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The Boeing Company Vision 2016:
People working together as a global
enterprise for aerospace leadership

Boeing is the world’s leading aerospace
company and the largest manufacturer
of commercial jetliners and military air-
craft combined, providing products and
tailored services to airlines and U.S.
and allied armed forces around the
world. Our capabilities include rotorcraft,
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electronic and defense systems, mis-
siles, satellites, launch systems, and
advanced information and communica-
tion systems. Our reach extends to
customers in more than 90 countries
around the world, and we are a leading
U.S. exporter in terms of sales. With
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corporate offices in Chicago, lllinois,
Boeing employs more than 154,000
people in 49 American states and 70
countries. Our enterprise also leverages
the talents of hundreds of thousands
more people working for Boeing
suppliers worldwide.




2006 Financial Highlights u.s. dollars in milions except per share data 2006 2005 2004 2003 2002
Revenues 61,530 53,621 51,400 49,311 52,720
Net earnings 2,215 2,572 1,872 718 492
Earnings per share* 2.84 3.19 2.24 0.85 2.84
Operating margins 4.9% 5.2% 3.9% 0.8% 6.5%
Contractual backlog 216,567 160,637 104,778 104,855 104,173

*Before cumulative effect of accounting change and net gain (loss) from discontinued operations

NOTE: Page 3 of this report refers to earnings per share adjusted for special items “core earnings per share”. This is a “non-GAAP financial measure” under
SEC rules. The reasons we use core earnings per share and a reconcilliation to GAAP earnings per share are included on page 21 of this report.

Operational Highlights

> Increased revenue 15 percent to a
record $61.5 billion; net income declined
14 percent due in part to charges related
to ending the Connexion by Boeing in-
flight Internet service and our settlement
with the U.S. Department of Justice.

> Increased total backlog by 22 percent
to a record $250 billion.

> Increased dividend by 17 percent.

> Generated a record $7.5 billion of
operating cash flow, allowing us to
fully fund our pension plans, buy back
approximately $2.0 billion in stock and
invest in new products and services.

> Continued strong stock performance,
outperforming the major indices and
delivering the fourth consecutive year

of 25 percent or greater total share-
holder return.

> Captured a Boeing record 1,044 net
(1,050 gross) commercial airplane
orders, the second consecutive year we
set a record.

> Achieved significant Commercial
Airplanes milestones, including virtual
rollout of the 787 Dreamliner™, first order
for the 747-8 passenger variant, delivery
of the 600th 777 and delivery of the
5,000th 737.

> Achieved major Integrated Defense
Systems milestones including winning
the technology development program of
the U.S. Secure Border Initiative, signifi-
cant new orders on our Apache and
Chinook programs, and the Republic of
Korea Airborne Early Warning & Control
program; and delivering Australia’s first
C-17 and the U.S. Navy’s first EA-18G.

> Continued strategic acquisitions to
grow our commercial and military serv-
ices businesses, including the purchases
of Aviall, Inc., and Carmen Systems.




Message From Our Chairman




To the Shareholders and Employees of
The Boeing Company: This was an impor-
tant year for Boeing. Not only did we
observe our 90th year in business, but |
also believe that, when we look back on
2006, we will see it as a pivotal year in the
company’s history. It will be viewed as a
year in which we turned the corner and
positioned ourselves for what promises

to be an exciting future and a period of
accelerated and exhilarating growth.

W. James McNerney, Jr., Chairman,
President and Chief Executive Officer

The great progress we made in 2006
provides the foundation for even better
performance in 2007 and beyond. The
challenge before us now is to unleash
the full potential of The Boeing Company
to deliver on this promising future.

In 2006, we witnessed what is possible
when we focus on both growth and
productivity. We delivered double-digit
increases in revenue and core earnings
per share. Revenues rose 15 percent to
a record $61.5 billion and, excluding
special items, our core earnings per
share rose 51 percent to $3.62 reflecting
strong performance across both of our
principal businesses. Our 2006 reported
earnings per share totaled $2.85, down
from $3.20 in 2005.

We also delivered a record year in cash
flow, commercial airplane orders and
total backlog. Our cash flow went from
strong to stronger; it grew from $7 billion
in 2005 to a record $7.5 billion— 12 per-
cent of our revenues —and that was
after we had invested in our growth pro-
grams and fully funded our pension plans.

Boeing Commercial Airplanes had a
tremendous year, adding 1,044 net
orders for new airplanes to break the
record of 1,002 net orders set in 2005.
We also smoothly and efficiently increased
our production rate by more than a third.
We delivered 398 airplanes to a broad
range of customers in 2006, compared
to 290 in 2005. We did this with a disci-
plined approach that we will continue

to use as we ramp up production rates
further to meet our commitments for
2007 deliveries and beyond.

Integrated Defense Systems also showed
strong financial performance. IDS delivered
continued healthy margins and record
revenues in 2006. Despite a moderating
defense market, this business continues
to do well—winning important new busi-
ness such as the SBInet program, which
supports the U.S. Department of Home-
land Security’s Secure Border Initiative,
and meeting key program milestones.

With the great success we have had in
winning new business over the past two
years, our backlog has increased 60 per-
cent to more than $250 billion— more
than four times our total revenues for
2006 and by far the largest backlog in
our history. With solid execution and
continuing gains in productivity, we ex-
pect to convert that backlog into
delivered product, continue our strong
sales and improve financial performance
in the years immediately ahead.

Boeing’s stock price increased 26.5 per-
cent over the course of 2006, and for
the fourth consecutive year, we have
delivered 25 percent or greater total
shareholder return. At the end of 2006,
we increased our shareholder dividend
another 17 percent, following a 20 per-
cent increase in the dividend in 2005.



With our thanks, full credit for this out-
standing performance should go where it
belongs —to the employees of this great
company. Boeing employees have main-
tained an unwavering commitment to
delivering value to our customers and
shareholders, improving productivity and
enabling the growth of businesses that
are leaders in their markets.

Shaping the Future

In one of our principal businesses, our
customers include the world’s airlines
and the traveling public. In the other, our
customers include U.S. and allied military
services and governmental agencies
responsible for protecting people in
countries around the globe. We have
wonderful customers with a huge on-
going requirement for innovation and
precise program execution. Without a
doubt, if we do a great job of listening to
them and finding the best way to satisfy
their needs, Boeing will grow —and con-
tinue to grow —for many years to come.

Based on listening to our customers, we
have built our commercial airplane strategy
around a view of the market that distin-
guishes us from our competitor. We
believe that the market demands more
new nonstop service and more frequent
flights between destinations —not
increased airplane capacity or size. The
777-200 Longer Range airplane, which
entered service in 2006, is capable of
connecting virtually any two cities in

the world.

Meanwhile, the Boeing 787 Dreamliner is
the most successful launch in commer-
cial airplane history. The 787 program is
essentially sold out from 2008 — when
first deliveries will be made — through
2012. As a result of greatly increased use

of composites and other advances in
engines and aerodynamics, the 787 will
use 20 percent less fuel and be 30 per-
cent less expensive to maintain —all
that, to put it into perspective, in an
industry where a three or four percent
improvement is considered a break-
through. Imagine a new airplane that
provides the highest comfort level of any
widebody in the sky...that goes faster
than other jetliners...and, most impor-
tantly, that enables airlines to offer more
nonstop service...and greater conven-
ience to customers...at significantly
reduced operating costs...opening up
the possibility of combining lower fares to
passengers with greater profit to the air-
lines. That is the Boeing 787 Dreamliner.

Execution in several of our defense pro-
grams involves systems integration at the
highest level of knowledge and complex-
ity. Consider the challenge of intercepting
a ballistic missile in space —and poten-
tially saving millions of lives. In a test for
the United States’ Missile Defense Agency
in 2006, a Boeing-led team demon-
strated the ability to “hit a bullet with a
bullet” in space — with the sixth success-
ful intercept of a ballistic missile target.

During the past several years, Boeing
has also emerged as the leading industry
partner to the U.S. government in devel-
oping and applying network-centric
solutions to a wide array of existing and
emerging threats. In connecting different
platforms, sensors and units —down to
the individual soldier on the battlefield —
the network acts as the ultimate force
multiplier by enabling a dramatic increase
in the sharing of information and capabili-
ties in the battlespace. With the SBInet
win, Boeing will apply network-centric
thinking to help U.S. law enforcement
agencies secure borders and halt illegal
activities around them.

Facing Reality

Not everything came up roses. It seldom
does in any dynamic enterprise where
opportunities and risks coexist. We faced
some tough realities in 2006. Where we
fell short or missed objectives, we were
quick to respond with the necessary
adjustments to reduce risk and reposi-
tion for the future. We are a stronger
company as a result. To review:

> We took a $320 million charge to shut
down Connexion by Boeing.

> We absorbed the impact of cost and
schedule growth on some fixed-price
development programs in our defense
business.

> We increased our research-and-
development spending for 2006 and
2007 by almost a billion dollars to
reduce risk on our commercial airplane
programs.

> We reached a $615 million settlement
with the U.S. government, thereby end-
ing investigations that had arisen from
some serious past misconduct by
Boeing employees.

In large part because of our collective
productivity improvements, we were able
to overcome a substantial portion of the
impact these issues had on our financial
results for 2006.

While we could have claimed a tax
deduction for the litigation settlement,
| felt strongly that the right thing to do
was to deduct no portion of it. It was
important to send a clear signal to our
employees, customers, suppliers and
shareholders that this is a different
company set on a new course, and
benefiting from these circumstances
would have been inappropriate.



We have wonderful customers with a huge
ongoing requirement for innovation and
precise program execution. Without a
doubt, if we do a great job of listening to
them and finding the best way to satisfy
their needs, Boeing will grow—and con-
tinue to grow—for many years to come.

Boeing Values

As I've said before and firmly believe,
“Operating with integrity will differentiate
Boeing just as much as our technology,
our diverse and talented people and our
attention to customers.”

We regard a high standard of integrity as
one of the critical elements in the long-
term health and growth of this company.
Within Boeing, we are all—jointly and
separately — responsible for ethics and
compliance, as well as the success of
this company. As a business, we owe it
to our investors to find a way and deliver
results — but we must do so within the
Boeing value system. And we will not
sacrifice our values in doing it. That means
more than just refraining from engaging in
overtly unethical conduct. Each of us
accepts responsibility for upholding and
representing the highest ethical stan-
dards. We believe that when we do and
when we perform, our stock price and
reputation will take care of themselves.

Charting the Course

Charting the course, as | see it, doesn’t
start with launching a 787 Dreamliner or
winning Future Combat Systems —as
important as those programs, and oth-
ers, are to positioning our company for
the future. It starts, on a more elemental

level, focusing on long-term growth,
constantly improving our productivity,
and developing our people’s leadership
capabilities.

We’re applying a time-tested model for
organic growth. First, we're concentrat-
ing on growing our core businesses,
which offer tremendous potential. Next,
we want to move into adjacent markets
where we have clear leverage. We are
integrating products and services across
our businesses where the combination
of strengths represents a sustainable
competitive advantage. Finally, we're
leveraging our efforts internationally —
extending our global reach by being
more local in our approach. Our plan is
not to take our technology and put it into
every market we can think of. Rather, it is
to take advantage of the huge opportu-
nity for growth in finding new and better
ways to address our customers’ needs.

We grow as a result of satisfying cus-
tomers with superior products and
service. But even the greatest products
can be —and usually are — copied or
imitated. For a company’s growth to be
sustainable, it must be combined with an
unrelenting focus on productivity. We are
committed to continuously improving
productivity. We have four enterprisewide
initiatives aimed at driving productivity
improvements through every facet of our
business — from internal services to
global sourcing; from the development
process and the factory floor to our front
offices and back shops; upstream to our
partners and suppliers; and downstream
to our interactions with customers. We
made good progress in each of these
areas in 2006, but we can, and will, do
even more. To inspire our people, we are
embedding productivity targets in annual
individual and team performance goals.



It is my personal belief that if the people
who run and participate in a company
grow, then that company’s growth will—
in many respects — follow naturally.

It is no accident that a few of the best
companies — year after year —continue
to produce the best leaders. Such
companies show the way in leadership
development. They know the kind of
leadership that is needed to succeed.
And they model it, teach it, measure it,
expect it and reward it.

And that is exactly the approach we are
taking at Boeing. Regardless of whether
a person is the head of a team of aero-
nautical engineers, a production line
supervisor, or the chief accountant or
lawyer in an office, we ask—and
expect—Boeing leaders to do certain
things well. They should chart the
course for their unit or team, set high
expectations and inspire others, find a
way to conquer unexpected obstacles,
live the company’s values by always
doing the right thing and deliver results.
The challenge for a leader is to embody
not one or two of those leadership attrib-
utes, but all of them. To overemphasize
“setting high expectations,” for example,
without “inspiring others” is to lose
credibility as a leader. The same goes for
“find a way” without “living the values.”

All of the attributes that we seek in a
leader at Boeing come into play in the
most important tool in the world for
developing people and achieving strong
performance within an open culture. That
is the candid, constructive, one-on-one
discussion between a manager and an
employee. Done well, it is that interac-
tion, more than anything else, that
excites and moves people forward.

Looking Forward

There is built-in excitement in doing
things that other companies cannot do
and turning dreams into reality. That is
part of the heritage—and the destiny —
of The Boeing Company.

In looking to the future, we have the
confidence that comes from knowing
that our businesses are well positioned
with leading-edge products in healthy
markets, with every expectation of strong
growth in the years immediately ahead.
With the launch of our growth and pro-
ductivity initiatives, we are more intensely
focused than ever on driving perform-
ance to new levels. We aim to elevate
our financial performance—and we will.

Beyond that, we are excited at our long-
term prospects. To be sure, we have a
lot of work ahead of us—this year and
next in particular—but because of what
we’ve done over the course of 2006,
and all that our employees continue to
do to increase growth and improve pro-
ductivity, we are in a very strong position
as we begin that work.

As a company, we look forward to help-
ing to shape a better future that will
benefit all of our stakeholders — our cus-
tomers, shareholders, supplier partners,
employees and the communities in which
we work and live. We want Boeing to
remain the strongest, best integrated
aerospace company in the world—and
we want you to see us that way, too.

b g

Jim McNerney
Chairman, President and
Chief Executive Officer



The Executive Council

Seated, left to right:

Scott E. Carson

Executive Vice President,

President and Chief Executive Officer,
Commercial Airplanes

Bonnie W. Soodik
Senior Vice President,
Office of Internal Governance

Tod R. Hullin
Senior Vice President,
Public Policy

James F. Albaugh

Executive Vice President,

President and Chief Executive Officer,
Integrated Defense Systems

Standing left to right:

Richard D. Stephens

Senior Vice President,

Human Resources and Administration

Shephard W. Hill
Senior Vice President,
Business Development and Strategy

James A. Bell
Executive Vice President,
Chief Financial Officer

J. Michael Luttig
Senior Vice President,
General Counsel

Thomas J. Downey
Senior Vice President,
Communications

Laurette T. Koellner
Senior Vice President,
President, Boeing International

John J. Tracy
Senior Vice President,
Engineering, Operations and Technology
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We began implementing the Boeing Production System on the 777 line in 2006.
Enhanced with a moving line, the BPS creates a leaner, more efficient manufacturing
process to build the market-leading 777 jetliner. The 787 Dreamliner will advance pro-
duction even further, with the ambitious goal of reducing final assembly to three days.

Strong market response to our
committed customer focus,
streamlined production methods
and simplified product line assures
us that we are on the right course.

Our disciplined, measured ramp-up of
airplane production has been integral to
meeting our financial performance goals.
We delivered 398 airplanes for the year, a
37 percent increase over 2005. Revenues
rose 33 percent to $28.5 billion, with
operating earnings of $2.7 billion. Im-
provements to our production systems in
both the Everett and Renton facilities —
including a moving line for the 777 and
continuing Lean improvements to 737
production—have increased efficiency
and reduced costs.

With 1,044 net orders in 2006, Boeing
logged record commercial airplane
orders for the second consecutive year.
Interest in the 787 Dreamliner remained
strong, bringing total orders to 448,

the most successful launch of a new
commercial airplane in Boeing history.
With 729 orders, the 737 family set a
record for sales in a single year.
Response to the new 747-8 was also
excellent, including our first airline order
for the passenger version, the 747-8
Intercontinental. In addition, Boeing
Business Jets announced the sale of the
first 787 and 747-8 VIP models.

On the 787 Dreamliner program, we are
leading our global team through devel-
opment of this revolutionary jetliner. Our
factory partners began parts production
for the 787; the first developmental

wing box was built and successfully
completed structural testing; the first
production wire bundle shipped; our
major systems laboratories became
operational; and we began major assem-
bly on schedule. Also, the 747-400
Dreamlifter™, which will transport major
assemblies for the 787, made its first
flight and began flight testing.

We continue to invest in airplanes
that meet our customers’ needs
now and in the future while contin-
uously improving our production
systems to enhance quality and
efficiency.

Our development programs follow our
view of where the market is going—
point-to-point, high-frequency air travel,
with airplanes that are profitable for our
airline customers and provide the best
experience for the airline passenger. We
are working to enhance responsiveness
to our customers by reducing the time it
takes to resolve operational concerns
and broadening our support capabilities.

At the same time, we continue to drive
efficiencies through our production sys-
tems, and we are on track to increase
production again to more than 440 air-
planes in the next year. The 787 program
is moving forward on schedule, with first
flight planned for 2007. Our goal, as
always, is to provide innovative solutions
that are tailored to our customers’ needs
while running a healthy and profitable
business—and ensuring that we are
here for our customers, both now and
for the long term.



Boeing has accelerated F-15K aircraft deliveries to the Republic of Korea. To date,
18 F-15Ks have been delivered —six more than the original contract called for—
leaving 22 aircraft to be delivered through 2008 and illustrating both commitment to
our customers and growth opportunities for IDS in the international marketplace.

With a marriage of innovation
and forward thinking, Boeing
has become one of the world’s
largest and best-performing
defense businesses.

We grew this business by 50 percent
during the past six years, having booked
$190 billion in orders during that time.
Strong performance continued to be the
hallmark across our diverse portfolio in
2006; we received positive customer
reviews on the C-17, F/A-18E/F, F-15,
Apache, Chinook and other weapons
systems. We also achieved significant
milestones during the year on develop-
ment efforts, including Future Combat
Systems, Ground-Based Midcourse
Defense, Airborne Laser and various
military satellite programs. Revenues
grew four percent to $32.4 billion, with
operating earnings of $3 billion.

A decade into the strategic evolution that
shaped our defense and space sector,
Boeing continues to address changing
global markets and shifting customer
requirements. This adaptability has
created new opportunities, including

an increased customer emphasis on
network-centric capabilities and less
reliance on sheer numbers of planes,
ships and tanks.

Boeing Integrated Defense Systems is
built upon delivering capabilities that are
focused on meeting customer needs.
We have been entrusted with and are
successfully developing advanced,
integrated systems like the U.S. Army’s
Future Combat Systems, the U.S. Navy’s
P-8A Poseidon multi-mission maritime
patrol aircraft and the U.S. Air Force’s
next-generation communications satellite
constellation.

We are also now providing optimal, low-
risk and time-sensitive solutions while
remaining intensely focused on execution
and productivity.

This approach led to the U.S. Air Force’s
selection in 2006 of the HH-47 Chinook
for the Combat Search and Rescue
Helicopter program. It also led to Boeing
entering the global border-security mar-
ket by winning the U.S. Department of
Homeland Security Secure Border Initiative
technology development program.

In today’s volatile geopolitical

and budget environments, industry
leadership means anticipating
customer needs and rapidly
developing and deploying next-
generation systems.

The proof of our success can be found
in several cases, including two major
milestones achieved with our customers
and industry partners in 2006. Less
than three years after contract award,
the first operational Small Diameter
Bomb was fielded by the U.S. Air Force,
and the first two EA-18G electronic
warfare aircraft were delivered to the
U.S. Navy for testing.

Boeing is also evolving its support
business from providing spares and
repairs to providing operational readiness
through enhanced capabilities, training
and performance-based logistics.

Continued long-term growth will come
from executing our backlog and working
with our customers to evolve the benefits
of network-centric operations, where

we are helping them move beyond the
ability to rapidly deploy and respond to
threats, to anticipating and preventing
threats from developing.




Integrated Defense Systems .
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We have identified hundreds of opportunities to reduce operating costs and are
sharing them across the enterprise. For example, our Shared Services Lean Office
initiative, which reduced office space by 43 percent, is saving $1 million in overhead
annually and has become a model for similar programs elsewhere.

Our Internal Services Productivity
(ISP) initiative targets significantly
improving productivity and reduc-
ing business support costs year
over year.

With Boeing, as with any large company,
the costs of running our businesses
consume a significant proportion of our
annual revenues. Our ISP initiative seeks
to aggressively manage and reduce such
costs associated with our centrally
administrated functions, nonproduction
procurement, and common business
support functions such as finance, legal,
information technology, human resources
and other shared services.

While we always pay attention to running
Boeing businesses efficiently, we're
focusing on being even more efficient
by driving continuous improvement
through all aspects of the business.
Whether simplifying business processes
and systems, eliminating excess infra-
structure, consolidating nonproduction
procurement or streamlining back office
support, Boeing people are bringing
Lean principles into our office environ-
ments in a big way.

In 2006 alone, we captured more

than $500 million in savings in business
support costs through innovative sourc-
ing, systems reduction and process
simplification. For example,

> Boeing Shared Services Supplier
Management partnered with the 787
Dreamliner team to consolidate and
competitively bid a logistics contract for
final assembly and delivery of certain
parts and materials. Doing so reduced
costs by 65 percent for a projected
10-year savings of nearly $200 million.

> Similar integrated approaches were
applied to companywide desktop and
laptop computer purchasing; printer, fax

and imaging device maintenance; and
voice telephony services yielding addi-
tional projected savings of more than
$200 million over the next several years.

> Adopting common finance systems
helped reduce cycle time to close our
books 75 percent sooner, with accuracy
sustained, and promises to provide
significant savings.

> Companywide, we're aiming to
reduce the number of information tech-
nology systems by two-thirds. And that’s
only part of the opportunity, because
we’ll also be trimming upstream
processes that feed those systems.

We are challenging every individual
at Boeing to be committed to run-
ning our business better tomorrow
than we did today —and even
better the next day.

While smaller in scope, grassroots
productivity improvements promise
significant opportunities for savings.
Successes indicate that we’re gaining
traction at all levels of the enterprise.
Boeing people successfully applied Lean
processes to cut costs and cycle time
on everything from our annual report
and employee-benefits publications to
charitable grant-making and Treasury
cash-management processes.

Looking ahead, we are focused on lever-
aging identified opportunities to continue
significant cost reductions over the next
few years. We have established a formal
mechanism to track progress, share best
practices and replicate successes across
Boeing. Managed aggressively, the initia-
tive will continue to provide fertile ground
for improving margins, investing for
future growth and responding flexibly to
unanticipated market and technical risks.

13



The $25 billion aviation services market offers tremendous growth opportunities for
Boeing. Acquisitions such as Aviall Inc., one of the world’s largest providers of new
aviation parts and related aftermarket services, leverage the strong and growing
services units of both Boeing’s commercial and military businesses.

When we listen to and satisfy
our customers, market success
follows.

We won substantial new business this
year by listening carefully to our cus-
tomers and designing solutions to meet
their needs. Building on that momentum,
we are focusing even more intensely on
our customers to deliver products and
services that will make their businesses
more efficient and profitable.

We continue to enhance responsiveness
to customers’ technical issues through
disciplined productivity improvements.
Since the Boeing Commercial Airplanes
Operations Center opened in December
2005, on-time response to urgent in-
service requests have improved from 73
to 94 percent. Our Apache rotor-blade
team increased spare-parts production
by approximately 70 percent, removing
these parts from the U.S. government’s
critical spare requirements list. We
applied Lean initiatives to our KC-10
thrust reverser modification production
rate to reduce lost flight-hours and save
the customer millions of dollars.

Boeing Capital Corporation supported
the majority of Boeing commercial air-
plane sales campaigns and deliveries,
with more than $10 billion in financing
commitments. At the request of several
airline customers, we arranged financier
round tables that provided detailed
background on the airplane models
customers selected; as a result, those
customers obtained needed financing
for these purchases.

The global services market holds
strong promise for growth.

We offer airlines, governments, and
maintenance, repair and overhaul opera-
tors innovative tools and services that
help them minimize risk, reduce costs
and operate reliably. We signed 36
commercial customers to our Airplane
Health Management, Maintenance
Performance Toolbox and Electronic
Flight Bag programs this year. Several
new partners joined the global service
team for GoldCare, our comprehensive
life cycle management service developed
for the 787 Dreamliner.

Key acquisitions will broaden our scope
and enable us to offer new services and
win new customers. These include Aviall,
Inc., one of the world’s largest providers
of new aviation parts and services in the
aerospace industry; Carmen Systems,

a leading provider of crew-scheduling
and disruption-management software
for the world’s airlines and railroads; and
C-Map, a top provider of digital maritime
cartography, data services and other
navigational information.

We continue to move beyond merely
supplying spares and repairs to providing
readiness to the warfighter through
integrated, network-centric performance-
based logistics in such programs as
C-17 Globemaster Ill Sustainment
Partnership, F/A-18 Integrated
Readiness Support and U.K. Chinook
Through-Life Customer Support.
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Global strategic partners, including Boeing companies and subsidiaries, are helping
us lower operating costs and deliver the best products and services to meet our
customers’ changing needs. Hawker de Havilland, a Boeing company in Australia,
produces the composite wing trailing edge components for the 787 Dreamliner.

We are steadily expanding our global
business by accessing new markets
and engaging in new partnerships
and business opportunities.

International markets, which in 2006
accounted for 37.4 percent of revenues,
continue to provide significant growth
opportunities for Boeing. The forecast
for the Asia-Pacific region alone is for a
market of about 7,200 new airplanes
worth $770 billion over the next 20
years. Our new maintenance, repair and
overhaul facilities in India and Boeing
Shanghai Aviation Services (a new joint
venture between Boeing the Shanghai
Airport Authority and Shanghai Airlines)
will leverage service growth opportunities
in these areas.

In the Middle East, through Boeing
Industrial Technology Group, we are
working with companies such as
Alsalam Aircraft Company to provide
skilled maintenance, repair and overhaul
support for growing commercial airplane
services in the region.

Boeing subsidiaries such as Boeing
Australia Limited, Jeppesen, Alteon and
Aviall are creating growth opportunities
by extending our ability to support and
maintain commercial airplanes and
deliver high-tech defense aerospace and
communications systems and services
for customers worldwide.

While U.S. defense budgets may begin
to moderate, Boeing is well-positioned
for continued growth in international
defense sales. Emerging opportunities
include F/A-18 and P-8A sales in Indig;
additional sales of the F-15 to Korea,
Singapore and Japan; and international
interest in the C-17.

We continue to enhance our
competitiveness by leveraging

technology, improving efficiency
and influencing the global busi-
ness environment by addressing
political and regulatory issues.

Technology development partnerships
with universities, industries and govern-
ment R&D organizations around the
world will continue to enhance our ability
to innovate and introduce technologies
that open opportunities for growth.

Global supplier partnerships are critical
to the success of programs such as the
787 Dreamliner, which includes suppliers
and partners from more than a dozen
countries. We continue to lower operating
costs and strengthen our local supplier
base by identifying new business partners
through supplier conferences such as
those we held in India and Canada in 2006.

Boeing Capital Corporation and Boeing
International play important roles in sup-
porting both commercial and defense
sales campaigns. In addition to identifying
and arranging financing solutions, Boeing
Capital is helping to level the playing field
in international markets by spearheading
global industry initiatives to improve the
international financing infrastructure for
financiers and customers in the long term.

Through Boeing International, we are
going beyond identifying emerging busi-
ness opportunities by strengthening our
leadership in various countries. We're
using the knowledge and experience of
in-country experts to develop local part-
nerships and enhance our understanding
of alignment opportunities, potential off-
set agreements, industrial arrangements
and country-to-country relations. By
doing so, we are transforming Boeing
from a successful U.S. exporter to an
even more successful global company.

17



Boeing has been studying the structural, aerodynamic and operational advantages
of a blended-wing body aircraft concept for potential future military applications.
We are conducting flight tests in 2007 on two high-fidelity subscale prototypes—
designated X-48B —to learn more about the concept’s critical low-speed flying

characteristics.

In support of long-term growth
and productivity goals, Boeing is
developing an integrated, multi-
year technology strategy that
maximizes the yield of its R&D
investments while balancing
near- and long-term needs.

To develop this strategy, technology
leaders from across the enterprise are
combining their collective knowledge of
customers’ needs, program require-
ments, current and emerging internal
and external technology development,
future opportunities and more.

As a result, business units can better
focus their technology investments

on meeting the near-term needs of
current programs —like the 737, 777,
F/A-18E/F, and C-17 programs —as
well as the near- to mid-term needs of
development programs — like the 787,
747-8, Future Combat Systems and
EA-18G programs.

In turn, Boeing’s advanced R&D unit—
Phantom Works —is better able to focus
its investments on meeting the mid-

to long-term needs for advanced tech-
nologies in such areas as design,
analysis, avionics, materials, structures
and robotics, which are pursued through
technology relationships with universities,
R&D agencies and non-aerospace com-
panies around the world, as well as
through internal development.

Such technologies not only will enable
the development of more futuristic sys-
tems like the Orbital Express robotic
maintenance satellite, Waverider and
HiFire hypersonic vehicles and X-48B
blended-wing body concept— all of

which will be flight tested in 2007 —
but they also can be used to improve
the performance, quality and cost of
current systems.

Equally important, this integrated
technology investment strategy
will allow Boeing to better leverage
its unique ability to meet customers’
needs with high-performance, low-
cost, combined commercial and
military system solutions.

This unique strength in systems develop-
ment is exemplified by our use of the
Boeing 737 to develop the multi-mission
P-8A Poseidon for the U.S. Navy and
the Airborne Early Warning & Control
System aircraft for various international
customers, the 747 for the U.S. Air
Force’s Airborne Laser program, and the
767 as part of our bid for the U.S. Air
Force’s tanker program.

The recent integration of the engineering,
manufacturing, program management,
supplier management, quality and infor-
mation technology functions across

the enterprise further strengthens our
competitive advantage and provides
additional leverage for our technology
investments. Closer functional integration
will enable us to eliminate duplication of
efforts, better leverage global technology
sources, and combine complementary
strengths in technology expertise —all of
which are essential to providing high-
value, large-scale systems solutions to
meet our customers’ needs.

Such integrated, collaborative efforts
are ensuring that the right technologies
will be in the right place at the right time,
allowing Boeing to more efficiently and
effectively execute its current programs,
compete for and win new business,

and maintain its global leadership in the
aerospace industry.
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Reconciliation of Non-GAAP Measures Adjusted Earnings Per Share (Unaudited)

In addition to disclosing results that are determined in accor- company believes that discussion of results excluding certain
dance with U.S. generally accepted accounting principles significant charges or credits provides additional insights into
(GAAP), the company also discloses non-GAAP results that underlying business performance. Adjusted earnings per share
exclude certain significant charges or credits that are important  is not a measure recognized under GAAP. The determination
to an understanding of the company’s ongoing operations. of significant charges or credits may not be comparable to
The company provides reconciliations of its non-GAAP financial  similarly titled measures used by other companies and may
reporting to the most comparable GAAP reporting. The vary from quarter to quarter.

Twelve months ended

December 31 Increase/

(Dollars in millions except per share data) 2006 2005 (Decrease)
GAAP Diluted earnings per share* $ 2.85 $ 3.20 (11%
Global settlement with U.S. Department of Justice 0.75 @
Business Shutdown/Asset Dispositions/Divestitures 0.24 ) (0.04)©
Income tax adjustments (0.20)(@ (0.71)@
Interest associated with income tax benefits (0.01)(® (0.05)@
Cumulative effect of Accounting Change, Net of Taxes (0.02)M
Net (gain)/loss on Discontinued Operations, Net of Taxes (0.01)®M 0.01 ()
Adjusted earnings per share* “Core Earnings” per share $ 3.62 $ 2.39 51%
Weighted average diluted shares (millions) 787.6 802.9

(a) Represents the net earnings per share impact for the global settlement of the Evolved Expendable Launch Vehicle (EELV) and Druyun matters with the
U.S. Department of Justice (3571 pre-tax charge and reversal of a tax benefit of $16, which was recorded on previous accruals of $44) at 37.3%. No tax
benefit recognized relating to global settlement.

(o) Represents the net earnings per share impact related to shutdown of the Connexion business ($320 pre-tax charge) and the EDD divestiture which was
completed in 2005 ($15 pre-tax benefit). The per share amount is presented net of income taxes at 37.3%.

(c) Represents the net earnings per share impact including pension and other postretirement benefits on the sale of Rocketdyne, Wichita, and EDD.
The per share amount for the year is presented net of income taxes at 37.8%.

(d) Represents tax benefits of $155 due to a settlement with the Internal Revenue Service for the years 1993—-1997 ($46 tax benefit), tax benefit from a
state income tax audit settlement ($25 tax benefit), and provision adjustments primarily related to tax filings for 2005 and prior years ($84 tax benefit).

(e) Represents tax benefits of $570 due to a settlement with the Internal Revenue Service for the years 1998-2001, a change in valuation allowances and
provision adjustments related to tax filings for 2004 and prior years partly offset by the tax cost of repatriating foreign earnings.

(f) Represents interest income of $16 related to income tax audit settlements. The per share amount is net of income taxes at 37.3%.
(9) Represents interest income of $64 related to income tax audit settlements. The per share amount is net of income taxes at 37.8%.

(h) Primarily represents the adoption of SFAS No. 123 (revised 2004) Share-Based Payment in Q1 2005 and the adoption of FASB Interpretation No. 47,
Accounting for Conditional Asset Retirement Obligations in Q4 2005.

(i) Represents an after-tax adjustment to the 2004 sale of assets from BCC’s Commercial Financial Services to General Electric Capital Corporation.

*GAAP diluted earnings per share and adjusted earnings per share exclude the pro-forma impact of 29 missed commercial aircraft deliveries as a result of the
International Association of Machinists (IAM) strike. The strike reduced EPS by $0.35 per share.
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Five-Year Summary (Unaudited)

(Dollars in millions except per share data) 2006 2005 2004 2003 2002
Operations
Revenues
Commercial Airplanes @ $ 28,465 $ 21,365 $ 19,925 $ 21,380 $ 27,202
Integrated Defense Systems: ®)
Precision Engagement and Mobility Systems 14,350 13,510 12,835 11,783 11,635
Network and Space Systems 11,980 12,254 13,023 11,416 9,658
Support Systems 6,109 5,342 4,881 4,408 3,977
Total Integrated Defense Systems 32,439 31,106 30,739 27,607 25,270
Boeing Capital Corporation (©) 1,025 966 959 991 764
Other 299 657 275 625 223
Accounting differences/eliminations (698) (473) (498) (1,292) (739)
Total revenues $ 61,530 $ 53,621 $ 51,400 $ 49,311 $ 52,720
General and administrative expense(©) 4,171 4,228 3,657 3,200 2,959
Research and development expense 3,257 2,205 1,879 1,651 1,639
Other income, net 420 301 288 460 37
Net earnings from continuing operations () $ 2206 $ 2562 $ 1,820 $ 685 $ 2,296
Cumulative effect of accounting change, net of taxes 17 (1,827)
Income from discontinued operations, net of taxes(©) 10 33 23
Net gain/(loss) on disposal of discontinued operations, net of tax 9 (7) 42
Net earnings $ 2215 $§ 2572 $ 1,872 $ 718 $ 492
Basic earnings per share from continuing operations 2.88 3.26 2.27 0.86 2.87
Diluted earnings per share from continuing operations 2.84 3.19 2.24 0.85 2.84
Cash dividends declared $ 991 $§ 81 $ 714 $ 573 § 570
Per share 1.25 1.05 0.85 0.68 0.68
Additions to plant and equipment 1,681 1,547 1,246 836 954
Depreciation of plant and equipment 1,058 1,001 1,028 1,005 1,094
Employee salaries and wages 15,871 18,667 12,700 12,067 12,566
Year-end workforce 154,000 153,000 159,000 157,000 166,000
Financial position at December 31
Total assets (@ $ 51,794 $ 59,996 $ 56,224 $ 55171 $ 54,225
Working capital (6,718) (6,220) (5,735) 892 (2,955)
Property, plant and equipment, net 7,675 8,420 8,443 8,597 8,765
Cash 6,118 5,412 3,204 4,633 2,333
Short-term investments 268 554 319
Total debt 9,538 10,727 12,200 14,443 14,403
Customer financing assets 8,890 10,006 11,001 10,914 9,878
Shareholders’ equity @ 4,739 11,059 11,286 8,139 7,696
Per share 6.25 14.54 14.23 10.17 9.62
Common shares outstanding (in millions) ©) 757.8 760.6 793.2 800.3 799.7
Contractual Backlog
Commercial Airplanes @) $174,276 $124,132 $ 65,482 $ 63,929 $ 68,159
Integrated Defense Systems: (0)
Precision Engagement and Mobility Systems 24,988 21,815 21,539 23,131 17,862
Network and Space Systems 8,001 6,324 10,923 11,753 12,634
Support Systems 9,302 8,366 6,834 6,042 5,518
Total Integrated Defense Systems 42,291 36,505 39,296 40,926 36,014

Total

$216,567 $160,637 $104,778 $104,855 $104,173

Cash dividends have been paid on common stock every year since 1942.

(a) In the first quarter of 2006, Commercial Airplanes changed its accounting policy for concessions received from vendors. The years 2005 through 2002

were retroactively adjusted for comparative purposes.

(b) In 2006, we realigned IDS into three capabilities-driven businesses: Precision Engagement and Mobility Systems (PE&MS), Network and Space Systems
(N&SS), and Support Systems. As part of the realignment, certain advanced systems and research and development activities previously included in the
Other segment transferred to the new IDS segments. The years 2005 through 2002 were restated for comparative purposes.

(c) During 2004, BCC sold substantially all of the assets related to its Commercial Financial Services business. Thus, the Commercial Financial Services
business is reflected as discontinued operations. The years 2003 and 2002 were restated for comparative purposes.

(d) Statement of Financial Accounting Standard No. 158, Employers’ Accounting for Defined Benefit Pension and Other Postretirement Plans was

adopted in 2006 and reduced shareholders’ equity by $8.2 billion. Retrospective application is not permitted.
(e) Computation represents actual shares outstanding as of December 31, and excludes treasury shares and the outstanding shares held by the

ShareValue Trust.
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Forward-Looking Information Is Subject to Risk and Uncertainty

Certain statements in this report may constitute “forward-
looking” statements within the meaning of the Private Litigation
Reform Act of 1995. Forward-looking statements are based
upon assumptions as to future events that may not prove to be
accurate. These statements are not guarantees of future per-
formance and involve risks, uncertainties and assumptions that
are difficult to predict. Actual outcomes and results may differ
materially from what is expressed or forecasted in these
forward-looking statements. As a result, these statements
speak only as of the date they were made and we undertake
no obligation to publicly update or revise any forward-looking
statements, whether as a result of new information, future
events or otherwise. Words such as “expects,” “intends,”
“plans,” “projects,” “believes,” “estimates,” and similar expres-
sions are used to identify these forward-looking statements.
These include, among others, statements relating to:

» o«

) the effect of economic downturns or growth in particular
regions;

> the adequacy of coverage, by allowance for losses, of risks
related to our non-U.S. accounts receivable being payable in
U.S. dollars;

> the continued operation, viability and growth of Commercial
Airplane revenues and successful execution of our backlog
in this segment;

) the timing and effects of decisions to complete or launch a
Commercial Airplane program;

> the ability to successfully develop and timely produce the
787 aircraft;

> the effect of political and legal processes, changing priorities
or reductions in the U.S. Government or international
government defense and space budgets on our revenues
from our Integrated Defense System business segments;

> the effective negotiation of collective bargaining agreements;

> the continuation of long-term trends in passenger revenue
yields in the airline industry;

) the effect of valuation decline of our aircraft;

> the impact of airline bankruptcies on our revenues or
operating results;

> the continuation of historical costs for fleet support services;

> the receipt of cost sharing payments for research and
development;

> the receipt of estimated award and incentive fees on
U.S. Government contracts;

> the future demand for commercial satellites and projections
of future order flow;

> the potential for technical or quality issues on development
programs, including the Airborne Early Warning & Control
program and other fixed price development programs, or in
the commercial satellite industry to affect schedule and cost
estimates or cause us to incur a material charge or experi-
ence a termination for default;

> the outcome of any litigation and/or government investiga-
tion in which we are a party and other contingencies;

> returns on pension fund assets, impacts of future interest
rate changes on pension obligations and healthcare cost
inflation trends;

> the amounts and effects of underinsured operations includ-
ing satellite launches;

> the scope, nature or impact of acquisition or disposition
activity, such as Aviall, and investment in any joint ventures
including Sea Launch and United Launch Alliance, and
indemnifications related thereto; and

> the expected cash expenditures and charges associated
with the exit of the Connexion by Boeing business.

This report includes important information as to these factors in
the “Management’s Discussion and Analysis of Financial
Condition and Results of Operations” and in the Notes to our
consolidated financial statements included herein.
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Management’s Discussion and Analysis of Financial Condition and Results of Operations

Consolidated Results of Operations
and Financial Condition

Overview

We are a global market leader in design, development, manu-
facturing, sale and support of commercial jetliners, military air-
craft, satellites, missile defense, human space flight and launch
systems and services. We are one of the two major manufac-
turers of 100+ seat airplanes for the worldwide commercial air-
line industry and the second-largest defense contractor in the
U.S. While our principal operations are in the U.S., we rely
extensively on a network of partners, key suppliers and subcon-
tractors located around the world.

Our business strategy is centered on successful execution in
healthy core businesses — Commercial Airplanes and
Integrated Defense Systems (IDS) — supplemented and sup-
ported by Boeing Capital Corporation (BCC). Taken together,
these core businesses generate substantial earnings and cash
flow that permit us to invest in new products and services that
open new frontiers in aerospace. We focus on producing the
airplanes the market demands and we price our products to
provide a fair return for our shareholders while continuing to find
new ways to improve efficiency and quality. IDS is a defense
systems business that integrates its resources in defense, intel-
ligence, communications and space to deliver capability-driven
solutions to its customers at reduced costs. Our strategy is to
leverage our core businesses with a simultaneously intense
focus on growth and productivity. Our strategy also benefits as
commercial and defense markets often offset each others’
cyclicality. BCC delivers value through supporting our business
units and managing overall financial exposures.

In 2006, our revenues grew by 15 percent. Earnings from oper-
ations increased 7%. We continued to invest in key growth pro-
grams as Research and Development expense grew by 48% to
$3.3 billion, reflecting increased spending on the 787 and 747-8
programs and lower cost sharing payments from suppliers.

We generated operating cash flow of $7.5 billion driven by
operating and working capital performance. We reduced debt
by $1.2 billion and repurchased 25 million common shares. Our
contractual backlog grew 35% to $217 billion, driven by 40%
growth at Commercial Airplanes while our total backlog grew
22% to $250 billion. At the end of 2006, we implemented new
accounting rules for pensions and other postretirement benefits,
which together with the annual remeasurement of our pension
plans reduced our shareholders’ equity by $6.5 billion. This
decrease did not affect cash flows or the funded status of our
benefit plans.

We expect continued growth in Commercial Airplane revenues
and deliveries as we execute our record backlog and respond to
global demand by ramping up commercial aircraft production.
We expect IDS revenue to be slightly lower in 2007 and antici-
pate that the U.S. Department of Defense (U.S. DoD) budget
growth will moderate over the next several years. We are
focused on improving financial performance through a combi-
nation of productivity and customer-focused growth.
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Consolidated Results of Operations

Revenues

(Dollars in millions)

Year ended December 31, 2006 2005 2004
Commercial Airplanes $28,465 $21,365 $19,925
Integrated Defense Systems 32,439 31,106 30,739
Boeing Capital Corporation 1,025 966 959
Other 299 657 275
Accounting differences/eliminations (698) (473) (498)
Total revenues $61,530 $53,621 $51,400

Higher consolidated revenues in 2006 were primarily due to
higher new commercial aircraft deliveries. IDS revenues were up
moderately in 2006 as growth in Precision Engagement and
Mobility Systems and Support Systems was partially offset by
lower volume in Network and Space Systems. BCC revenues
increased in 2006 primarily due to higher investment income and
higher net gain on disposal of assets. Other segment revenues
decreased in 2006 as a result of the buyout of several operating
lease aircraft in the amount of $369 million in 2005. In addition,
revenues decreased in Accounting differences/eliminations due
to higher Commercial Airplanes intercompany deliveries in 2006.

Consolidated revenues also increased in 2005 as compared to
2004. The increase was due to the growth at Commercial
Airplanes driven by higher new aircraft deliveries, increased spares
and aircraft modifications, and higher used aircraft sales. IDS
revenues remained stable in 2005 after strong growth in 2004.
BCC revenues for 2005 were essentially unchanged from 2004.

Earnings from Operations

The following table summarizes our earnings from operations:

(Dollars in millions)

Year ended December 31, 2006 2005 2004
Commercial Airplanes $2,733 $1,431 $ 745
Integrated Defense Systems 3,032 3,919 2,936
Boeing Capital Corporation 291 232 183
Other (738) (363) (546)
Unallocated expense (1,733) (2,407) (1,311)
Global Settlement with
U.S. Department of Justice (571)

Earnings from operations $3,014 $2812 $2,007

Our earnings from operations increased in 2006 compared to
2005 primarily driven by improved earnings at Commercial
Airplanes and lower unallocated expense. This was partially
offset by a $571 million charge for global settlement with

U.S. Department of Justice (see Note 22), lower IDS earnings
reflecting a $569 million net gain on the sale of our Rocketdyne
business in 2005 and $770 million of charges on the Airborne
Early Warning & Control (AEW&C) development program in
2006 partially offset by improved margins on other programs
and a $320 million charge related to the exit of the Connexion
by Boeing business recorded in Other segment. (See Note 9).

An increase in earnings from operations in 2005 compared to
2004 was primarily due to strong operating performance by our
business segments partially offset by higher unallocated
expense. Included in 2004 results is a charge of $555 million
related to the United States Air Force (USAF) 767 tanker program
and expenses incurred to end production of the 717 aircraft.



Management’s Discussion and Analysis

The most significant items included in Unallocated expense are
shown in the following table:

(Dollars in millions)

Year ended December 31, 2006 2005 2004
Pension and postretirement

expense $ 4720 $ (851) $ (258)
Share-based plans expense (680) (999) (627)
Deferred compensation expense (211) (186) (54)
Other (370) (871) (872)
Unallocated expense $(1,733)  $(2,407) $(1,311)

We recorded net periodic benefit cost related to pensions of
$1,050 million in 2006, $1,303 million in 2005, and $451 million
in 2004. Not all net periodic benefit cost is recognized in earn-
ings in the period incurred because it is allocated to production
as product costs and a portion remains in inventory at the end
of the reporting period. Accordingly, earnings from operations
included $746 million, $1,225 million and $335 million of pen-
sion expense in 2006, 2005, and 2004, respectively. A portion
of pension expense is recorded in the business segments and
the remainder is included in unallocated pension expense.

Unallocated pension and other postretirement expense repre-
sents the difference between costs recognized under GAAP in
the consolidated financial statements and federal cost account-
ing standards required to be utilized by our business segments
for U.S. Government contracting purposes. Net periodic benefit
cost related to pensions decreased in 2006 compared to 2005
mainly due to an absence of net settlement and curtailment
charges partially offset by an increase in the amount of actuarial
loss that was amortized. The increase in 2006 and 2005
deferred compensation plans expense is primarily due to the
increase in our stock price.

Higher pension and postretirement amounts in 2005 compared
to 2004 are primarily related to higher amortization of actuarial
losses and net settlement and curtailment charges due to 2005
divestitures. The increase in 2005 share-based plans expense is
primarily due to the increase in our stock price which resulted in
additional compensation expense due to an increase in the
number of performance shares meeting the price growth tar-
gets and being converted to common stock.

Other Earnings Items

(Dollars in millions)

Year ended December 31, 2006 2005 2004
Earnings from operations $3,014 $2,812 $2,007
Other income, net 420 301 288
Interest and debt expense (240) (294) (335)
Earnings before income taxes 3,194 2,819 1,960
Income tax expense (988) (257) (140)
Net earnings from

continuing operations $2,206 $2,562 $1,820

Other income primarily consists of interest income. Interest
income was higher in 2006 and 2005 as a result of higher
interest rates and higher cash and investment balances partially
offset by lower interest income related to federal income tax
settlements for prior years.

Interest and debt expense decreased in 2006 and 2005 due to
debt repayments.

The effective income tax rate of 30.9% for 2006 differed from
the 2005 effective income tax rate of 9.1% primarily due to the
favorable 2005 settlement with the Internal Revenue Service
and the non-deduction in 2006 of the global settlement with the
U.S. Department of Justice. The effective income tax rate of
9.1% for 2005 was comparable to the 2004 effective income
tax rate of 7.1%. Both 2005 and 2004 benefited from audit
settlements and export tax benefits. 2006 is the final year for
recognizing export tax benefits. For additional discussion
related to Income Taxes see Note 6.

Backlog

Contractual backlog of unfilled orders excludes purchase options,
announced orders for which definitive contracts have not been
executed, and unobligated U.S. and non-U.S. Government
contract funding. Contractual backlog increased by $55,930 mil-
lion in 2006 compared to 2005 as a result of increases at
Commercial Airplanes of $50,144 million, which were primarily
due to new orders in excess of deliveries for the 737NG, 747
and 787 airplanes, and increases at IDS of $5,786 million which
were driven by funding received from new orders and existing
contracts for C-17, F/A-18, Integrated Logistics Chinook sup-
port, and Proprietary.

Unobligated backlog includes U.S. and non-U.S. Government
definitive contracts for which funding has not been authorized.
Funding that is subsequently received is moved to contractual
backlog. The decrease in IDS unobligated backlog of $10,584 mil-
lion during 2006 compared to 2005 is primarily due to funding
released from new orders and existing contracts on F/A-18,
Future Combat Systems (FCS), C-17, and Proprietary.

Segment Results of Operations and Financial Condition
Commercial Airplanes

Business Environment and Trends

Airline Industry Environment Air travel growth is driven by a
combination of economic growth and the increasing propensity
to travel due to increased trade, globalization and improved air-
line services driven by liberalization of air traffic rights between
countries. Air traffic growth continues to exceed its long-term
trend due to strong performance of these key drivers. Global
economic growth, the primary driver of air traffic growth,
remained above long-term trend for the third straight year in
2006. Evidence of increasing liberalization can be seen in the
declining restrictions on flights between countries, increasing
private ownership of airlines and reduced regulation of competi-
tion within markets.

Looking forward, our 20-year forecast is for a long-term aver-
age growth rate of 5% per year for passenger traffic, and 6%
per year for cargo traffic based on projected average annual
worldwide real economic growth rate of 3%. Based on long-
term global economic growth projections, and factoring in
increasing utilization of the worldwide airplane fleet and require-
ments to replace older airplanes, we project a $2.6 trillion
market for 27,200 new airplanes over the next 20 years.
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Management’s Discussion and Analysis

The airline industry is becoming increasingly competitive result-
ing in airlines focusing on increasing productivity and improving
service levels. Airlines are changing many aspects of their oper-
ations including simplifying fleets, distribution, and pricing; out-
sourcing non-essential operations; reducing labor costs and
airport costs; increasing asset utilization; and developing new
business models through innovations in network structure, fare
structures, service levels and distribution networks. Such changes
are providing new opportunities for airline industry suppliers.

Worldwide, many airlines continue reporting operating profits
although performance varies significantly by region and busi-
ness model. Recent industry financials generally show increasing
unit revenues and rising fares. Cost-cutting initiatives and effi-
ciency improvements are helping many airlines remain profitable
despite intense competition and high fuel prices. Fuel costs
now comprise one quarter of airline operating costs compared
to less than 15% three years ago. Overall, the industry is fore-
cast to lose half a billion dollars in 2006, but return to profitabil-
ity in 2007. Many airlines that are growing to meet increased
demand are acquiring new capacity from manufacturers.

The industry remains vulnerable to near-term exogenous devel-
opments including disease outbreaks (such as avian flu), the
threat of terrorism, global economic imbalances, increasing
global environmental concerns and fuel prices. Fuel prices are
forecast to remain elevated and volatile in the near-term due to
strong demand driven by economic growth and minimal surplus
capacity to cushion against supply shocks.

Industry Competitiveness The commercial jet aircraft market and
the airline industry remain extremely competitive. We expect the
existing long-term downward trend in passenger revenue yields
worldwide (measured in real terms) to continue into the foresee-
able future. Market liberalization in Europe and Asia has contin-
ued to enable low-cost airlines to gain market share. These
airlines have increased the downward pressure on airfares. This
results in continued cost pressures for all airlines and price pres-
sure on our products. Major productivity gains are essential to
ensure a favorable market position at acceptable profit margins.

Continued access to global markets remains vital to our ability
to fully realize our sales potential and long-term investment
returns. Approximately two-thirds of Commercial Airplanes’
sales and contractual backlog are from customers based
outside the United States.

We face aggressive international competitors who are intent on
increasing their market share. They offer competitive products
and have access to most of the same customers and suppliers.
Airbus has historically invested heavily to create a family of
products to compete with ours. Regional jet makers Embraer
and Bombardier, coming from the less than 100-seat commer-
cial jet market, continue to develop larger and more capable
airplanes. This market environment has resulted in intense
pressures on pricing and other competitive factors.
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Worldwide, airplane sales are generally conducted in U.S. dol-
lars. Fluctuating exchange rates affect the profit potential of
our major competitors, all of whom have significant costs in
other currencies. A decline of the U.S. dollar relative to their
local currencies puts pressure on competitors’ revenues and
profits. Competitors often respond by aggressively reducing
costs and increasing productivity, thereby improving their
longer-term competitive posture. Airbus has recently
announced such initiatives targeting a two-year reduction in its
development cycle and a 20% increase in overall productivity
by 2010. If the U.S. dollar strengthens, Airbus can use the extra
efficiency to develop new products and gain market share.

We are focused on improving our processes and continuing
cost-reduction efforts. We continue to leverage our extensive
customer support services network which includes aviation
support, spares, training, maintenance documents and
technical advice for airlines throughout the world. This enables
us to provide a higher level of customer satisfaction and pro-
ductivity. These efforts enhance our ability to pursue pricing
strategies that enable us to price competitively and maintain
satisfactory margins.

Operating Results

(Dollars in millions) 2006 2005 2004
Revenues* $ 28,465 $ 21,365 $19,925
% of Total Company Revenues 46% 40% 39%
Operating Earnings $ 2,733 $ 1,431 $§ 745
Operating Margins 9.6% 6.7% 3.7%
Research and Development $ 2,390 $ 1,302 $ 941
Contractual Backlog* $174,276 $124,132 $65,482

*Note: In the first quarter of 2006, Commercial Airplanes changed its accounting
policy for concessions received from vendors. The years 2005 and 2004 were
retroactively adjusted for comparative purposes. (See Note 1).

Revenues The increase in revenue of approximately $7,100 mil-
lion in 2006 from 2005 was primarily attributable to higher new
airplane deliveries, including model mix changes, of $6,820 mil-
lion, increased aircraft modification and spares business of
$873 million offset by $593 million primarily attrioutable to lower
revenue from aircraft trading.

The increase in revenue of $1,440 million in 2005 from 2004
was primarily attributable to higher new airplane deliveries,
including model mix changes, of $845 million, used airplane
sales of $302 million and $293 million primarily attributable to
aircraft modification, and spares.

Increased deliveries in 2005 were achieved despite delivering

29 fewer than expected airplanes due to the IAM strike during
the month of September 2005. This resulted in approximately
$2,000 million lower revenue than anticipated for 2005.

Commercial jet aircraft deliveries as of December 31, including
deliveries under operating lease, which are identified by paren-
theses, were as follows:
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717 737NG 747 757 767 777 Total
2006
Cumulative Deliveries 155 2,136 1,380 1,049 947 604
Deliveries 5(3) 302* 14 - 12* 65 398
2005
Cumulative Deliveries 150 1,834 1,366 1,049 935 539
Deliveries 13(5) 212 13 2 10* 40 290
2004
Cumulative Deliveries 137 1,622 1,353 1,047 925 499
Deliveries 12(6) 202¢ 15 11 9(1) 36 285

*Intracompany deliveries were two 767 aircraft and eight 737 Next-Generation aircraft in 2006, two 767 aircraft and two 737 Next-Generation aircraft in 2005 and three

737 Next-Generation aircraft in 2004.

Earnings from Operations The $1,302 million increase in earn-
ings from operations in 2006 over the comparable period of
2005 was primarily attributable to earnings of $1,781 million on
increased revenue from new aircraft deliveries and $315 million
in increased earnings primarily attributable to aircraft modifica-
tions. In addition, cost performance improved by $226 million.
Such items were offset by increased research and development
costs of $1,088 million. In 2005, we had a loss on the sale of
Wichita, Kansas and Tulsa and McAlester, Oklahoma operations
of $68 million. The IAM strike resulted in lower operating earn-
ings in 2005 due to 29 fewer than expected airplane deliveries.

The $686 million increase in earnings from operations in 2005
over the comparable period of 2004 was primarily attributable
to earnings on increased revenue from new aircraft deliveries of
$265 million and $135 million of increased revenue primarily
attributable to aircraft modification. In addition, margin improved
$414 million mainly due to improved cost performance, which
was offset by increased research and development costs of
$361 million and other period costs of $174 million, and a loss
on the sale of Wichita, Tulsa and McAlester operations of

$68 million. In 2004, we also had charges of $280 million result-
ing from the decision to complete production of the 717 program
and $195 million of the 767 USAF Tanker program charge.

Backlog The backlog increase in 2006 related to orders in
excess of deliveries for 737NG, 747 and 787, while the

increase in 2005 related to orders in excess of deliveries for
737NG, 777 and 787.

Accounting Quantity The accounting quantity is our estimate of
the quantity of airplanes that will be produced for delivery under
existing and anticipated contracts. It is a key determinant of
gross margins we recognize on sales of individual airplanes
throughout a program’s life. Estimation of each program’s
accounting quantity takes into account several factors that are
indicative of the demand for that program, including firm orders,
letters of intent from prospective customers, and market stud-
ies. We review our program accounting quantities quarterly.

Commercial aircraft production costs include a significant amount
of infrastructure costs, a portion of which do not vary with pro-
duction rates. As the amount of time needed to produce the ac-
counting quantity decreases, the average cost of the accounting
quantity also decreases as these infrastructure costs are included
in the total cost estimates, thus increasing the gross margin and
related earnings provided other factors do not change.

The accounting quantity for each program may include units
that have been delivered, undelivered units under contract, and
units anticipated to be under contract in the reasonable future
(anticipated orders). In developing total program estimates all of
these items within the accounting quantity must be considered.
The table below provides details as of December 31:

Program
717 737NG 747 757 767 77 787
2006
Program accounting quantities 156 3,200 1,449 1,050 985 900 *
Undelivered units under firm orders! 1,560 116 28 299 448
Cumulative firm orders (CFO)2 155 3,696 1,496 1,049 975 903
Anticipated orders N/A N/A N/A N/A 8 N/A
Anticipated orders as a % of CFO N/A N/A N/A N/A 1% N/A
2005
Program accounting quantities 156 2,800 1,424 1,050 971 800 *
Undelivered units under firm orders? 5 1,123 58 30 288 287
Cumulative firm orders (CFO)2 155 2,957 1,424 1,049 965 827
Anticipated orders N/A N/A N/A N/A 3 N/A
Anticipated orders as a % of CFO N/A N/A N/A N/A 0% N/A
2004
Program accounting quantities 156 2,400 1,400 1,050 959 700 *
Undelivered units under firm orders? 18 771 27 2 25 167 52
Cumulative firm orders (CFO)2 155 2,393 1,380 1,049 950 666
Anticipated orders N/A 5 19 N/A 6 34
Anticipated orders as a % of CFO N/A 0% 1% N/A 1% 5%

*The accounting quantity for the 787 program will be determined in the year of first airplane delivery, targeted for 2008.

1Firm orders represent new aircraft purchase agreements where the customers’ rights to cancel without penalty have expired. Typically customer rights to cancel
without penalty include the customer receiving approval from its Board of Directors, shareholders, government and completing financing arrangements. All such
cancellation rights must be satisfied or expired prior to recording a firm order even if satisfying such conditions are highly certain. Firm orders exclude option aircraft

and aircraft with cancellation rights.

2 Cumulative firm orders represent the cumulative number of commercial jet aircraft deliveries plus undelivered firm orders.
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737 Next-Generation The accounting quantity for the 737 Next-
Generation program increased by 400 units during 2006 due to
the program’s normal progression of obtaining additional orders
and delivering aircraft.

747 Program In November 2005, we launched the 747-8 family,
which includes the 747-8 Intercontinental passenger airplane
and the 747-8 Freighter. This launch and additional firm orders
have extended the life of this program and have also solidified
product strategy. The accounting quantity for the 747 program
increased by 25 units during 2006. During 2006, we completed
firm configuration of the 747-8 Freighter and the same is
expected for the passenger version in 2007. Deliveries of the
first 747-8 Freighter and Intercontinental passenger airplane are
targeted for late 2009 and late 2010.

767 Program During 2005 and 2006 the 767 program obtained
additional orders, including 10 firm orders during 2006. In
addition, on February 5, 2007, a customer announced its plans
to order 27 767-300 Extended Range Freighters. We continue
pursuing market opportunities for additional 767 sales.

777 Program The accounting quantity for the 777 program
increased by 100 units during 2006 as a result of the
program’s normal progression of obtaining additional orders
and delivering aircraft.

787 Program As we progress toward first flight and entry into
service of the 787, we continue to manage pressures with
respect to weight, schedule, and supplier implementation as
they arise. There are inherent risks associated with the develop-
ment and production of any new airplane, which can impact
expectations. But we still continue to expect delivery of the

787 on schedule and in accordance with our contractual obli-
gations. We are preparing for the first test flight of the 787 in
2007, and for entry into service in 2008.

A key milestone of the program was achieved in 2006 with the
initial flight of the first 747-400 Large Cargo Freighter (LCF),
called the DreamlLifter. These specially-modified freighters will
transport major composite structures of the 787 airplanes.
Other key events during 2006 were the first shipment of a major
assembly between supplier partners and the introduction of a
digital computer simulation of the entire 787 production and
assembly process.

Completed Programs

717 Program On January 12, 2005, we announced our deci-
sion to complete production of the 717 aircraft during 2006
due to the lack of overall market demand. The final 717 was
delivered in the second quarter of 2006.

757 Program Production of the 757 program ended in
October 2004. The last aircraft was delivered in the second
quarter of 2005.

For additional information regarding termination liabilities
remaining in Accounts payable and other liabilities for these
two programs see Note 23.
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Deferred Production Costs Deferred production costs represent
commercial aircraft inventory production costs incurred on in-
process and delivered units in excess of the estimated average
cost of such units using program accounting. As of December
31, 2006 and 2005 deferred production costs relate to the 777
program and there were no significant excess deferred produc-
tion costs or unamortized tooling costs not recoverable from
existing firm orders.

The deferred production costs and unamortized tooling
included in the 777 program’s inventory at December 31 are
summarized in the following table:

(Dollars in millions) 2006 2005

$871
329

$683
411

Deferred production costs
Unamortized tooling

As of December 31, 2006 and 2005, the balance of deferred
production costs and unamortized tooling related to all other
commercial aircraft programs was insignificant relative to the
programs’ balance-to-go cost estimates.

Fleet Support We provide the operators of our commercial air-
planes with assistance and services to facilitate efficient and
safe aircraft operation. Collectively known as fleet support serv-
ices, these activities and services begin prior to aircraft delivery
and continue throughout the operational life of the aircraft. They
include flight and maintenance training, field service support
costs, engineering services and technical data and documents.
The costs for fleet support are expensed as incurred and have
been historically less than 1.5% of total consolidated costs of
products and services. This level of expenditures is anticipated
to continue in the upcoming years. These costs do not vary
significantly with current production rates.

Research and Development The following chart summarizes the
time horizon between go-ahead and certification/initial delivery
for major Commercial Airplanes derivatives and programs.

Go-ahead and Certification/Delivery

787-8 | ——

777-300ER* I:_

777-200LR" o ——

777-F |

747-400BCF ]

747-8 |
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*Go-ahead prior to 2004.

Our Research and development expense increased $1,088 mil-
lion and $361 million in 2006 and 2005. Research and develop-
ment expense is net of development cost sharing payments
received from suppliers. The increase in 2006 was due to
higher spending of $636 million, primarily on 787 and 747-8,
and $452 million of lower supplier development cost sharing
payments. The increase during 2005 was primarily due to
increased spending on the 787 program and was partially offset
by supplier development cost sharing payments. During the
second and third quarters of 2006, we increased our research
and development expense forecasts for 2006 and 2007 to
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reflect increasing pressures on the 787 program as well as
modified and increased scope on the 747-8 program to sup-
port customer expectations. We are also continuing to develop
derivatives and features for our other programs primarily the
737 and 777 programs.

Integrated Defense Systems

Business Environment and Trends

IDS consists of three capabilities-driven businesses: Precision
Engagement and Mobility Systems (PE&MS), Network and
Space Systems (N&SS), and Support Systems.

Defense Environment Overview The U.S. is faced with continuous
force deployments overseas, stability operations in Afghanistan
and Irag, and the requirement both to recapitalize important
defense capabilities and to transform the force to take advantage
of available technologies to meet the changing national security
environment as outlined in the 2006 Quadrennial Defense Review
Report (QDR). All of this must be carried out against a backdrop
of significant Federal budget deficits and an administration pledge
to reduce and ultimately eliminate annual deficit spending. We
anticipate that the national security environment will remain chal-
lenging for at least the next decade.

Because U.S. DoD spending makes up about half of worldwide
defense spending and represented approximately 84% of IDS
revenue in 2006, the trends and drivers associated with the
U.S. DoD budget are critical. The U.S. DoD budget has grown
substantially over the past decade, particularly after the terrorist
attacks of September 11, 2001. Although the growth rate had
moderated in recent years, the 2008 submittal equates to an
11% increase over the projected 2007 enacted level. The
President’s request for fiscal year 2008 is $481 billion, excluding
the additional $142 billion request to continue the fight in the
Global War on Terror (GWOT) in fiscal year 2008. In the past,
emergency supplementals had been used to cover the on-
going costs of the GWOT. In addition to the fiscal year 2008
budget request, the President also submitted a fiscal year 2007
Emergency Supplemental requesting $93 billion to cover opera-
tions in the GWOQOT for the remainder of fiscal year 2007. This
Supplemental is in addition to the $70 billion previously pro-
vided by Congress. The Procurement account continues to see
growth with a request of $102 billion, a 25% increase over
2007, while the Research, Development, Test & Evaluation
(RDT&E) account remains flat at $75 billion. (All projections and
percentage increases are made without taking inflation into
account and without accounting for Supplemental funding.)

Even though we continue to see some growth in the U.S. DoD
budget, it is unlikely that the U.S. DoD will be able to fully fund
the hardware programs already in development as well as new
initiatives in order to address the capability gaps identified in the
2006 QDR. This imbalance between future costs of hardware
programs and expected funding levels is not uncommon in the
U.S. DoD and is routinely managed by internally adjusting priori-
ties and schedules, restructuring programs, and lengthening
production runs to meet the constraints of available funding.

We expect the U.S. DoD will respond to future budget con-
straints by focusing on affordability strategies that emphasize
jointness, network-centric operations, persistent intelligence,
surveillance, and reconnaissance, long-range strike, special
operations, unmanned systems, precision guided kinetic and
non-kinetic weapons, and continued privatization of logistics
and support activities to improve overall effectiveness while
maintaining control over costs.

Consolidation of contractor-provided U.S. Government launch
capabilities was completed with the formation of the United
Launch Alliance L.L.C. (ULA) joint venture in 2006. This consoli-
dation was driven by the limited schedule of government
launches as well as the downturn in the commercial launch
market. Launch contractors had built business cases around
the government market being supplemented by a robust com-
mercial market, but as the commercial market declined these
business cases were re-evaluated. The U.S. Government has
an assured access to space policy which requires that two
separate vehicles be available for use. The ULA joint venture is
intended to provide this assurance.

Civil Space Transportation and Exploration Environment NASA
has had stable but very little growth in their funding in this
decade. NASA's fiscal year 2006 appropriation of $16.6 billion
was approximately equal to the fiscal year 2005 funding level,
and presently the agency is operating under a “Continuing
Resolution” in 2007. NASA’'s budget remains focused on
needed funds for Space Shuttle Operations, International Space
Station, and new initiatives associated with the Vision for Space
Exploration. We anticipate funding levels to remain in the

$16 billion range in the near future. NASA is continuing to pur-
sue elements of the Vision for Space Exploration, which will
provide additional opportunities.

Commercial Satellite Environment The commercial satellite mar-
ket has strengthened since the downturn earlier in the decade
and is expected to stabilize with replacement demand through
the end of the decade. The market remains extremely competi-
tive however, with overcapacity across the overall industry and
strong pressure on pricing. We will continue to pursue profitable
commercial satellite opportunities where the customer values
our technical expertise and unique solutions.

Integrated Defense Systems Operating Results

(Dollars in millions) 2006 2005 2004

Revenues $32,439 $31,106  $30,739
% of Total Company Revenues 53% 58% 60%
Operating Earnings $ 3,032 $ 3919 $ 2,936
Operating Margins 9.3% 12.6% 9.6%
Research and Development $ 791 $ 855 $ 834
Contractual Backlog $42,291  $36,505 $39,296
Unobligated Backlog $33,424  $44,008 $47,472

Since our operating cycle is long-term and involves many
different types of development and production contracts with
varying delivery and milestone schedules, the operating results
of a particular year, or year-to-year comparisons of revenues
and earnings, may not be indicative of future operating results.
In addition, depending on the customer and their funding
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sources, our orders might be structured as annual follow-on
contracts, or as one large multi-year order or long-term award.
As a result, period-to-period comparisons of backlog are not
necessarily indicative of future workloads. The following discus-
sions of comparative results among periods should be viewed
in this context.

Revenues IDS revenues increased 4% in 2006 and 1% in 2005
as growth in both PE&MS and Support Systems was partially
offset by lower volume in N&SS.

Operating Earnings IDS operating earnings decreased by
$887 million in 2006 from 2005 reflecting a $569 million net
gain on the sale of Rocketdyne in 2005 and $770 million of
charges on the AEW&C development program in 2006 partially
offset by improved margins on other programs. Operating earn-
ings increased by $983 million in 2005 from 2004 primarily due
to the net gain on the Rocketdyne sale in 2005 in addition to
stable performance in the commercial satellite business com-
pared to 2004, when losses were recorded resulting from cost
growth due to technical and quality issues and write-downs of
slow-moving inventory.

Backlog Total backlog is comprised of contractual backlog,
which represents work we are on contract to perform for which
we have received funding, and unobligated backlog, which
represents work we are on contract to perform for which fund-
ing has not yet been authorized and appropriated. IDS total
backlog decreased 6% in 2006, from $80,513 million to
$75,715 million, primarily due to decreases in unobligated
backlog of $10,584 million which resulted from funding released
from new orders and existing contracts on F/A-18, FCS, C-17,
and Proprietary, offset by increases in contractual backlog of
$5,786 million which were driven by funding received from new
orders and existing contracts for C-17, F/A-18, Integrated
Logistics Chinook support, and Proprietary.

For further details on the changes between periods, refer to
the discussions of the individual segments below.

Additional Considerations

Our business includes a variety of development programs
which have complex design and technical challenges. Many of
these programs have cost-type contracting arrangements. In
these cases, the associated financial risks are primarily in lower
profit rates or program cancellation if milestones and technical
progress are not accomplished. Examples of these programs
include Ground-based Midcourse Defense (GMD), FCS, P-8A
(P-8A, formerly Multi-mission Maritime Aircraft), Proprietary pro-
grams, Airborne Laser, Joint Tactical Radio System (JTRS),
Family of Beyond Line-of-Sight Terminals, and the E/A-18G.

Some of our development programs are contracted on a
fixed-price basis. Many of these programs have highly complex
designs. As technical or quality issues arise, we may experi-
ence schedule delays and cost impacts, which could increase
our estimated cost to perform the work or reduce our esti-
mated price, either of which could result in a material charge.
These programs are ongoing, and while we believe the cost
and fee estimates incorporated in the financial statements are
appropriate, the technical complexity of these programs creates
financial risk as additional completion costs may become
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necessary or scheduled delivery dates could be missed, which
could trigger termination-for-default provisions, the loss of
satellite on-orbit incentive payments, or other financially signifi-
cant exposure. These programs have risk for reach-forward
losses if our estimated costs exceed our estimated contract
revenues. Examples of these programs include AEW&C,

767 Tanker, commercial and military satellites, Vigilare and
High Frequency Modernisation.

Precision Engagement and Mobility Systems
Operating Results

(Dollars in millions) 2006 2005 2004
Revenues $14,350 $13,510 $12,835
% of Total Company Revenues 23% 25% 25%
Operating Earnings $ 1,238 §$ 1,755 $ 1,697
Operating Margins 8.6% 13.0% 13.2%
Research and Development $ 404 $ 440 $ 420
Contractual Backlog $24,988 $21,815 $21,539
Unobligated Backlog $ 9,194 $15,189 $20,885

Revenues PE&MS revenues increased 6% in 2006 and 5% in
2005 primarily due to additional aircraft deliveries and other
volume. The revenue growth of $840 million in 2006 was driven
by higher deliveries of F-15 and Apache and higher volume of
P-8A, F-22, and Chinook, partially offset by reduced revenues
of AEW&C. The revenue growth of $675 million in 2005 was
driven by higher deliveries on F-15 and Apache and higher
volume and milestone completions on P-8A and AEW&C,
partially offset by fewer deliveries on F/A-18 and lower volume
resulting from the Comanche termination.

Deliveries of new-build production aircraft, excluding remanu-
factures and modifications, were as follows:

2006 2005 2004
C-17 Globemaster Il 16 16 16
F/A-18E/F Super Hornet 42 42 48
T-45 Training Systems 13 10 7
F-15 Eagle 12 6
CH-47 Chinook 2 - -
C-40 Clipper 1 2 3
AH-64 Apache 31 12 3
Total New-Build Production Aircraft 117 88 80

Operating Earnings PE&MS operating earnings decreased

$517 million in 2006 driven by the $770 million AEW&C charges
mentioned above, which were partially offset by earnings from
revenue growth, favorable contract mix, and reduced Company
Sponsored Research & Development (CSR&D) expenditures on
the 767 Tanker program. Operating earnings increased 3% in
2005 driven by earnings from revenue growth and reduced
CSR&D expenditures on 767 Tankers in 2005 and charges
recorded in 2004 to write off pre-contract development costs
on the 767 USAF Tanker program.

Research and Development The PE&MS segment continues

to focus its research and development resources where it can
use its customer knowledge, technical strength and large-scale
integration capabilities to provide transformational solutions

to meet the war fighter’s enduring needs. Research and
development has remained consistent over the past several
years. Research and development activities leverage our
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capabilities in architectures, system-of-systems integration and
weapon systems technologies to develop solutions which are
designed to enhance our customers’ capabilities in the areas of
situational awareness and survivability. These efforts focus on
increasing mission effectiveness and interoperability, and
improving affordability, reliability and economic ownership.
Continued research and development investments in unmanned
technology and systems have enabled the demonstration of
multi-vehicle coordinated flight and distributed control of high-
performance unmanned combat air vehicles. Research and
development in advanced weapons technologies emphasizes,
among other things, precision guidance and multi-mode target-
ing. Research and development investments in the Global
Tanker Transport Aircraft program represent a significant oppor-
tunity to provide state-of-the-art refueling capabilities to domes-
tic and non-U.S. customers. Investments were also made to
support various intelligence, surveillance, and reconnaissance
business opportunities including P-8A and AEW&C aircraft.
Other research and development efforts include upgrade and
technology insertions to network-enable and enhance the capa-
bility and competitiveness of current product lines such as the
F/A-18E/F Super Hornet, F-15E Eagle, AH-64 Apache, CH-47
Chinook and C-17 Globemaster IIl.

Backlog PE&MS total backlog decreased 8% from 2005 to
2006 primarily due to deliveries and sales on F/A-18 and F-15
from multi-year contracts awarded in prior years. Total backlog
decreased 13% from 2004 to 2005 primarily due to deliveries
and sales on C-17, F/A-18 and P-8A, and partially offset by
additional F-15 and Chinook orders.

Additional Considerations Items which could have a future
impact on PE&MS operations include the following:

AEWS&C During 2006, we recorded charges of $770 million on
our international Airborne Early Warning and Control program.
This development program, also known as Wedgetail in
Australia and Peace Eagle in Turkey, consists of a 737-700
aircraft outfitted with a variety of command and control and
advanced radar systems, some of which have never been
installed on an airplane before. Wedgetail includes six aircraft
and Peace Eagle includes four aircraft. This is an advanced and
complex fixed-price development program involving technical
challenges at the individual subsystem level and in the overall
integration of these subsystems into a reliable and effective
operational capability. The second-quarter charge of $496 mil-
lion included estimated additional program costs and reduc-
tions in expected pricing caused by technical complexities
which resulted in schedule delays and cost growth and
increased the risk of late delivery penalties. The financial impact
recorded in that quarter resulted from a detailed analysis of
flight test data along with a series of additional rigorous techni-
cal and cost reviews after flight testing ramped up. The hard-
ware and software development and integration had not
progressed as quickly as we planned, resulting in the delivery
for the first two aircraft being delayed 15 months. We reorgan-
ized the program to improve systems engineering and integra-
tion and we strengthened the leadership team in both program
management and engineering. In the fourth quarter of 2006,
after a revised estimate of technical progress by us and our

subcontractors, we determined that program subsystems and
software development had not matured as we had anticipated
earlier in the year. We recorded a charge of an additional

$274 million, reflecting further program delays of up to six
months. These programs are ongoing, and while we believe the
most recent cost estimates incorporated in the financial state-
ments are appropriate, the technical complexity of the pro-
grams creates financial risk as additional completion costs may
be necessary or scheduled delivery dates could be missed.

C-17 As of December 31, 2006, we have delivered a total of
159 of the 190 C-17s ordered by the U.S. Air Force, with final
deliveries scheduled for 2009. Despite pending orders, which
would extend deliveries of the C-17 to mid-2009, it is reason-
ably possible that we will decide in 2007 to suspend work on
long-lead items from suppliers and/or to complete production
of the C-17 if further orders are not received. We are still evalu-
ating the full financial impact of a production shut-down, includ-
ing any recovery that would be available from the government.

767 Tanker Program The 767 Tanker Program has orders for
eight 767 Tankers, four from the Italian Air Force and four from
the Japan Self Defense Agency. The USAF is continuing to pur-
sue a replacement for the KC-135 Tanker and has identified it
as its top acquisition priority for 2007. In addition, the Pentagon
requested funding for the development phase of the program in
its 2008 budget request in February 2007. We remain firmly
committed to the USAF Tanker program and are ready to sup-
port our customer in whatever decision is made regarding the
recapitalization of the nation’s current aerial refueling fleet.

Network and Space Systems Operating Results

(Dollars in millions) 2006 2005 2004

Revenues $11,980 $12,254 $13,023
% of Total Company Revenues 19% 23% 25%
Operating Earnings $ 958 $ 1,399 $ 577
Operating Margins 8.0% 11.4% 4.4%
Research and Development $ 301 $ 334 $ 357
Contractual Backlog $ 8,001 $ 6,324 $10,923
Unobligated Backlog $23,723 $27,634 $25,019

Revenues N&SS revenues decreased 2% in 2006 and 6% in
2005 as significant growth in FCS and higher Delta IV volume
were offset by lower volume in Proprietary and GMD as well as
the divestiture of our Rocketdyne business. Additional impacts
resulted from fewer milestone completions in our commercial
satellite business in 2006 and the completion of a Homeland
Security contract in 2005.

Launch and new-build satellite deliveries were as follows:

2006 2005 2004

Delta Il 2 2 4
Delta IV 3 _
Commercial/Civil Satellites 4 3 2

Operating Earnings N&SS operating earnings decreased
$441 million from 2005 to 2006 and increased $822 million
from 2004 to 2005 driven by significant items in all three
periods. The decrease from 2005 to 2006 was driven by the
$569 million net gain on the Rocketdyne sale and higher con-
tract values for Delta IV launch contracts in 2005, partially
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offset by increased earnings in the FCS program in 2006.

The increase from 2004 to 2005 was driven by the favorable
Rocketdyne and Delta IV impacts in 2005 mentioned above,
while losses were recorded in our commercial satellite business
in 2004 caused by performance issues due to cost growth from
technical and quality issues and write-offs of slow-moving
inventory. N&SS operating earnings include equity earnings of
$71 million, $72 million, and $70 million from the United Space
Alliance joint venture in 2006, 2005, and 2004, respectively.

Divestitures On February 28, 2005, we completed the stock
sale of EDD to L-3 Communications. On August 2, 2005 we
completed the sale of our Rocketdyne business to United
Technologies Corporation. (See Note 9).

Research and Development The N&SS research and develop-
ment funding remains focused on the development of communi-
cations and command and control capabilities that support a
network-centric architecture approach for our various govern-
ment customers. We are investing in the communications
market to enable connectivity between existing air/ground plat-
forms, increase communications availability and bandwidth
through more robust space systems, and leverage innovative
communications concepts. Key programs in this area include
JTRS, FCS, GPS, and Transformational Communications
System. Investments were also made to support concepts that
will lead to the development of next-generation space intelligence
systems. Along with increased funding to support these areas of
architecture and network-centric capabilities development, we
also maintained our investment levels in global missile defense
and advanced missile defense concepts and technologies.

Backlog N&SS total backlog decreased 7% from 2005 to 2006
driven by sales from a multi-year order received in prior years

on FCS. Total backlog decreased 6% from 2004 to 2005 driven
by sales from multi-year orders received in prior years on GMD
and FCS, partially offset by new orders on Proprietary programs.

Additional Considerations Items which could have a future
impact on N&SS operations include the following:

United Launch Alliance On December 1, 2006, we completed
the transaction with Lockheed Martin Corporation (Lockheed)
to create a 50/50 joint venture named United Launch Alliance
L.L.C. (ULA). ULA combines the production, engineering, test
and launch operations associated with U.S. Government
launches of Boeing Delta and Lockheed Atlas rockets. In con-
nection with the transaction, we contributed assets and liabili-
ties of $1,609 million and $695 million, respectively, to ULA.
These amounts are subject to adjustment pending final review
of the respective parties’ contributions. Any difference between
the book value of our investment and our proportionate share
of ULA's net assets would be recognized ratably in future years.
We also entered into an inventory supply agreement with ULA
that provides for the purchase by ULA from us of Boeing Delta
inventories totaling $1,860 million by March 31, 2021. We and
Lockheed each will provide ULA with initial cash contributions
of up to $25 million, and we each have agreed to extend a line
of credit to ULA of up to $200 million to support its working
capital requirements. In connection with the transaction, we
and Lockheed transferred performance responsibility for certain
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U.S. Government contracts to ULA as of the closing date. We
and Lockheed agreed to jointly guarantee the performance of
those contracts to the extent required by the U.S. Government.
We agreed to indemnify ULA through December 31, 2020
against potential non-recoverability of $1,375 million of Boeing
Delta inventories included in contributed assets plus $1,860 mil-
lion of inventory subject to the inventory supply agreement. In
addition, in the event ULA is unable to obtain re-pricing of cer-
tain contracts which we contributed to ULA and to which we
believe ULA is entitled, we will be responsible for any shortfall
and may record up to $322 million in pre-tax losses. ULA is
accounted for under the equity method of accounting. N&SS
2006 revenues include $727 million related to Delta r