One Rolls-Royce. A Group that
can fully realise its potential, ensuring the excellence and innovation
that has helped shape the modern world, endures long into the future.

Tufan Erginbilgic
Chief Executive
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Strategy

In 2023, we developed a clear strategy to help Rolls-Royce perform to its full potential.
We have already made good progress towards building a strong, competitive, resilient
and growing business. This success is thanks to transformation and performance

management.

Rolls-Royce has been at the forefront of innovation for over a century.
We set the standard for engineering excellence, providing
mission-critical products and services to customers across the globe.

We have built a world-class product portfolio and deep customer
relationships. Our focus now is to translate our technical and market
success into strong financial returns. We have the potential to achieve
so much more.

The progress made in 2023 gives us confidence in the delivery of our
strategic plans. We are accelerating financial delivery and have set
new, ambitious yet achievable mid-term targets.

The Rolls-Royce proposition
1. Build a high-performing, competitive and resilient business with
profitable growth.

2. Grow sustainable free cash flow.

3. Build a strong balance sheet and grow shareholder returns.

Delivering the proposition will make us a stronger partner to our
customers as they face future challenges and opportunities. We will
unlock our full potential by turning engineering excellence into strong
financial performance.

To implement our strategy, we will be disciplined, agile and systematic.
We will continue to have a tight focus on priorities, improve commercial
discipline and seek efficiency in every step, whilst never compromising
on integrity or safety. We will put the business on a stronger financial
footing by delivering a sustainable reduction in working capital, higher
operating margins and improved operational performance.

Improving profitability will give us options to grow the business and
enhance shareholder returns. This performance shift is also crucial to
creating more opportunities for our people to be part of an energising,
rewarding and world-leading team.

OUR TRANSFORMATION

Portfolio choices and partnerships

Advantaged businesses and strategic initiatives

Efficiency and simplification

Lower carbon and digitally enabled businesses

DELIVER AS ONE ROLLS-ROYCE

Embrace new ways of working and mindset

Establish a differentiated performance culture

Execute with strategic clarity

Externally focused and benchmarking

Simplified organisation and strengthened capabilities

A HIGH-PERFORMING, COMPETITIVE AND
RESILIENT BUSINESS WITH PROFITABLE
GROWTH

GROWING SUSTAINABLE FREE
CASH FLOWS

STRONG BALANCE SHEET AND GROWING

SHAREHOLDER RETURNS
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STRATEGY

DELIVERING SUSTAINABLE GROWTH THROUGH TRANSFORMATION

Our strategic framework to deliver the proposition

Portfolio choices

We will make decisions on where to operate and where to invest
based on clear criteria:

— is the market attractive and growing?

— do we have a differentiated position?

— can we generate attractive returns?

We are making choices and executing on them. We are only
investing where the market is attractive and growing, where
we can build an advantaged position differentiated through
strong customer relationships and competitive technology and

where there are high barriers to entry. This allows us to allocate
resources more effectively and drive profitable growth.

We have segmented our portfolio into three categories:
— areas where we will invest to drive performance improvement

and growth;

— areas where we can create truly winning positions through
partnership; and

— business activities which we intend to exit.

Strategic initiatives

We have launched a number of focused strategic initiatives to
drive change across the Group, delivering improved value
through top and bottom-line actions. These initiatives will
enhance competitiveness, expand our earnings potential and
sustainably improve our performance.

Efficiency and simplification

We have launched a Group-wide focus to drive synergies, make
us more competitive and simplify the way we operate, enabling
us to deliver our priorities as One Rolls-Royce. We are
optimising our footprint and leveraging our scale to reduce third
party costs; strengthening supply chain management to reduce
inventory and working capital; and changing the way we work
through a refreshed organisational design to reduce duplication
and overheads, creating a more efficient organisation.

We are committed to becoming a net zero company by 2050
and we are supporting our customers to do the same. We focus
on areas where we have the greatest leverage, improving the
efficiency of our products, enabling our customers to operate
in the most efficient way and decarbonising our own operations
and our supply chain.

Commitment to the energy transition

Digital technology will play an increasingly important role
throughout our value chain. We already use data from products
in service to create value for ourselves and for our customers.
Future advances in digital, particularly Al, will further enhance
operational performance and reduce costs across our industries
and markets.

We focus on four areas: enhancing the customer experience;
accelerating product design; improving manufacturing; and
empowering our people.

Capturing the benefits of becoming digitally enabled
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STRATEGY

CAPTURING PERFORMANCE IMPROVEMENT OPPORTUNITIES

Group mid-term targets

During our strategic review in 2023, we developed a new set of targets that represent a step change in ambition and performance.
They are underpinned by our strategy and demonstrate we are creating a new Company, taking Rolls-Royce significantly beyond any
previous financial results.

We will build on our world-class engineering heritage to deliver a world-class investment proposition, significantly expanding our
earnings and cash potential.

The high, but achievable, bar that we have set is reflective of our winning mindset:

— we will quadruple operating profit from the 2022 baseline to between £2.5bn-£2.8bn;

— we will expand operating margins to between 13% and 15% to be at least as competitive as our peers;

— we will grow sustainable cash flows to between £2.8bn and £3.1bn; and

— we are targeting 16% to 18% return on capital, an improvement of more than ten percentage points over our performance in 2022.
We define the mid-term as a 2027 timeframe. Delivering these targets will mean we have created a financially and operationally

resilient Group with an expanded earnings potential. They are milestones on our journey, not the destination, and we will continue
to grow beyond them into the long term.

Operating profit Operating margin Free cash flow Return on capital
S £2.8bn-£3.1bn 16%-18%
5bn-£2.8bn 139 15%
o 11.3%
£16bn 10.3%
£1.3bn
5.1% 4.9%
£0.65bn £056n
2022 2023 Mid-term 2022 2023 Mid-term 2022 2023 Mid-term 2022 2023 Mid-term
target target target target
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External environment

Geopolitical tensions

The ongoing Russia-Ukraine conflict and the more recent escalation
of violence in the Middle East have destabilised international
relations. Policy makers are strengthening their focus on national
security in terms of defence, access to energy, critical commodities
and key technologies, the latter through re-shoring critical industries
and the use of sanctions and subsidies. These policies and actions
are disrupting the competitive environment and, together with recent
geopolitical risks to international trade, are contributing to price
volatility and supply chain issues.

Economic slowdown

In 2023, we saw a further slowdown in global activity. The main
reasons were the phasing out of post-pandemic effects and high
interest rates designed to contain inflationary pressures. The
slowdown is expected to continue through 2024 with advanced
economies and China being most affected. The US economy, despite
proving resilient in 2023, is expected to feel the effects of tighter
financial conditions. Europe’s growth remains contained by energy
uncertainty and slowing external demand. China continues to
struggle with its real estate crisis. Business demand is slowing in the
manufacturing sector although supply chain problems are easing. A
tight labour market may start to open but possibly not for specialised
skills. Inflation is expected to normalise above central banks’ target
of 2% and so forecasters and financial market analysts do not expect
interest rates to return to their previous low levels in the short term.

Supply chain uncertainties

As industries recovered from the pandemic, efforts to scale up
production exposed underlying supply chain issues which had been
exacerbated by cuts in capacity made during the crisis. Skills and
experience had been lost and labour availability became a key growth
constraint, significantly impacting lead times. With every industry
increasing demand at the same time, even relative commodity
materials such as steel became difficult and expensive to source. High
interest rates also became a drag on recovery by constraining
investment in production scale up. The situation is improving but
shortages remain for some commodities, parts and components and
we expect to experience challenges for at least another 18 to 24 months.

Long-term issues

Other significant long-term issues for our business include
demographic trends, climate change and the intent to move towards
a net zero economy.

According to UN data, the expected growth in global population
from eight to ten billion people by 2050 will be concentrated in urban
areas, driving higher demand for energy and mobility solutions. The
development in emerging economies of a stronger middle-class
population, especially in India and China, will support growth in
commercial aviation. Resource constraints are likely to increase
geopolitical risk and Defence budgets will continue to rise in response.

The global effort to decouple economic development from
greenhouse gas emissions presents both a challenge and a
generational business opportunity.

Rolls-Royce response

We see opportunity and risk from the changing security situation.
On the opportunity side, we are extending production in our Power
Systems division to meet a strong increase in demand from our
governmental customers; this will drive longer-term benefits from
higher sales of spares and services. We also see increased potential
for Rolls-Royce SMR, as customers, particularly in Europe, seek to
reduce their dependence on imported oil and gas and Russian nuclear
technology. On the risk side, recognising the price and disruption
risk in our supply chains, we are taking steps to build resilience,
including dual sourcing where appropriate.

Rolls-Royce response

Across the Group, the diversity in our product portfolio helps to
absorb short-term economic impacts and our high level of order
backlog acts as a cushion for our business. On the demand side, we
have advantaged businesses in markets that are set to grow ahead
of GDP. For example, in the widebody market, mid-term growth is
forecast to be in the region of 5% to 7% per annum driven by post
pandemic recovery and new demand from a growing middle class in
countries such as India and China. On the cost side, in addition to
the existing inflation-linked pricing clauses in our Civil Aerospace
division, we have taken measures to protect margins in our Power
Systems division by reacting to price changes in energy, materials
and wages. The steps we are taking to strengthen our financial
performance will improve the Group’s credit rating and contain the
impact of high interest rates on our financing costs.

Rolls-Royce response

We are taking steps to improve supply chain efficiency and resilience.
We are improving forecasting and planning and collaborating closely
with suppliers to drive tighter management of lead times to ensure
we have the inventory we need when we need it. Additional supply
chain resilience benefits will come from our efforts to reduce cost
and enhance commercial discipline. Operationally, we are simplifying
product designs to improve sourcing options and we are improving
manufacturing processes to reduce scrap and waste. Commercially,
we are pushing for stronger contractual protection against
inflationary impacts and supplier underperformance.

Rolls-Royce response
Thanks to our strong positions in Civil Aerospace and Power Systems
we will benefit directly from the growing demand for global mobility.

Our Defence division will grow within its core transport and combat
segments and our unique capabilities will open other opportunities.
Rolls-Royce SMR is seeking to enhance the economics of modular
nuclear power generation to deliver a scalable, cost-effective source
of low-carbon electricity, helping societies meet their development
and sustainability goals.

Across the Group we are working to ensure that all our products, in
the air, at sea, and on land, can be used sustainably through
ensuring compatibility with sustainable fuels and by developing
technologies to enable the next generation of high
efficiency solutions.
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Business model

OUR COMMON DRIVERS
FOR SUCCESS

Advantaged businesses with strong positions
in attractive and growing markets

OUR CORE DIVISIONS CIVIL AEROSPACE

OUR ROLE Connect
IN SOCIETY

We make it possible for people to move safely, efficiently and PASSENGERS WHO FLEW

affordably across the globe. ON AROLLS-ROYCE
We provide social and economic value through enabling unique :DNO;A{JEZRSED AIRCRAFT

experiences and in-person relationships; connecting people and
cultures, businesses and families.

>250m

Link to risk

[1]s]e]o]n

O U R B U Sl N ESS Differentiated services
MODEL DRIVERS

We design, develop, manufacture and support high performance CUSTOMERS ON
gas turbines for commercial aviation. LONG-TERM
We pioneered the industry’s adoption of long-term service SERVICE
agreements, a model that aligns our interests with those of our AGREEMENTS
customers and rewards us for improving reliability, availability and
reducing costs. 2/3
We provide value to airlines through data driven insights and we

Link to risk set the standard for customer service in business aviation.

HBaBanan
(7]s]o]io] 1

OUR UNlQUENESS Trusted partner

We partner with customers to develop a close understanding of NEW GENERATION

their needs, co-creating solutions and capabilities. We have WIDEBODY
partnered for decades with aircraft manufacturers and airlines, AIRCRAFT
including joint MRO facilities. POWERED BY

We partner with our supply chain to access capability and ROLLS-ROYCE

capacity, to maximise market cover, minimise collective investment

and share risk and reward. 4 out Of 5

Link to risk

[1]s]6]7]io] 1]

WHAT WE
WILL ACHIEVE A HIGH-PERFORMING, COMPETITIVE,

RESILIENT AND GROWING BUSINESS

Link to risk
H safety Compliance Strategy B Execution Business interruption A Climate change
Information & data E Market & financial shock E Political E Talent & capability m Technology
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BUSINESS MODEL

ONE ROLLS-ROYCE

Differentiated by deep customer relationships; market leading
products and technology; engineering and commercial excellence

DEFENCE

We provide mission critical power and propulsion in
the air, at sea and on land.

We enable operational independence and strategic
and tactical advantage; helping nation states keep their
citizens safe at home and protect their interests
overseas.

YEARS OF
PROVIDING
GAS TURBINE
POWER FOR
DEFENCE
CUSTOMERS

80

POWER SYSTEMS

We provide answers to the challenges posed by
the rapidly growing societal demands for energy
and mobility.

We deliver high performance, dependable and
sustainable power, enabling economic growth
and development.

EXPECTED ANNUAL
GROWTH RATE
ACROSS OUR
POWER
GENERATION
MARKETS

5%-7%

Customer-funded growth

We design, develop, manufacture and support high
performance aero and naval gas turbines and nuclear
power and propulsion systems.

We turn technology into differentiated products that
provide customers with unique capabilities and stay
in-service for decades.

We create broader economic value for the Group by
balancing the volatility seen in commercial markets
and by enabling synergies across technology,
infrastructure, supply chain and product families.

DIFFERENT
APPLICATIONS OF
THE AE ENGINE
FAMILY ACROSS
DEFENCE AND
CIVIL MARKETS

16

One core solution addressing multiple markets

We design develop, manufacture and support
high-performance reciprocating engines and broader
system solutions for use at sea and on land.

We invent once and use many times, developing
products and product families that can be used in
different applications across multiple markets,
delivering proven solutions for our customers and
maximising the returns on investment to us.

NUMBER OF 4000
ENGINES SOLD
ACROSS DIVERSE
MARKETS

50k

Global access, local presence

We support over 160 armed forces in over 100
countries.

We provide whole engine design, development and
manufacturing capability and operational
independence inthe US, UKand Germany and we work
closely with partners in Japan, Italy, Spain, France
and Australia.

HOME NATIONS
WITH WHOLE
ENGINE
CAPABILITY

3

Structural advantage

We deliver unmatched power, reliability and efficiency
in return for premium value.

We are recognised as the engine provider of choice
where the mission matters: high integrity back-up power
for critical infrastructure such as hospitals, airports
and data centres; and high performance propulsion
for yachts, military vehicles and naval vessels.

MARKET SHARE
IN GOVERNMENTAL
BUSINESS

>30%

DRIVEN BY COMMITTED EMPOWERED PEOPLE

OPERATING IN A PERFORMANCE CULTURE

Read more about our
strategy on pages 10 to 12

WITH TRU

Read more about our
KPIs on pages 16 to 18

T, INTEGRITY AND SAFETY
AS OUR CORE VALUES

Read more about our principal
risks on pages 50 to 57
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Key performance indicators

Financial performance indicators "2

Order backlog (Ebn)

HOW WE DEFINE IT

WHY IT IS IMPORTANT

LINK TO REMUNERATION

Total value of firm orders placed by
customers for delivery of products
and services where there is no
right to cancel. This KPI is the same as
the statutory measure for order
backlog. See note 2 on page 141 for more
information.

68.5
60.9 60.2

| 52I’ 50.6 |

9 20 2 2 23

Order backlog provides visibility of
future business activity.

Customer orders drive future revenue
growth which, in turn, enables profit
and cash flow growth. Profit and free
cash flow performance are key financial
metrics in the Incentive Plan.

Underlying revenue (Em)

HOW WE DEFINE IT

WHY IT IS IMPORTANT

LINK TO REMUNERATION

15,450 15,409
12,691 Revenue generated from operations at
the average exchange rate achieved
on effective settled derivative contracts
in the period that the cash flow occurs.
See note 2 on page 138 for more
information.
19 22 23

11,430

20 21

10,947

Underlying revenue provides a measure
of business growth and activity.

Underlying revenue growth enables
profit and cash flow growth, both of
which are key financial metrics in the
Incentive Plan.

Underlying operating profit/(loss) (Em)

1,590  HOW WE DEFINEIT

WHY IT IS IMPORTANT

LINK TO REMUNERATION

Operating profit generated from
operations at the average exchange
rate achieved on effective settled
derivative contracts in the period that
the cash flow occurs. It excludes M&A,
exceptional items and certain other
items outside of normal operating
activities. See note 2 on page 138 for
more information.

808

652

414

2,008) [

19 20 21 22 23

Underlying operating profit indicates
how the effect of growing revenue and
control of our costs delivers value for
our shareholders.

Profit is a key financial performance
measure for our Incentive Plan.

Underlying operating margin (%)

10.3 HOW WE DEFINE IT

WHY IT IS IMPORTANT

LINK TO REMUNERATION

Underlying operating profit (as defined
above) as a percentage of underlying
revenue (as defined above). It indicates
how much profit the business makes
for every one pound sterling of
revenue generated.

5.2

3.8 5.1
.0 1

19 20 21 22 23

Underlying operating margin indicates
how effective the business is at
converting revenue to profit. A higher
margin is an indicator of increased value
for our shareholders, as it demonstrates
a higher conversion of revenue to
profit.

Profit is a key financial performance
measure for our Incentive Plan.

Free cash flow from continuing operations (Em)

1,285  HOW WE DEFINEIT

873

WHY IT IS IMPORTANT

LINK TO REMUNERATION

505

Free cash flow is cash flows from
operating activities, adjusted to include
capital expenditure and movements in
investments, capital elements of lease
payments, interest paid and to exclude
amounts spent or received on business
acquisitions or disposals, financial
penalties paid and exceptional
restructuring payments. Cash flow from
operating activities is our statutory
equivalent. See note 28 on page 184.

l (4,255) (1,485)

Free cash flow is a key metric used
to measure the performance of our
business and how effectively we are
creating value for our shareholders.
It enables the business to fund
growth, reduce debt and make
shareholder payments.

Free cash flow is a key financial metric
in the Incentive Plan.

1 The adoption of IFRS 16 Leases in 2019 had no material impact on our financial KPIs

2 2023, 2022 and 2021 figures represent the results of continuing operations. 2020 figures
have been restated, where relevant, to show ITP Aero as a discontinued operation in line
with 2021 reporting. 2019 figures have not been restated

A reconciliation from the
alternative performance measure
to its statutory equivalent can be
found on pages 213 to 217
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KEY PERFORMANCE INDICATORS

WHY IT IS IMPORTANT

LINK TO REMUNERATION

TCC/GM (ratio)
0.88 0.86 0.80 HOW WE DEFINE IT
0.59
I l TCCis defined as total underlying cash
(2.84) costs during the period (represented
by underlying R&D and underlying
C&A) as a proportion of underlying
gross profit.
19 20 21 22 23

This measure provides an indicator of
total cash costs relative to gross profit
(the percentage of the Group’s
overheads that are covered by gross
profit). A reduction in total cash costs
relative to gross profit indicates how
effective the business is at managing
and/or reducing its costs.

Profit is a key financial performance
measure for our Incentive Plan.

Return on capital (%)

1.3 HOW WE DEFINEIT

WHY ITIS IMPORTANT

LINK TO REMUNERATION

Return on capital is defined as net
operating profit after tax (NOPAT) as a
percentage of average invested capital.

4.7 4.9

3.2 .
I ves M I

NOPAT is defined as underlying net
profit excluding net finance costs and
the tax shield on net finance costs.
Invested capital is defined as current
and non-current assets less current
liabilities. It excludes pension assets,
cash and cash equivalents and debt.
See page 217 for more detail on how we
calculate return on capital.

Return on capital assesses our
efficiency in allocating capital to
profitable investments. The more
efficient we are as a business in
allocating capital to profitable
investments, the more profitable we
will be.

Profit is a key financial performance
measure for our Incentive Plan.

Gross R&D expenditure 3 (Em)
1,459

HOW WE DEFINE IT

WHY IT IS IMPORTANT

LINK TO REMUNERATION

In-year gross cash expenditure on R&D
excluding the impact of contributions
and fees, amortisation and impairment
of capitalised costs and amounts
capitalised during the year.

gy 1320
| ‘i5 1,179 | |
9 20 2 2 3

This measure demonstrates the balance
between long-term strategic
investments and delivering short-term
shareholder returns.

Disciplined control and allocation of
R&D expenditure optimises in-year
profit and cash flow performance
without compromising long-term
growth through innovation. There is a
balance of long-term metrics which
reward strong financial performance
and also relative returns to our
shareholders through total shareholder
return (TSR) in the Incentive Plan.

Gross capital expenditure * (Em)

747 HOW WE DEFINE IT

WHY IT IS IMPORTANT

LINK TO REMUNERATION

In-year gross cash expenditure on
capital excluding capital expenditure
from discontinued operations.

585
429
345
304 I I
20 21 22 23

This measure demonstrates the balance
between long-term strategic
investments and delivering short-term
shareholder returns.

Disciplined control and allocation of
capital expenditure optimises in-year
profit and cash flow performance
without compromising long-term
capital requirements. There is a balance
of long-term metrics which reward
strong financial performance and also
relative returns to our shareholders
through total shareholder return (TSR)
in the Incentive Plan.

3 This is a new KPI added in 2023 to provide information on gross R&D expenditure as this
provides a more meaningful view of total R&D. The previous KPI presented was
self-funded R&D as a proportion of underlying revenue

4 Thisis anew KPl added in 2023 to provide information on gross capital expenditure as this
provides a more meaningful view of total capital expenditure. The previous KPI presented
was capital expenditure as a proportion of underlying revenue

D A reconciliation from the
alternative performance measure
to its statutory equivalent can be

found on pages 213 to 217
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KEY PERFORMANCE INDICATORS

Non-financial performance indicators

Safety index (%)

94

85

74 |
A 2 23

HOW WE DEFINE IT

WHY IT IS IMPORTANT

LINK TO REMUNERATION

In 2023, we changed our people metric
to incorporate a 50% weighting to an
internal safety index. The safety index
is the leading measure of our safety
culture, which was introduced across
the Group in 2021. The index consists
of a composite score of five leading
indicators, with each indicator
measuring a key element of our
safety culture. See page 44 for more
information.

The measure is strongly aligned to our
strategy of safety being the number
one priority, with an emphasis on
proactive measures.

This metric accounts for 5% of the
Incentive Plan.

Employee engagement (scored 1to 5) 5

3.99
3.85
3-53 3|68 i3 | |
19 20 21 22 23

HOW WE DEFINE IT

WHY ITIS IMPORTANT

LINK TO REMUNERATION

Since 2019, we have been on a journey
targeting upper quartile status versus
Gallup’s manufacturing organisations
peer group. Responses to the
engagement survey are scored on a
scale of one to five. The employee
engagement score averages the
responses to all 12 questions in the
survey. Our target for 2023 was to score
a grand mean of 3.97. See page 46 for
more information.

Our people are crucial to delivering
future business success. This is an
objective way to assess how engaged
our employees are with the business
and its leaders.

Employee engagement performance
against our target accounts for up to
5% of the Incentive Plan.

Sustainability

The metrics for the Incentive Plan
combine short-term measures
which focus on in-year
performance with longer-term
strategic measures. The metric for
sustainability is a longer-term
measure with targets set at the start
of 2021.

HOW WE DEFINEIT

WHY IT IS IMPORTANT

LINK TO REMUNERATION

At the start of 2021, each division was set
sustainability targets for the
three-year performance period ended
31December 2023. See pages 41and 42.

We are committed to becoming a net
zero company by 2050 and we support
our customers to do the same. New fuels
will be crucial to achieving net zero
in the medium term across many of
our markets.

This metric accounts for up to 5% of
the Incentive Plan for 2023.

5 External assurance over the employee engagement score is provided by Bureau Veritas.
See page 209 for their assurance statement
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Financial review

We have ambitious, bold and achievable plans. We are driving sustainable and higher
quality growth in earnings and cash flows and improved return on capital. We have
a clear capital framework and detailed plans to deliver our financial targets.

HimL

| joined Rolls-Royce in August 2023, excited by the opportunity to help
shape the future of this iconic company. We have advantaged positions
in attractive and growing end markets with world-leading capabilities
and committed and motivated people. We have so much to be proud
of and so much potential. | am delighted to be part of the
Rolls-Royce team.

We are transforming Rolls-Royce into a high-performing, competitive,
resilient and growing business. We have started on a journey that will
take the Group to a place where we have the financial strength to invest
in projects that will enable us to win, where we have strengthened our
balance sheet to withstand external shocks and to enable us to reward
our shareholders. We have made good progress in 2023 but there is
still more work to do.

| have identified four key priorities which | will be focusing on.

1. Integrated performance management

Our strategic review highlighted the need for improved processes and
a stronger culture of integrated performance management. We have
already started to improve this and will strengthen it further. Strategic
plans will be linked to annual budgets which in turn will be linked to
in-year performance management. We will rigorously track performance
and make interventions proactively. Targets will be underpinned and
owned across the whole organisation.

2. Commercial and cost optimisation

We are developing sharper commercial acumen and a more
cost-conscious culture across the organisation. This is underpinned by
the philosophy that everyone must act like an owner, treating every

Helen McCabe
Chief Financial Officer

pound spent as their own to deliver the most value for all our
stakeholders. We are already transforming the way we work with new
frameworks and higher quality training in place to build skills
and capabilities.

3. Working capital optimisation

Working capital is a key focus as we look to strengthen our balance
sheet and improve our return on capital. Our initiatives underpin a
sustainable release of working capital benefit across the mid-term,
which we define as a 2027 timeframe. The largest opportunity relates
to inventory, where we are targeting a meaningful reduction in
inventory days. Actions we will take include improving our demand
planning and supply chain management. We also see an opportunity
to improve receivables, with teams in place to drive down unbilled debt
and review customer payment terms, as well as improving our payables
performance. We have granular plans to underpin our targets. There
are a number of working capital headwinds over the mid-term but the
result of our actions offset these headwinds which result in a net
working capital release.

4. Capital framework
Our capital framework is focused on three clear priorities.

— First, to obtain a strong balance sheet with an investment grade
profile. A strong balance sheet will position us well to withstand
volatility and external shocks and will allow us the financial flexibility
for further investment for growth.

— Second, once the strength of our balance sheet is assured we are
committed to reinstating and growing shareholder distributions. For
further details see page 5.
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FINANCIAL REVIEW

— Third, a disciplined approach to investments. All investments must
be aligned to the Group’s strategy. Investments are prioritised on a
Group-wide basis, focusing on those that drive the greatest
shareholder value. We have strict financial and sustainability criteria
and hurdle rates in place.

2023 financial performance

In 2023, we have made good progress against our strategic priorities
and delivered a step change in financial performance which included
some early benefits from our transformation efforts.

— Driving growth in attractive markets: Large engine flying hours (EFH)
in Civil Aerospace recovered to 88% of 2019 levels, up from 65% in
2022. Large engine orders were the highest in more than 15 years,
with major orders from Air India and Turkish Airlines. In Defence, the
AUKUS submarine agreement was announced, which will be
supported by the expansion of our submarines site in Raynesway,
and work on our future programmes in the UK and US progressed
well. In Power Systems, we are capturing strong demand for power
generation solutions and services in the rapidly expanding data
centre market.

— Significantly improved profit and margins: Underlying operating
profit rose by £0.9bn to £1.6bn supported by our transformation
programme and strategic initiatives, with commercial optimisation
and cost efficiency benefits across the Group. Underlying operating
margin more than doubled to 10.3%. Civil Aerospace, Defence and
Power Systems all delivered materially higher margins compared to
last year. The largest improvement was in Civil Aerospace, which
delivered an operating margin of 11.6% compared to 2.5% in the
previous year. This was driven by increased aftermarket profit, in
both the large engines and business aviation segments, reflecting
commercial optimisation and cost efficiencies, as well as volume
growth. Defence delivered an improved operating margin of 13.8%
(2022: 11.8%), which primarily reflected improved pricing and cost
efficiencies. In Power Systems, which reported an operating margin
of 10.4% (2022: 8.4%), pricing and cost efficiency actions in the first
half of the year resulted in a significantly improved operating profit
and margin in the second half and in the full year.

— Record cash generation: Free cash flow from continuing operations
grew by approximately 150% to £1.3bn, principally due to higher
operating profit. Civil net LTSA creditor growth net of risk and
revenue sharing agreements (RRSAs) was £1.1bn (2022: £0.8bn).
Continued LTSA balance growth reflects higher EFHs and the
benefit of commercial optimisation, with LTSA invoiced flying hour
receipts of £4.6bn (2022: £3.6bn). Our focus on working capital
resulted in a release in the second half despite ongoing supply chain
challenges. For the full year there was a net working capital outflow
of £0.4bn (2022: £0.5bn). Inventory and debtor days both improved
year on year building further confidence in the actions we are taking
to improve the quality of cash delivery.

— Building financial resilience: Total underlying cash costs as a
proportion of underlying gross margin (TCC/GM) ratio improved to
0.59x in 2023 from 0.80x in 2022. Net debt improved to £2.0bn
(2022: £3.3bn). We have £4.1bn of drawn debt, of which £0.5bn matures
in 2024,£0.8bn in 2025 and £2.8bn in 2026-2028, and £1.7bn of lease
liabilities. We have £3.7bn in cash and cash equivalents and £3.5bn
undrawn facilities, totalling £7.2bn of liquidity, and expect to repay
the 2024 and 2025 bonds from cash. We cancelled a £1.0bn undrawn
UK Export Finance (UKEF) backed facility in the year, and a £1.0bn
undrawn bank loan facility reflecting our higher cash balance and
more resilient financial position.

2024 outlook

As we continue to deliver our strategy, we expect further improvements
towards all our mid-term targets. This is despite the impact of continued
supply chain challenges, which we expect to persist for 18 to 24 months,
geopolitical uncertainty and inflationary pressures. Our forecast for
2024 underlying operating profit is £1.7bn-£2.0bn and free cash flow
between £1.7bn-£1.9bn.

Mid-term outlook: growing profit and competitive margins
Our underlying operating profit and margins in 2023 represent a step
change in financial performance, but there is still more to deliver. As
detailed at our CMD, our key mid-term targets included operating profit
of £2.5bn-£2.8bn with an operating margin between 13%-15%. This is
a quadrupling of operating profit from the 2022 baseline, making
margins equal to or better than our peers on a competitive basis. These
targets are underpinned by the rigour of our extensive benchmarking,
the findings of our strategic review and by our commercial optimisation,
efficiency and simplification actions across the Group.

In Civil Aerospace, we expect the most material improvement in margins
from 2.5% in 2022 to 15%-17% by the mid-term. We are driving higher
widebody profit using the six levers of improvement: extending
time-on-wing, lowering shop visit costs, reducing product costs,
keeping engines earning for longer, implementing a new value-driven
pricing strategy and driving rigour on contractual terms and conditions.
We are also driving profitable improvement through our aftermarket
business, time and material, OE and spare engines. In the business
aviation market, we will increase profitability and market share due to
the success of the Pearl engine family.

In Defence, we are targeting a 14%-16% operating margin by the
mid-term. Our strategic focus is on growing our transport, combat and
submarines activities. Operating profit growth and margin
improvements will be driven by growth from volume and mix as we move
from legacy programmes to new funded programmes and from
prioritising investment as we focus our spend and benefit from an
increase in customer funded programmes. Margins will also benefit
from our efforts on commercial optimisation, including value-driven
pricing, and from efficiency and simplification.

In Power Systems, where we are targeting a 12%-14% margin by the
mid-term, profit growth will be delivered by strategic initiatives focused
on power generation, governmental and marine end markets. In power
generation, we are optimising our cost structure and focusing on key
accounts to drive margin growth. We are also expanding our microgrid
solutions and extending our service offering in battery energy storage
systems which will become a profitable business in the short term. In
governmental, we are capturing near-term growth with scope expansion
and focused investment and in marine we are developing alternative
fuel solutions to strengthen our synthetic-fuel-ready portfolio.

Mid-term outlook: sustainable and growing free cash flow
We expect mid-term free cash flow of £2.8bn-£3.1bn; an improvement
of £2.3bn-£2.6bn compared to 2022. This free cash flow growth will
primarily be driven by operating profit growth of between £1.8bn-£2.1bn
as we ensure that all divisions are delivering to their full potential.

In addition to our expectation of higher operating profit, our mid-term
free cash flow targets also reflect continued net growth in the Civil
Aerospace long term service agreement (LTSA) balance of between
£0.8bn-£1.2bn per annum. This is driven by: our young and growing
widebody fleet, business aviation growth, benefits from currency as
we consume our legacy hedges and the impact of strategic initiatives
such as time-on-wing. Our cash flow target also reflects our more
disciplined investment approach targeted at strategic growth and
working capital improvements.
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As we pay down debt, our financing costs will reduce and the cash
costs of closing out our over-hedged position, which has been a drag
in recent years, will abate. Offsetting these cash flow benefits will be
increased tax cash payments which will naturally increase as our
profit grows.

Mid-term outlook: efficiency and simplification and total
cash cost to gross margin ratio

Across all parts of the Group we are focused on efficiency and
simplification. We are targeting to improve our TCC/GM ratio,
approximately halving it by the mid-term, taking it to a market
leading level (see page 8).

We are leveraging the power of One Rolls-Royce to simplify our
organisation and drive efficiencies that will enable us to be more
competitive and simplify the way we operate. We are right-sizing the
organisation and ensuring it is structured to support strategy
implementation, including plans to reduce 2,000 to 2,500 roles across

the Group by the end of 2025. We expect severance costs to be between
£200m-£250m, which will be taken as an exceptional charge. The
reduction in roles will create an annualised sustainable benefit of around
£200m once completed. This benefit is part of a collection of initiatives
which, across the Group, will deliver a sustainable annualised saving of
£400m-£500m. We plan to deliver around £1bn of gross third party
cost savings over the mid-term which will help offset the impact of
inflationary and product cost increases. We are also more tightly
aligning R&D spend to strategy. Finally, we have set a 10%-15%
reduction in spend in targeted areas through zero-based budgeting.

Mid-term outlook: return on capital

By the mid-term we are targeting a 16%-18% return on capital. We view
return on capital as an important metric for the Group, as it measures
both our profitability and capital efficiency.

Helen McCabe
Chief Financial Officer

Statutory and underlying Group financial performance from continuing operations

2023 2022

Impact of

other

Impact of Impact of non-

hedge acquisition underlying
£ million Statutory book' accounting items Underlying Underlying
Revenue 16,486 (1,077) - - 15,409 12,691
Gross profit 3,620 (461) 46 26 3,231 2,477
Operating profit 1,944 (475) 50 il 1,590 652
Gain arising on disposal of businesses 1 - - (1) - -
Profit before financing and taxation 1,945 (475) 50 70 1,590 652
Net financing income/(costs) 482 (915) = 105 (328) (446)
Profit before taxation 2,427 (1,390) 50 175 1,262 206
Taxation 2 (23) 285 (12) (370) (120) (48)
Profit for the year from continuing operations 2,404 (1,105) 38 (195) 1,142 158
Basic earnings per share (pence) 28.85 13.75 1.95

1 Reflecting the impact of measuring revenue and costs at the average exchange rate during the year and the valuation of assets and liabilities using the year end exchange rate rather than
the rate achieved on settled foreign exchange contracts in the year or the rate expected to be achieved by the use of the hedge book
2 Taxation includes the recognition of a deferred tax asset on UK tax losses of £328m in other non-underlying items

Revenue: Underlying revenue of £15.4bn was up 21%, with double-digit
growth in all three core divisions and particularly strong growth in Civil
Aerospace. Statutory revenue of £16.5bn was 22% higher compared
with 2022. The difference between statutory and underlying revenue
is driven by statutory revenue being measured at average prevailing
exchange rates (2023: GBP:USD 1.24; 2022: GBP:USD 1.24) and
underlying revenue being measured at the hedge book achieved rate
during the year (2023 GBP:USD 1.50; 2022: 1.50).

Operating profit: Underlying operating profit of £1,590m (10.3% margin)
versus £652m (5.1% margin) in the prior year. This was due primarily to
strong aftermarket growth in Civil Aerospace and commercial
optimisation and cost efficiencies across the Group. The largest year
on year improvement in margin was in Civil Aerospace, but Defence
and Power Systems margins also rose materially. Statutory operating
profit was £1,944m, higher than the £1,590m underlying operating
profit largely due to the £475m negative impact from currency hedges
in the underlying results. Net charges of £71m were excluded from the
underlying results as these related to non-underlying items comprising
net transformation and restructuring charges of £102m; partly offset
by net impairment reversals of £8m, the write back of exceptional Trent
1000 programme charges of £21m; and a £2m pension past service
credit.

Profit before taxation: Underlying profit before taxation of £1,262m
included £(328)m net financing costs comprising £164m interest
receivable, £(275)m interest payable and £(217)m of other financing
charges and costs of undrawn facilities. Statutory profit before tax of
£2,427m included £515m net fair value gains on derivative contracts,
£(205)m net interest payable and net foreign exchange gains of £394m.

Taxation: Underlying tax charge of £(120)m (2022: £(48)m) reflects a tax
charge on profits of £(198)m net of a tax credit arising on the
recognition of a £78m deferred tax asset on previously unrecognised
UK tax losses. The 2022 underlying tax charge relates to tax on overseas
profits of £(175)m net of a tax credit on the increase in certain UK
deferred tax assets of £127m. The statutory tax charge of £(23)m is lower
than the underlying charge due to an additional £328m recognition of
adeferred tax asset on UK tax losses. This is partially offset by a net tax
charge of £(231)m on non-underlying items.
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Free cash flow

2023 2022
Impact of
Impact of Impact of other non-
hedge acquisition underlying
£ million Cash flow book accounting items Funds flow Funds flow
Operating profit 1,944 (475) 50 Al 1,590 652
Operating profit from discontinued operations - - - - - 86
Depreciation, amortisation and impairment 1,019 - (50) 9 978 953
Movement in provisions (325) 46 - 21 (258) (23)
Movement in Civil LTSA balance 1,708 (377) - - 1,331 792
Movement in prepayments to RRSAs for LTSA parts (315) 63 - - (252) (8)
Settlement of excess derivatives ' (389) - - - (389) (326)
Interest received 159 - - - 159 36
Other operating cash flows 2 (63) (8) - 3 (68) 5
Operating cash flow before working capital and income tax 3,738 (751) - 104 3,091 2,167
Working capital (excluding Civil LTSA balance and prepayment
to RRSAs) 3 (236) (123) - (37) (396) (524)
Cash flows on other financial assets and liabilities held for
operating purposes (845) 853 - - 8 77
Income tax (172) - - - (172) (174)
Cash from operating activities 2,485 (21) - 67 2,531 1,546
Capital element of lease payments (291) 21 - - (270) (198)
Capital expenditure (699) - - 4 (695) (504)
Investment 69 - - - 69 28
Interest paid (333) - - - (333) (352)
Other 54 - - (71) (17) (29)
Free cash flow 1,285 - - - 1,285 491
- of which is continuing operations 1,285 1,285 505

1 The funds flow to 31 December 2022 has been represented to disclose cash flows on settlement of excess derivative contracts as cash flows from operating activities. As a result, operating
cash flows before working capital and income tax during the year to 31 December 2022 have reduced by £(326)m to £2,167m. Cash flows on settlement of excess derivative contracts were
previously shown after cash from operating activities in arriving at free cash flow. There is no impact to free cash flow

2 Other operating cash flows includes profit/(loss) on disposal, share of results and dividends received from joint ventures and associates, flows relating to our defined benefit post-retirement

schemes, and share based payments

3 Working capital includes inventory, trade and other receivables and payables, and contract assets and liabilities (excluding Civil LTSA balances and prepayment to RRSAs). Working
capital was previously defined as inventory, trade and other receivables and payables, and contract assets and liabilities, excluding Civil LTSA

Free cash flow in the year was £1.3bn, an improvement of £0.8bn
compared with the prior year driven by:

Operating cash flow before working capital and income tax of £3.1bn,
£0.9bn higher than the prior year. The improvement at the Group level
was principally due to our actions on commercial optimisation and cost
discipline. The movement in Civil LTSA balance was £1,331m (2022:
£792m) driven by higher EFH receipts. RRSA prepayments were £252m
(2022: £8m). The movement in provisions of £(258)m largely related to
utilisation of the Trent 1000 provision, contract loss provisions and the
settlement of a legal claim. The settlement of excess derivative contracts
of £(389)m was in line with expectations, with a further cash outflow of
£146m expected to be incurred in 2024, £148m in 2025 and £27m in
2026. Interest received was £159m, up from £36m in 2022 due to higher
cash balances and higher interest rates in the year.

Working capital £(396)m, compared to £(524)m in the prior year.
Inventory increased by £(0.2)bn in the year primarily driven by Civil
Aerospace as a result of continued supply chain disruption. There was
anet £(0.2)bn outflow from receivables, payables and contract liabilities
reflecting the net of volume growth in receivables and an increase in
advance payments from customers.

Income tax of £(172)m, net cash tax payments in 2023 were marginally
lower than the prior year of £(174)m, mainly due to the receipt of refunds
in respect of prior periods in the US and timing of payments in Germany.

The capital element of lease payments was £(270)m, £(72)m higher than
the prior year as a result of timing of lease payments.

Capital expenditure of £(695)m, mainly £(429)m property, plant and
equipment additions and £(284)m intangibles additions. The combined
additions were higher than last year as a result of investment in site
improvements across the Group.

Interest paid of £(333)m, including lease interest payments, has reduced
by £19m as a result of the settlement of the UKEF £2bn loan facility in
September 2022 slightly offset by higher interest on gross overdrafts.

22

ROLLS-ROYCE HOLDINGS PLC ANNUAL REPORT 2023



FINANCIAL REVIEW

Balance sheet

£ million 2023 2022 Change
Intangible assets 4,009 4,098 (89)
Property, plant and equipment 3,728 3,936 (208)
Right of use assets 905 1,061 (156)
Joint ventures and associates 479 422 57
Civil LTSA'! (9,080) (7,372) (1,708)
RRSA prepayments for LTSA parts' 1,320 1,005 315
Working capital ' (1,386) (2,017) 631
Provisions (2,029) (2,333) 304
Net debt ? (1,952) (3,251) 1,299
Net financial assets and liabilities 2 (2,060) (3,649) 1,589
Net post-retirement scheme deficits (253) (420) 167
Taxation 2,605 2,468 137
Held for sale 3 54 - 54
Other net assets and liabilities 31 36 (5)
Net liabilities (3,629) (6,016) 2,387

Other items

US$ hedge book (US$bn)

15 19

1 The total of these lines represents inventory, trade receivables and payables, contract assets and liabilities and other assets and liabilities in the statutory balance sheet
2 Netdebtincludes £23m (2022: £86m) of the fair value of derivatives included in fair value hedges and the element of fair value relating to exchange differences on the underlying principal

of derivatives in cash flow hedges

3 Held for sale assets relate to the sale of the off-highway engines business in the lower power range based in Power Systems

Key drivers of balance sheet movements were:

Civil LTSA: The £(1.7)bn movement in the net liability balance was mainly
driven by an increase in invoiced LTSA receipts exceeding revenue
recognised in the year, this is especially prevalent on new contracts
where shop visits are not immediately scheduled.

RRSA prepayments for LTSA parts: The £0.3bn increase corresponds
to the increase seen in the civil LTSA balance above. RRSA prepayments
typically move in line with the civil LTSA as the RRSA prepayment
represents amounts that we have paid to Risk and Revenue Share
Partners for the parts that they will ultimately provide in support of our
contracts.

Working capital: The £(1.4)bn net working capital position decreased
by £0.6bn compared to the prior year. The movement comprised £0.1bn
increase in inventory, mainly in Civil Aerospace due to supply chain
disruption, £0.9bn increase in receivables due to higher trading volumes
and prepayments from customers, £0.5bn reduction in payables due
to changes in operational volumes and timing of supplier payments,
partly offset by an increase in contract liabilities of £(0.9)bn driven by
advanced payments received across the divisions.

Provisions: The £0.3bn net reduction was primarily driven by the
settlement of a legal claim, utilisation of the Trent 1000 provision, and
a net £0.1bn reduction in contract loss provisions due to provision
utilisation, renegotiations and extensions of some major contracts
resulting in improved margins, partly offset by increased cost estimates
from supply chain issues.

Net debt: Decreased from £(3.3)bn to £(2.0)bn driven by free cash inflow
of £1.3bn. Our liquidity position is strong with £7.2bn of liquidity
including cash and cash equivalents of £3.7bn and undrawn facilities
of £3.5bn. Two undrawn facilities, totalling £2.0bn, were cancelled in
2023 reflecting our higher cash balance and more resilient financial
position. Net debt included £(1.7)bn of lease liabilities (2022:
£(1.8)bn).

Net financial assets and liabilities: A £1.6bn reduction in the net
financial liabilities driven by contracts maturing in the year and a change
in fair value of derivative contracts largely due to the impact of the
movement in GBP:USD exchange rates.

Taxation: The net tax asset has increased by £137m. This includes an
overallincrease in the deferred tax asset of £267m, due to increases in
the deferred tax asset recognised on UK tax losses of £422m and other
deferred tax assets of £101m, partly offset by a reduction of £256m on
the deferred tax on foreign exchange derivative contracts. Other tax
balance movements include increases in the deferred tax liability of
£44m and net current tax liabilities of £86m.

ROLLS-ROYCE HOLDINGS PLC ANNUAL REPORT 2023

23

140d3d O1931VHLS




Our divisions

CIVIL AEROSPACE

Civil Aerospace is a major manufacturer of aero engines for the large commercial aircraft, regional
jets and business aviation markets. The business uses its engineering expertise, in-depth knowledge
and capabilities to provide through-life service solutions for its customers.

Underlying revenue mix

Underlying revenue mix by sector

W OE-37%
M Services - 63%

UNDERLYING REVENUE UNDERLYING OPERATING PROFIT

£7,348m £850m

2022:£5,686m 2022: £143m

Market overview
Our Civil Aerospace division comprises four categories: large engines,
business aviation, regional and V2500.

Our large installed product base of more than 4,860 engines powers
4 out of 5 of the new generation widebody aircraft. We have a 33%
market share of the large engines in service globally and 41% of the
engines on order. Large engine deliveries increased in 2023 to 262
(2022:190) as we grow our market share.

We have a high-quality order book with 1,632 large engines (2022:
1,282). We have seen substantial new orders in 2023, including orders
with Air India, Turkish Airlines, Emirates, EVA Air and in early 2024, Delta
Airlines. 2023 was our best year for large engine orders since 2007.
We are also seeing growth in the new Airbus A350 freighter market
where there is clear demand for our products and services. During
2023, we took new orders of 678 large engines (2022: 150). Of the 262
large engine deliveries in 2023, 53 were spare engines (2022: 44). Spare
engines are important to our customers as they support fleet health
and aircraft availability.

In 2023, business aviation engine deliveries increased to 196 (2022:
165). There are currently over 6,500 in-service Rolls-Royce business
aviation engines across our Tay, BR710 and AE 3007 platforms which
provide power to a range of aircraft, including Gulfstream and
Bombardier aircraft. There are over 1,200 BR725 and Pearl 15 engines
in service which power the Gulfstream 650/G650ER and Bombardier
5500/6500. The Pearl 700, which is going through in-flight testing
and already has a strong order book, will power the Gulfstream G700/
G800. The Pearl 10X, which is in development and has had a positive
reaction from the market, will power the Dassault Falcon 10X. This will
be the first time a Rolls-Royce engine powers a Dassault aircraft. Within
the market, we have won the last three major campaigns, with the Pearl
engine firmly established as the engine of choice.

The civil aerospace market further recovered from the effects of the
pandemic in 2023. Large engine flying hours were 88% of 2019 levels

Hl Large engines - 73%

B Business aviation - 20%
Regional - 3%
V2500 - 4%

UNDERLYING OPERATING MARGIN

1.6%

2022:2.5%

ORDER BACKLOG

£55.2bn

2022:£47.7bn

(2022: 65%). The easing of global pandemic management measures,
specifically in China, paired with fleet expansion are the main
contributors to engine flying hour improvement. Industry forecasts
predict a return to 2019 large engine flying levels in 2024 and we expect
this to grow to 120%-130% by 2027. Business aviation engine flying
hours continue to be above 2019 levels, as they were in 2022, having
recovered more quickly from post-pandemic measures.

Total shop visits in 2023 were 1,227 (2022: 1,044) carried out to
maintain and repair the engines in our fleet. Of these, 368 were large
engine major shop visits (2022: 248). The increase was driven by higher
utilisation levels and growth in the fleet.

Supply chain pressures remain a hurdle across the industry. We are
proactively managing the risks, including consolidating spend with our
high performing supplier group for cost, quality and reliability,
improving our sourcing, renegotiating contracts and supporting our
most important suppliers. We expect supply chain challenges to persist
for the next 18 to 24 months. We are not experiencing any ongoing impact
from the two supplier fires which we reported in our 2022 Annual Report.

Financial performance

Underlying revenue of £7.3bn increased 29% year on year, driven
by higher shop visits and OE engine deliveries and commercial
optimisation. Underlying OE revenues grew by 36% in the year to £2.7bn
and services revenues grew by 25% to £4.6bn. LTSA revenue catch-ups
were £(104)m (2022: £360m).

Underlying operating profit was £850m (11.6% margin) versus £143min
2022 (2.5% margin). The year on year improvement was driven by higher
large engine LTSA shop visit volumes and profitability, increased time
and materials profits from life limited parts sales for large engines, and
higher business aviation profits, again driven by aftermarket profit
growth. In each case, our commercial optimisation actions helped drive
margin improvements. This was complemented by cost efficiencies,
with lower indirect costs net of inflation.
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Financial overview

Organic Organic
£ million 2023 change' FX 2022 Change change'
Underlying revenue 7,348 1,645 17 5,686 1,662 29%
Underlying OE revenue 2,703 706 15 1,982 721 36%
Underlying services revenue 4,645 939 2 3,704 941 25%
Underlying gross profit 1,394 540 1 853 541 63%
Gross margin % 19.0% 15.0% +4.0pt +4.0pt
Commercial and administrative costs (354) 18 (1) (371) 17 (5)%
Research and development costs (343) 12 (3) (452) 109 (25)%
Joint ventures and associates 153 40 - n3 40 35%
Underlying operating profit 850 710 (3) 143 707 nm
Underlying operating margin % 11.6% 2.5% +9.1pt +9.1pt

2023 2022 Change
Trading cash flow 626 226 400
Key operational metrics
2023 2022 Change
Large engine deliveries 262 190 72
Business aviation engine deliveries 196 165 31
Total engine deliveries 458 355 103
Large engine LTSA flying hours (million) 1585 10.0 3.5
Large engine LTSA major refurbs 368 248 120
Large engine LTSA check & repair 47 455 16
Total large engine LTSA shop visits 839 703 136

1 Organic change is the measure of change at constant translational currency applying full year 2022 average rates to 2023. All underlying income statement commentary is provided on an

organic basis unless otherwise stated

Contract catch-ups were £(29)m (2022: £319m). The prior year
benefitted from material positive contract catch-ups mostly associated
with inflation assumption changes in 2022. Net onerous provisions/
releases were £(25)m (2022: £51m). We made good progress on onerous
contracts in the year, releasing £385m of provisions taken in prior
periods. However, this was more than offset by £410m new provisions
taken in 2023 mostly related to industry wide supply chain constraints.

Trading cash flow was £626m versus £226m in 2022. Improved cash
flows were driven by higher operating profit, continued strong growth
in the LTSA balance, partly offset by net working capital movements
and increased investments in the year including improving time on wing
for our Trent engines, investment in the Pearl business aviation engines
and the UltraFan demonstrator engine test. LTSA invoiced flying hour
receipts increased to £4.6bn (2022: £3.6bn).

Operational and strategic progress

As we outlined at our CMD, we are focused on the following six key
levers to unlock value in the Civil Aerospace aftermarket business:
extend time-on-wing; lower shop visit costs; reduce product costs; keep
engines earning for longer; implement value-based pricing; and drive
contractual rigour. We are making excellent progress against these
initiatives. In addition, the same commercial and cost disciplines are
being applied to other areas of our business too, where we are
targeting profitable improvements in time and material, original
equipment and spare engines.

We are improving engine performance whilst maintaining excellent
safety and operational availability. For example, extending time-on-wing
means our engines stay in service for longer periods between shop
visits, reducing the lifetime maintenance cost. We aim to improve the
average time-on-wing for modern Trent engines by at least 40% over
the medium term. This means that relative to today’s engine standard
we will extend time to overhaul by almost two years. We are spending
£1bn on time-on-wing improvements as part of a multi-year programme.
This will double the time-on-wing of our Trent 1000 engine and in
non-benign environments double the time-on-wing on the

Trent XWB-97 as well as generating a 50% improvement in benign
environments.

At the right time we believe we are well positioned to re-enter the
narrowbody market by choosing a partnership approach for the next
engine programme. Our UltraFan technology is a vital step towards
this. The UltraFan demonstrator, our next generation of engine
architecture and suite of technologies, achieved a significant milestone
by running to maximum power in tests. These tests also showed the
power gearbox handled accelerations and decelerations 20 times faster
than we have previously achieved. We expect to continue to invest in
the UltraFan following these significant milestones. UltraFan
technologies can also be fitted to our existing Trent engines to increase
time-on-wing, reduce cost and increase efficiency.

We remain focused on the transition to lower carbon and in reducing
emissions in our markets. Our actions start with maximising the efficiency
of our current fleet, as many of these engines will remain in service for
decades to come. We have already demonstrated that all our
production engines are 100% SAF compatible, and this year our Trent
1000 engines powered the world’s first commercial transatlantic 100%
SAF flight on a Virgin Atlantic Boeing 787 Dreamliner.

Outlook

Executing on our strategic initiatives, which include the six key levers
previously mentioned, will mean that we are less exposed to fluctuations
in engine flying hours. Industry forecasts do predict a continued
recovery in international travel and in 2024 we expect large engine
flying hours to be in the range of 100%-110% of 2019 levels. Business
and regional markets are expected to continue to perform above 2019
levels with growth year-on-year.

We expect operating profit to improve to 15%-17% in the mid-term as
a result of the actions we are taking.
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OUR DIVISIONS

Defence is a market leader in aero engines for military transport and patrol aircraft with strong positions
in combat applications. It has significant scale in naval and designs, supplies and supports the nuclear
propulsion plant for all of the UK Royal Navy’s nuclear submarines.

Underlying revenue mix

Underlying revenue mix by sector

W OE-43%
M Services -57%

UNDERLYING REVENUE UNDERLYING OPERATING PROFIT

£4,077m £562m

2022:£3,660m 2022: £432m

Market overview

Our Defence business supports five distinct end markets: transport,
where we are the market leader; combat, where we have full engine
capability; submarines, where we have unique nuclear propulsion
capability; naval, where our high power density engines bring real
advantage; and helicopters, where we have accumulated huge
experience in military and civil programmes. Our order book is strong
at £9.2bn (2022: £8.5bn) and our order coverage is 90% (2022: 86%).

We maintained our customer and shareholder commitments
throughout the pandemic. Since then, the global security situation has
led to governments increasing their commitment to defence. We
continue to be selected as long-term partners in the development,
manufacture and maintenance of defence power for critical military
missions to deter threats, preserve life and maintain order. Rolls-Royce
does not provide or manufacture weapons for our customers.

We are a trusted and key supplier to many countries across the globe
for the provision of defence power for the protection of society,
preservation of peace and economic stability. We are chosen for our
unrivalled engineering and technological capabilities as we push the
boundaries of what is possible and provide our customers with
cutting-edge solutions.

Recent substantial wins underpin our long-term growth as we have
been chosen to participate on the FLRAA programme, B-52
re-engining, Tempest and the GCAP. In 2023, it was also announced
that Rolls-Royce will provide reactors for Australia’s nuclear-powered
submarines under the AUKUS trilateral agreement. These contracts
come along once in a generation and will provide substantial economic
benefit.

The Defence market has demonstrated its resilience in recent years
and our customers continue to invest in capability in our core markets.
£45bn of new programmes will come online by 2050 within the transport
and patrol market, creating a substantial opportunity for us, and we
are very well positioned to capture a significant portion of these

Hl Transport - 31%

Il Combat - 34%
Submarines - 22%

B Naval - 8%
Helicopters - 5%

'

UNDERLYING OPERATING MARGIN

13.8%

2022:11.8%

ORDER BACKLOG

£9.2bn

2022:£8.5bn

emerging opportunities. We continue to see strong momentum in this
market demonstrated by the US Army selecting us for the FLRAA
programme. Partnered with Bell and the US Army, we are excited to
power FLRAA with our AE1107F engine, providing a low risk, ready-now
propulsion solution with best-in-class capabilities. The FLRAA platform
will provide twice the range and speed for the US Army when compared
with the existing Black Hawk helicopter capabilities.

Financial performance

Revenues increased by 12% in 2023 to £4.1bn, with year-on-year growth
in all major end markets, notably double-digit revenue growth in
combat and submarines. Combat growth was driven by the GCAP
programme in the UK and the ramp-up of the F130 programme for the
B-52in the US. Total OE revenues grew by 8% in the year to £1.8bn and
services revenues grew by 14% to £2.3bn.

Operating profit was £562m (13.8% margin) versus £432m (11.8% margin)
in the prior year, reflecting commercial optimisation, cost efficiencies,
and growth in submarines. A lower R&D charge reflected increased
customer funding and our strategic focus on the most attractive future
programmes.

Trading cash flow of £5611m improved versus £426m last year, driven by
higher underlying operating profit and our working capital initiatives
which resulted in inventory reductions, and increased customer
deposits.

Operational and strategic progress

One outcome of the Group strategic review in 2023 is to concentrate
on areas where we leverage our differentiation. In Defence, we are
focusing on growing sectors where we are strategically advantaged.
These are combat, transport and submarines. There are opportunities
to improve our position in the defence market through strong
performance management, commercial optimisation and efficiency
savings.
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OUR DIVISIONS

Financial overview

Organic Organic
£ million 2023 change' FX 2022 Change change'
Underlying revenue 4,077 428 m) 3,660 417 12%
Underlying OE revenue 1,766 136 (4) 1,634 132 8%
Underlying services revenue 2,311 292 (7) 2,026 285 14%
Underlying gross profit/(loss) 804 78 - 726 78 1%
Gross margin % 19.7% 19.8% (0.)pt (0.1)pt
Commercial and administrative costs (173) 2 (U] (174) 1 1%
Research and development costs (72) 49 1 (122) 50 (40)%
Joint ventures and associates 3 1 - 2 1 50%
Underlying operating profit 562 130 - 432 130 30%
Underlying operating margin % 13.8% 1.8% +2.0pt +1.9pt

2023 2022 Change
Trading cash flow 511 426 85

1 Organic change is the measure of change at constant translational currency applying full year 2022 average rates to 2023. All underlying income statement commentary is provided on an

organic basis unless otherwise stated

We have been designing and producing combat jet engines for 80
years and we currently support customers in 22 countries. In 2023, we
produced 39 new engines, up from 20 to 30 per year in the 2018 to
2020 period. This increase was driven by the maturity of the F-35
programme which has moved to full-rate production. This drove an
increased demand for our LiftSystem as well as increased demand for
Typhoon and EJ200 in Germany, Spain and Qatar.

In 2021, we secured the contract to re-engine the B-52 for the US Air
Force. With the ramp-up of B-52, we expect to increase production of
our combat portfolio to 100 engines per year before the end of the
decade and peak at over 130 engines per year by the early 2030s. In
2023, we completed the initial F130 engine testing for the B-52 aircraft.
Continued testing at NASA Stennis Space Center in Mississippi
accomplished our testing goals and allowed for the gathering of large
amounts of data early in the programme. This will de-risk the integration
of the F130 engine onto the B-52.

Rolls-Royce powered submarines have played a critical role in the UK’s
naval defence for over 60 years. This is a growing market with a recent
increase in demand from the UK Ministry of Defence which includes
providing all of the new reactor plants for the UK and Australia as part
of the AUKUS trilateral agreement. This will ensure we are supporting
naval propulsion with our nuclear expertise for another 60 years and
beyond. To meet the enhanced demands from both the UK Royal Navy
and AUKUS we are already on the journey to double the size of our site
at Raynesway in the UK, developing cutting-edge manufacturing
facilities and inspiring the nuclear experts of tomorrow to maintain our
talent pool. AUKUS has given us enhanced surety of work that will take
us well into the second half of this century.

At our CMD, we demonstrated how we are capturing performance
improvement opportunities to grow our business. We outlined the
key drivers for operating profit improvement as volume and mix,
commercial optimisation, investment prioritisation and cost
management.

Under volume and mix, the overall transport fleet is growing,
generating higher flying hours and more shop visits. In combat, changes
to the product mix yield higher profits due to the scale of newer
programmes with similar themes in submarines which will see an increase
in volume, funded development and infrastructure.

Under commercial optimisation, in the mid-term, all our major contracts
will be renewed, providing us the opportunity to work with our
customers to find win-win solutions that capture the fair value of our
products and services.

Under investment priorities, the strategic review enabled us to take a
more focused view on where and how to invest. We remain aligned with
the Group investment priorities framework which will result in capital
being allocated to the best projects. Our major customers strongly
support our core differentiated strengths in transport, combat and
submarines and, as a result, our customer-funded R&D is due to increase
by 150% over the medium term.

Our financial results demonstrate that we are making progress on cost
management as we embrace the Group-wide transformation activities
and strive for a sustainably reduced cost base in the medium term and
beyond.

We are committed to becoming a net zero company by 2050 and we
support our customers to do the same. The best solution for the defence
markets which we operate in to decarbonise is via synthetic fuels, which
can deliver a reduction in lifecycle carbon emissions compared to
fossil fuels. Our micro-reactors can also play a big part in helping energy
security and resilience as part of the energy transition.

Outlook

As we outlined at our CMD, we expect the defence market to grow. We
expect our margins to improve to between 14%-16% in the mid-term,
which we define as 2027, as long-term contracts underpin security for
our Defence business for decades to come.

Current geopolitical uncertainties do not immediately benefit our
financial performance, however, they provide the backdrop which will
support growth in defence budgets in the years to come.
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OUR DIVISIONS

Power Systems, with its product and solutions brand mtu, is a world-leading provider of integrated
solutions for onsite power and propulsion, developing sustainable solutions to meet the needs of

its customers.

Underlying revenue mix

Underlying revenue mix by sector *

W OE-67%
M Services - 33%

UNDERLYING REVENUE

£35,968m

2022:£3,34Tm

UNDERLYING OPERATING PROFIT

£413m

2022:£281m

Market overview

Our Power Systems business serves four distinct end markets where
we are a leading player with double-digit market shares. The outlook
for our markets is positive with annual growth rates often greater than
GDP growth. Our broad positioning in different industries further makes
us resilient to market volatility in individual sectors. Based on this,
we have created a highly resilient business model which will drive
profitable growth.

In power generation, we have a market share of 15%-20% and our key
markets are data centres, industrial manufacturing and utilities. We
offer dependable diesel and gas power solutions as well as battery
energy storage systems for mission-critical to everyday backup and
continuous power needs.

In governmental, we have a market share of greater than 30% and our
two key markets are land defence and naval. We provide
peak-performance diesel engines and propulsion systems with
outstanding power density and power-to-weight ratios.

In marine, we have a market share of 15%-20% and our two key markets
are commercial marine and yacht. We deliver integrated diesel, gas
and hybrid propulsion systems, including automation and control
systems, which are renowned for reliability and performance.

In industrial, we have a market share of 10%-15% and our key markets
are rail, construction, agriculture and mining. We offer a broad range
of highly reliable industrial diesel and hybrid solutions for a diverse
range of requirements.

The short cycle nature of these markets and global supply chain
disruptions over the last three years led to increased industry-wide
inventory build. The supply chain stabilised in 2023 and as a result we
were able to unwind some of the inventory build we were holding.

W Power generation - 39%

M Governmental - 25%
Marine - 12%

I Industrial - 24%

* In 2023, the naval business of Power
Systems was moved from marine to
governmental to better reflect the
products and customer mix of this
business

D

UNDERLYING OPERATING MARGIN

10.4%

2022: 8.4%

ORDER BACKLOG

£4.1bn

2022:£4.0bn

Financial performance

Underlying revenue was £4.0bn, an increase of 16% year on year with
34% growth in the power generation end market driven by data centre
growth, where we have a leading position. Underlying OE revenues
grew by 19% to £2.7bn. Underlying Services revenues grew by 10% to
£1.3bn.

Operating profit was £413m, a 44% year on year increase. This was
driven by commercial optimisation and cost efficiencies. In power
generation, profitability tripled in 2023 as we took steps to ensure we
are appropriately remunerated for our products and services through
value-based pricing. The year on year improvement in operating
margin to 10.4% in 2023 versus 8.4% in 2022 was achieved despite a
slight product mix headwind in the year.

Trading cash flow was £461m with a conversion ratio of 112% versus
£158m and 56% last year. The increase in trading cash flow was due to
increased operating profit and working capital initiatives including a
benefit from increased customer advance payments and reduced
inventories in the year.

Operational and strategic progress

Based on the findings of our recent strategic review, which we presented
at our CMD, we are confident that we will deliver strong profitable
growth through focusing on the power generation, including battery
energy storage systems, governmental and marine markets. In all these
markets we are targeting to strengthen the highly attractive service
business through additional offerings such as upgrade and retrofit kits
or digital services. We are also developing the first new mtu Series
4000 engine for many years, an investment that will pay off beyond
the mid-term. In addition, we will drive efficiency and simplification
measures across the business, including streamlining our organisation
and creating additional synergies across the Group.
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Financial overview

Organic Organic
£ million 2023 change' FX 2022 Change change'
Underlying revenue 3,968 539 82 3,347 621 16%
Underlying OE revenue 2,661 419 55 2,187 474 19%
Underlying services revenue 1,307 120 27 1,160 147 10%
Underlying gross profit 1,050 m 21 918 132 12%
Gross margin % 26.5% 27.4% (0.9)pt (0.9)pt
Commercial and administrative costs (456) (7) (8) (441) (15) 2%
Research and development costs (187) 21 (4) (204) 17 (10)%
Joint ventures and associates 6 (2) - 8 (2) (25)%
Underlying operating profit 413 123 9 281 132 44%
Underlying operating margin % 10.4% 8.4% +2.0pt +2.0pt

2023 2022 Change
Trading cash flow 461 158 303

1 Organic change is the measure of change at constant translational currency applying full year 2022 average rates to 2023. All underlying income statement commentary is provided on an

organic basis unless otherwise stated

In power generation, we are focusing on optimising our cost structure
and further scaling the business. We are targeting a benefit from our
strong position in mission-critical applications such as data centres and
capturing significant growth as the market is growing rapidly, driven
by global trends for data processing and Al. Battery energy storage
systems (BESS) are a logical complement to our power generation
business and expand our markets towards new applications such as
utility-scale storage. Here we can leverage existing system capabilities
and market access to create a profitable BESS business in the
medium term.

In governmental, we have a leading position today and are well positioned
to capture the strong market growth and even outgrow the market as
our propulsion systems are well placed for the current investment cycle
into military vehicles and naval vessels. Furthermore, we will drive
additional growth by expanding our offering towards more integrated
solutions such as ship automation products. Through disciplined
investments in technologies, we are also strengthening our longer-term
opportunities and underpinning our leading market position.

In marine, we have a market leading position in the highly profitable
yacht market and a strong position in commercial marine. Our target
is to strengthen our leading position in yachts and further improve our
position in commercial marine through various strategic measures. Part
of this is our bridge-to-propeller strategy which creates profitable
upsell potential and differentiation by providing our customers with
fully integrated solutions from bridge automation to the propulsion
system. Furthermore, we are securing our leading portfolio position
by offering alternative-fuel ready engines to support our customers’
transition towards sustainability.

As a result of our strategy to focus on power generation,
governmental and marine end-markets and a detailed product
portfolio analysis, we will be concentrating largely on higher-powered
systems in the off-highway engines sector primarily from our in-house
production. We have therefore decided to transfer our successful
lower-power-range engines business, using Daimler technology and
focused on the industrial construction and agriculture markets, to a
partner. We have reached an agreement-in-principle with an industrial
buyer to take over the lower-power-range engines business.

In all the above-mentioned markets, we have already made significant
progress towards offering lower carbon solutions. However, the speed
of transition and customer demand strongly varies between our market
segments. Combustion engines will remain highly relevant for many
years, increasingly powered by sustainable fuels. The use of sustainable
diesel substitute hydrotreated vegetable oil (HVO) can reduce full
lifecycle emissions by up to 90%. Nearly all our major engine platforms
are already able to run on HVO and some of our customers are using
this fuel to cut their emissions.

In marine, we are developing methanol-based solutions and for power
generation we see hydrogen-based engines as a future solution. These
developments are based on existing engines and given the progress
already made we are well-positioned to deliver this transition. In
addition, we are investing into electrification by offering hybrid
solutions, for example, for the yacht or rail market and transitioning
our power generation business gradually to complement battery-based
solutions. By taking these steps we are participating in the energy
transition and support our customers in various industries to achieve
their growth and sustainability goals at the same time.

Outlook

We have a resilient business model with strong market positions and
opportunities in growing markets to unlock the full potential of our
business. Based on a clear focus on profitable growth markets as well
as efficiency and simplification measures, we target to achieve an
operating margin of 12%-14% in the mid-term.
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OUR DIVISIONS

New Markets are early-stage businesses. They leverage our existing, in-depth engineering expertise and
capabilities to develop sustainable products for new markets, focused on the transition to net zero.

Value R&D spend £(137)m

M Rolls-Royce SMR - 46%
[ Rolls-Royce Electrical - 54%

Market overview

The market for small modular reactors (SMRs) is very attractive with
real momentum behind the nuclear power ambitions in many countries,
driven by energy security and decarbonisation targets. The role of
SMRs is of particularly high interest and we see a large export
opportunity in addition to the UK fleet potential.

We took the decision in 2023 to exit our Rolls-Royce Electrical business.
We are looking at options to exit our advanced air mobility activities
in the short term or reduce our position to a minority share with the
intention to exit fully in the mid-term.

Financial performance

Planned cost increases in both Electrical and SMR to meet development
milestones resulted in an increased operating loss of £(160)m a 20%
increase from £(132)m in the prior year.

Trading cash flow was an outflow of £(63)m compared to £(57)m in the
prior year, with SMR costs covered by third party funding.

Rolls-Royce SMR is backed by world-class investors, including an
international nuclear operator, and has received grants from the UK
Government. Our current shareholding in the SMR business is more
than 70% and in 2024 we will continue to explore partnerships that will
strengthen our position to deliver the overall solution. Where
agreements are reached, equity from these partnerships will likely be
received in late 2024 or early 2025. Rolls-Royce has contributed
approximately 10% of the total cash costs.

UNDERLYING REVENUE

£f4m

2022:£3m

UNDERLYING OPERATING LOSS

£(160)m

2022: £(132)m

UNDERLYING OPERATING MARGIN

n/a

2022:n/a

Operational and strategic progress

Rolls-Royce SMR is the UK’s first domestic nuclear offering in more
than 20 years. Our SMRs are designed to produce stable, affordable
and emission-free electricity to power a million homes for at least
60 years.

The modular build approach is the fastest and cheapest way to get
nuclear on-grid solutions to help meet global net zero ambitions. We
are controlling the integrated design of the powerplant and enabling
a very high level of modularisation. This moves work from onsite
construction into a standardised, controlled, factory build with modules
then assembled on site. This reduces cost, risk and time to construct
and results in a highly competitive cost of electricity.

Rolls-Royce SMR has been successfully shortlisted in the first stage of
the Great British nuclear SMR technology selection process, marking
a significant step towards the first plants being built in the UK. We
welcome our shortlisting and are eager to build on this progress as we
move quickly towards the next stage where we can work to agree a
contract for fleet deployment. This should be as soon as possible, as
the earlier this is achieved the more likely it is that our SMR fleet will
be able to help the UK Government reach its ambition to deliver up to
24GW of nuclear power by 2050.

Rolls-Royce SMR is making very good progress through the generic
design assessment (GDA) by the UK nuclear industry’s independent
regulators. We entered the UK regulatory process i