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Showa Denko K.K. and Consolidated Subsidiaries

1. BASIS OF REPORTING FINANCIAL STATEMENTS
The accompanying consolidated financial statements have been
prepared in accordance with accounting principles and practices
generally accepted in Japan, which are different in certain respects
as to application and disclosure requirements of International
Financial Reporting Standards, and from the consolidated financial
statements which had been or will be filed with the Kanto Local Finance
Bureau as required by the Securities and Exchange Law of Japan.

2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

(a) Principles of Consolidation
The consolidated financial statements for the years ended December
31, 2005 and 2004 include the accounts of the Company and its 42
and 47 significant subsidiaries (collectively “the Companies”).

For the purposes of the consolidated financial statements, all sig-
nificant intercompany transactions, account balances and unrealized
profits among the Companies are entirely eliminated and the portions
attributable to minority interests are credited or charged to income.

Accounts of subsidiaries whose business year-ends differ by more
than three months from December 31 have been included using
appropriate interim financial information.

The excess of cost over equity in net assets is amortized on a
straight-line basis within a period of 20 years.

(b) Investments in Non-Consolidated Subsidiaries and Affiliates 
The Company applies the equity method of accounting for invest-
ments in 4 non-consolidated subsidiaries and 20 affiliates for the year
ended December 31, 2005 and investments in 4 non-consolidated
subsidiaries and 22 affiliates for the year ended December 31, 2004.

All underlying intercompany profits obtained from transactions
among the Companies and non-consolidated subsidiaries and affili-
ates to which the equity method is applied are eliminated in the
consolidated financial statements.

(c) Translation of Foreign Currency Accounts
All receivables and payables denominated in foreign currencies at the
balance sheet date are translated into Japanese yen at the current
exchange rates.

The resulting exchange gains or losses are credited or charged
to income.

The monetary amounts stated in the financial statements of certain
consolidated subsidiaries of foreign nationality are translated into
Japanese yen at the year-end rate for assets and liabilities, at histori-
cal rates for other balance sheet accounts exclusive of net income,
and at the average annual rate for revenue and expense accounts
and net income.

Translation adjustments resulting from the process of translating
the financial statements of foreign subsidiaries into Japanese yen are
accumulated and reported as a component of stockholders’ equity
on the consolidated balance sheet.

(d) Cash and Cash Equivalents
Cash and cash equivalents in the consolidated statement of cash
flows are composed of cash on hand, bank deposits available for
withdrawal on demand and short-term investments with original
maturities of three months or less and minor risk of value fluctuation.

(e) Securities
Debt securities that are intended to be held to maturity (“held-to-
maturity debt securities”) are measured at amortized cost in the
balance sheet. Other securities with quoted market prices are
stated at their market prices prevailing at the balance sheet date.

Other securities without quoted market prices are stated at cost
by the moving-average method.

(f) Allowance for Doubtful Receivables
To provide for losses from bad debts, the allowance is provided
according to the actual rate of non-recovery for ordinary claims and
in view of the probability of recovery for specific doubtful receivables.

(g) Inventories
Finished goods are stated principally at the lower of cost or market,
using the gross-average cost method. Other inventories are stated
principally at cost as determined by the gross-average method.

(h) Property, Plant and Equipment
Property, plant and equipment is stated at cost, in principle. With the
adoption of the fixed asset impairment accounting standard from
2004, however, aggregated amounts of impairment losses are
deducted directly from respective items. Depreciation of property,
plant and equipment is stated at cost. Depreciation of property, plant
and equipment is computed principally by the straight-line method
with the exception that the declining-balance method is applied to
certain factories of the Company and some of the consolidated sub-
sidiaries.

(i) Intangible Assets
The Company and some of the consolidated subsidiaries principally
apply the straight-line method to amortize intangible assets.

( j ) Reserve for Restructuring Expenses
The Company and some of the consolidated subsidiaries record the
reserve for restructuring expenses on an accrual basis to provide
for expenses and losses resulting from their restructuring programs.

(k) Accrued Pension and Severance Costs
Accrued pension and severance costs are provided based on
the estimated retirement benefit obligation and the pension assets.
The figure is based on the amount of severance benefit obligations
at the balance sheet date and the estimated amount of the pension
fund. Transition amounts resulting from the initial adoption of the new
accounting method for employees’ retirement benefits are lump-sum
amortized in 2005 (before being amortized over 15 years), except for
a certain consolidated subsidiary in which the amount is amortized over
5 years.

Prior service costs are amortized on a straight-line basis over certain
periods (mainly 12 years) within the average remaining service periods.

Unrecognized actuarial loss is amortized starting the year after
such actuarial loss is determined on a straight-line basis over certain
periods (mainly 12 years) within the average remaining service peri-
ods. However, a certain consolidated subsidiary recognized such
total actuarial loss as a one-time loss when determined.
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3. CHANGES IN ACCOUNTING POLICIES

(a) Inventories
In order to ensure a sound financial structure, the Company and some of its consolidated subsidiaries state finished goods at the lower of cost or
market using the gross-average cost method. Due to this change, the cost of sales increased by ¥409 million (US$3,463 thousand) from the num-
ber calculated under the previous policy.

(b) Accrued Pension and Severance Costs
The Company and some of its consolidated subsidiaries lump-sum amortized the effect of the change in accounting method for the pension and
severance plan (before, they amortized this amount over 15 years). The loss is due to collective amortization of unrecognized transition amounts
resulting from the adoption of the new accounting method for employees’ retirement benefits. Due to this change, the extraordinary loss increased by
¥32,603 million (US$276,136 thousand) from the number calculated under the previous policy.

4. TRANSLATION INTO U.S. DOLLARS
The Companies’ accounting records are maintained in yen. The U.S. dollar amounts appearing in the accompanying financial statements and notes
thereto represent the arithmetical results of translating yen into U.S. dollars at the rate of ¥118.07 to US$1.00, the approximate rate of exchange at
December 31, 2005. The inclusion of such U.S. dollar amounts is solely for the convenience of readers; it does not carry with it any implication that
yen amounts have been or could be converted into U.S. dollars at that rate.

5. CASH AND CASH EQUIVALENTS
Cash as of December 31, 2005 and 2004 on the consolidated balance sheets and cash equivalents at December 31, 2005 and 2004 on the consoli-
dated statements of cash flows are reconciled as follows:

Thousands of
Millions of yen U.S. dollars

2005 2004 2005

Cash ........................................................................................................................................................... ¥37,273 ¥29,627 $315,689
Original maturities of more than three months.............................................................................................. (40) (474) (339)

Cash and cash equivalents.......................................................................................................................... ¥37,233 ¥29,153 $315,350

(l) Reserve for Directors’ Retirement Allowance
Some of the consolidated subsidiaries provide for the retirement
allowance for directors and statutory auditors in an amount deter-
mined by those companies’ internal guidelines.

The Company abolished the system on March 30, 2005, and
reversed the reserve. The payment in arrears included “Other long-
term liabilities” as long-term arrears.

(m) Reserve for Periodic Repairs
The Company provides a reserve for periodic repairs in an amount
estimated by the maintenance schedule for production equipment.

(n) Income Taxes
Periodical allocation of corporate tax is being made, in principle,
regarding taxes pertaining to all temporary differences (differences
between the assets/liabilities on the consolidated financial state-
ments and the assets/liabilities in the calculation of taxable income).

(o) Leases
Finance leases other than those that are deemed to transfer the own-
ership of the leased assets to the lessees are principally accounted for
by the method that is applicable to ordinary operating leases.



6. SECURITIES
The tables that follow summarize acquisition costs and book values of marketable securities as of December 31, 2005 and 2004.

(a) Securities are judged to be “substantially declined” when their market values have declined 30% or more. When their market values have declined
50% or more, the impairment losses are recorded on those securities. When their market values have declined between 30% and 50%, the impair-
ment losses are recorded on those securities unless such values are considered to be recoverable individually. The following tables summarize book
values of marketable securities as of December 31, 2005 and 2004:
Year ended December 31, 2005 Millions of yen

Acquisition Book
costs value Difference

Securities whose book value exceeds their acquisition cost
Equity securities .............................................................................................................................................. ¥37,545 ¥72,123 ¥34,578

Other securities
Equity securities .............................................................................................................................................. 819 742 (77)

Total ............................................................................................................................................................... ¥38,364 ¥72,865 ¥34,501

Year ended December 31, 2004 Millions of yen

Acquisition Book
costs value Difference

Securities whose book value exceeds their acquisition cost
Equity securities .............................................................................................................................................. ¥21,375 ¥35,843 ¥14,468

Other securities
Equity securities .............................................................................................................................................. 7,515 7,013 (502)

Total ............................................................................................................................................................... ¥28,890 ¥42,856 ¥13,966

Year ended December 31, 2005 Thousands of U.S. dollars

Acquisition Book
costs value Difference

Securities whose book value exceeds their acquisition cost
Equity securities............................................................................................................................................ $317,989 $610,849 $292,860

Other securities
Equity securities............................................................................................................................................ 6,937 6,284 (652)

Total ............................................................................................................................................................. $324,926 $617,134 $292,208

(b) The following tables summarize marketable securities sold in the years ended December 31, 2005 and 2004:
Year ended December 31, 2005 Millions of yen

Sale Gross gain Gross loss

Equity securities ...................................................................................................................................................... ¥5,042 ¥1,455 ¥(92)

Year ended December 31, 2004 Millions of yen

Sale Gross gain Gross loss

Equity securities ...................................................................................................................................................... ¥4,987 ¥2,253 ¥(176)

Year ended December 31, 2005 Thousands of U.S. dollars

Sale Gross gain Gross loss

Equity securities ................................................................................................................................................... $42,703 $12,323 $(779)
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(c) The following table summarizes book values of securities with no quoted market values as of December 31, 2005 and 2004:

Thousands of
Millions of yen U.S. dollars

2005 2004 2005

Held-to-maturity debt securities
Local bonds ............................................................................................................................................ ¥00,018 ¥00,021 $000,152
Privately placed corporate bonds ............................................................................................................ 1,001 1,001 8,478

Available-for-sale securities
Non-listed equity securities...................................................................................................................... 11,328 23,323 95,943
Preferred securities.................................................................................................................................. 1,000 1,000 8,470
Privately placed local bonds .................................................................................................................... — 115 —

Total ........................................................................................................................................................ ¥13,347 ¥25,460 $113,043

(d) The following tables summarize marketable securities with maturities and held-to-maturity debt securities at December 31, 2005 and 2004 
(all securities have a maturity of 10 years or less):
Year ended December 31, 2005 Millions of yen

Over 1 year but Over 5 years but
Within 1 year within 5 years within 10 years

Government bonds ...................................................................................................................... ¥2 ¥09 ¥0,007
Corporate bonds ......................................................................................................................... — — 1,000

Total ........................................................................................................................................ ¥2 ¥09 ¥1,007

Year ended December 31, 2004 Millions of yen

Over 1 year but Over 5 years but
Within 1 year within 5 years within 10 years

Government bonds ...................................................................................................................... ¥2 ¥10 ¥0,009
Corporate bonds ......................................................................................................................... — — 1,000

Total ........................................................................................................................................ ¥2 ¥10 ¥1,009

Year ended December 31, 2005 Thousands of U.S. dollars

Over 1 year but Over 5 years but
Within 1 year within 5 years within 10 years

Government bonds .................................................................................................................... $17 $76 $0,059
Corporate bonds........................................................................................................................ — — 8,470

Total....................................................................................................................................... $17 $76 $8,529

7. EFFECT OF YEAR-END DATE ON FINANCIAL STATEMENTS
The year-end date of 2005, namely, December 31, 2005, was a bank holiday. Although notes receivable and payable on this date were accordingly
settled on January 4, 2006, the Companies accounted for those notes in their financial statements as if they had been settled on the earlier date.

Notes outstanding at December 31, 2005 and 2004 dealt with in the above-mentioned manner were as follows:

Thousands of
Millions of yen U.S. dollars

2005 2004 2005

Notes receivable................................................................................................................................................... ¥0,503 ¥1,392 $04,260
Notes payable ...................................................................................................................................................... 1,225 2,370 10,375
Trade notes discounted by banks......................................................................................................................... 472 519 3,998
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8. SHORT-TERM DEBT AND LONG-TERM DEBT
At December 31, 2005 and 2004, the short-term debt of the Companies consisted of the following:

Thousands of
Millions of yen U.S. dollars

2005 2004 2005

Bank loans, interest 0.36%–8.84%.............................................................................................................. ¥97,773 ¥100,146 $828,089
Commercial paper....................................................................................................................................... — 325 —

Total ........................................................................................................................................................ ¥97,773 ¥100,471 $828,089

At December 31, 2005 and 2004, the long-term debt of the Companies consisted of the following:

Thousands of
Millions of yen U.S. dollars

2005 2004 2005

2.3% bonds due 2005 .............................................................................................................................. ¥ — ¥003,500 $ —
TIBOR+0.55% bonds due 2005 ................................................................................................................ — 10,000 —
TIBOR+0.55% bonds due 2006 ................................................................................................................ 15,000 15,000 127,043
1.85% bonds due 2005 ............................................................................................................................ — 2,000 —
1.9% bonds due 2007 .............................................................................................................................. 8,500 8,500 71,991
TIBOR+1.05% bonds due 2008 ................................................................................................................ 3,000 3,000 25,409
1.36% bonds due 2010 ............................................................................................................................ 3,000 — 25,409
1.32% bonds due 2010 ............................................................................................................................ 10,000 — 84,696
1.7% convertible bonds due 2005, convertible currently at ¥1,058............................................................ — 28,884 —
0.7% convertible bonds due 2006, convertible currently at ¥720............................................................... 930 930 7,877
Zero coupon convertible bonds due 2009, convertible currently at ¥305................................................... 23,000 23,000 194,800
0.37%–8.84% loans, principally from banks and insurance companies, due 2006 to 2016 ....................... 287,628 307,148 2,436,081

................................................................................................................................................................ 351,058 401,962 2,973,304
Less: Current portion................................................................................................................................. (108,390) (133,698) (918,011)

................................................................................................................................................................. ¥242,668 ¥268,264 $2,055,293

At December 31, 2005 and 2004, the following assets were pledged as collateral for short-term debt and long-term debt:

Thousands of
Millions of yen U.S. dollars

2005 2004 2005

Assets pledged as collateral
Investment securities............................................................................................................................. ¥009,456 ¥007,453 $0,080,088
Property, plant and equipment, less accumulated depreciation ............................................................. 211,282 230,036 1,789,464

Total.................................................................................................................................................. ¥220,738 ¥237,489 $1,869,552

Secured short-term debt and long-term debt
Short-term debt .................................................................................................................................... ¥002,513 ¥ — $0,021,284
Long-term debt (includes due within 1 year) .......................................................................................... 44,781 74,203 379,275
Other debt............................................................................................................................................. 2,023 2,180 17,134

Total.................................................................................................................................................. ¥049,317 ¥076,383 $0,417,693



The aggregate annual maturities of the non-current portion of long-term debt are as follows:
Years ending December 31 Thousands of

Millions of yen U.S. dollars

2007 ............................................................................................................................................................................ ¥081,475 $0,690,057
2008 ............................................................................................................................................................................ 47,190 399,678
2009 ............................................................................................................................................................................ 33,355 282,502
2010 ............................................................................................................................................................................ 25,270 214,026
2011 and thereafter...................................................................................................................................................... 7,878 66,723

.................................................................................................................................................................................... ¥195,168 $1,652,986

9. PENSION AND SEVERANCE PLANS
The Company and its consolidated subsidiaries had a funded qualified retirement pension plan, a funded welfare pension plan and unfunded benefit
plans on a lump-sum payment basis, all of which were for all employees as their defined benefit system. However, the Company and some of the
consolidated subsidiaries terminated such plans at the end of 2003.

Since the beginning of 2004, they have adopted a new defined benefit plan as well as a defined contribution plan. The rest of the consolidated
subsidiaries still have a funded qualified retirement plan or unfunded benefit plans on a lump-sum basis as their defined benefit system.

(a) The plans’ funded status and amount recognized on the accompanying consolidated balance sheet as of December 31, 2005 and 2004 were as
follows:

Thousands of
Millions of yen U.S. dollars

2005 2004 2005

Benefit obligation at the end of year ..................................................................................................... ¥(119,693) ¥(117,187) $(1,013,746)
Fair value of plan assets at the end of year ........................................................................................... 65,964 55,591 558,686

Funded status ...................................................................................................................................... (53,728) (61,596) (455,052)
Unrecognized transition amount under post-employment benefits accounting ..................................... — 36,270 —
Unrecognized actuarial loss.................................................................................................................. 19,051 25,158 161,353
Unrecognized prior service costs ......................................................................................................... (7,795) (8,574) (66,020)

Net amount recognized........................................................................................................................ (42,472) (8,743) (359,719)
Prepaid pension expense ..................................................................................................................... 145 137 1,228

Accrued pension and severance costs............................................................................................. ¥0(42,617) ¥00(8,879) $0,(360,949)

The components of net pension and severance costs for the years ended December 31, 2005 and 2004 were as follows:

Thousands of
Millions of yen U.S. dollars

2005 2004 2005

Service cost.................................................................................................................................................. ¥02,921 ¥2,875 $024,740
Interest cost.................................................................................................................................................. 2,920 2,959 24,731
Expected return on planned assets............................................................................................................... (1,282) (1,424) (10,858)
Amortization of transition amount under post-employment benefits accounting ............................................ 36,080 3,486 305,581
Recognized actuarial loss ............................................................................................................................. 3,009 2,771 25,485
Prior service cost .......................................................................................................................................... (779) (774) (6,598)

Net periodic cost ...................................................................................................................................... 42,869 9,893 363,081

Cost for defined contribution plan ................................................................................................................. 148 79 1,253

Total ......................................................................................................................................................... ¥43,017 ¥9,972 $364,335
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The assumptions and basis as of December 31, 2005 and 2004 were as follows:
Year ended December 31, 2001 2005 2004

Discount rate .................................................................................................................................... Mainly 2.0% Mainly 2.5%
Expected return rate on planned assets............................................................................................ Mainly 2.5% Mainly 3.0%
Amortization period for actuarial loss................................................................................................. Mainly 12 years Mainly 12 years
Amortization period for unrecognized transition amount under 
post-employment benefits accounting ............................................................................................ Lump-sum amortized Mainly 15 years

Amortization period for prior service cost .......................................................................................... Mainly 12 years Mainly 12 years

10. INCOME TAXES
At December 31, 2005 and 2004, significant components of deferred tax assets and liabilities were as follows:

Thousands of
Millions of yen U.S. dollars

2005 2004 2005

Deferred tax assets
Tax loss carryforwards............................................................................................................................. ¥12,802 ¥14,271 $108,427
Write-down of marketable and investment securities ............................................................................... 7,270 7,659 61,574
Reserve for restructuring expenses.......................................................................................................... 375 2,662 3,176
Unrealized earnings from the sale of fixed assets ..................................................................................... 1,341 1,397 11,358
Accrued pension and severance costs .................................................................................................... 17,163 3,308 145,363
Reserve for bonus payment..................................................................................................................... 765 837 6,479
Reserve for directors’ retirement allowance ............................................................................................. — 538 —
Unpaid for directors’ retirement allowance............................................................................................... 430 — 3,642
Impairment of fixed assets ....................................................................................................................... 2,496 3,876 21,140
Reserve for periodic repairs ..................................................................................................................... 1,123 419 9,511
Non-deductible expenses:

Allowance for doubtful accounts.......................................................................................................... 618 1,427 5,234
Depreciation ........................................................................................................................................ 361 484 3,058

Write-down of inventories ........................................................................................................................ 379 — 3,210
Other....................................................................................................................................................... 2,090 2,098 17,701
Subtotal of deferred tax assets ................................................................................................................ 47,213 38,976 399,873
Valuation allowance ................................................................................................................................. (11,830) (15,157) (100,195)

Total deferred tax assets ..................................................................................................................... 35,382 23,819 299,670

Deferred tax liabilities
Amount of revaluation from the book value.............................................................................................. (5,027) (5,022) (42,576)
Special depreciation reserve.................................................................................................................... (2,959) (1,778) (25,061)
Securities valuation surplus...................................................................................................................... (13,875) (5,603) (117,515)
Other....................................................................................................................................................... (2,818) (2,345) (23,867)

Total deferred tax liabilities................................................................................................................... (24,679) (14,748) (209,020)

Net deferred tax assets ............................................................................................................................... ¥10,704 ¥09,072 $090,658

The net deferred tax assets at December 31, 2005 and 2004 are included in the consolidated balance sheets as follows:

Thousands of
Millions of yen U.S. dollars

2005 2004 2005

Deferred tax assets—current ....................................................................................................................... ¥06,827 ¥7,665 $57,821
Deferred tax assets—non-current................................................................................................................ 11,403 7,631 96,580
Other current liabilities ................................................................................................................................. (132) — (1,118)
Deferred tax liabilities—non-current ............................................................................................................. (7,394) (6,224) (62,627)



11. INFORMATION FOR CERTAIN LEASES
At December 31, 2005 and 2004, assets leased under non-capitalized financial leases were as follows:

Thousands of
Millions of yen U.S. dollars

2005 2004 2005

Machinery and equipment ........................................................................................................................... ¥22,828 ¥25,162 $193,346
Other........................................................................................................................................................... 588 483 4,981
Less: Accumulated depreciation and amortization ....................................................................................... 8,750 9,608 74,108

Total ........................................................................................................................................................ ¥14,667 ¥16,037 $124,219

At December 31, 2005 and 2004, future minimum lease payments for the remaining lease periods were as follows:

Thousands of
Millions of yen U.S. dollars

2005 2004 2005

Due within one year ..................................................................................................................................... ¥02,860 ¥02,969 $024,226
Due over one year ....................................................................................................................................... 11,806 13,068 99,993

Total ........................................................................................................................................................ ¥14,667 ¥16,037 $124,219

At December 31, 2005 and 2004, paid lease fees and equivalent depreciation expense amounts were as follows:

Thousands of
Millions of yen U.S. dollars

2005 2004 2005

Paid lease fees.................................................................................................................................................. ¥3,436 ¥2,913 $29,101
Equivalent depreciation expense amounts ........................................................................................................ 3,436 2,913 29,101
Note: Equivalent depreciation expense amounts are calculated using the straight-line method, with the lease period as the useful life and zero (0) as the residual value.

At December 31, 2005 and 2004, assets leased under non-capitalized operating leases were as follows:

Future minimum lease payments for the remaining lease periods:

Thousands of
Millions of yen U.S. dollars

2005 2004 2005

Due within one year .......................................................................................................................................... ¥2,508 ¥1,687 $21,242
Due over one year............................................................................................................................................. 4,138 2,067 35,047

Total ............................................................................................................................................................. ¥6,646 ¥3,754 $56,289

12. CONTINGENT LIABILITIES
At December 31, 2005, the Companies were contingently liable for outstanding trade notes discounted by banks in the ordinary course of business
in an aggregate amount of ¥848 million (US$7,182 thousand).

They were also guarantors for the borrowing below. The guarantees were principally for non-consolidated subsidiaries, affiliates and others.

Thousands of
Millions of yen U.S. dollars

2005 2004 2005

Guarantee ................................................................................................................................................... ¥16,266 ¥16,454 $137,766

As the amounts include joint and several guarantors’ portions as well as the Companies’, actual amounts we were contingently liable to pay were
smaller than the above.
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13. REVALUATION RESERVE
The Company and some of its consolidated subsidiaries revalued the land they own for business in accordance with the Law Concerning Revaluation
of Land. The difference between the revalued amount and the book value, after the deduction of applicable tax, is stated as a revaluation reserve.
The revaluation was conducted using methods stipulated in the ordinance for enforcement of the law, specifically, the method in Item 4 of Article 2
(Reasonable Adjustment of the Appraised Value Relating to Land Price Tax), and the method in Item 5 of Article 2 (Estimation by Experts). The differ-
ence between the market value on the revaluated land as of December 31, 2005 was ¥54,144 million (US$458,575 thousand).

14. SELLING, GENERAL AND ADMINISTRATIVE EXPENSES
Selling, general and administrative expenses for the years ended December 31, 2005 and 2004 were summarized as follows:

Thousands of
Millions of yen U.S. dollars

2005 2004 2005

Freight ......................................................................................................................................................... ¥17,564 ¥17,863 $148,761
Employees’ compensation .......................................................................................................................... 18,948 19,094 160,483
Other........................................................................................................................................................... 45,773 41,209 387,675

Total ........................................................................................................................................................ ¥82,285 ¥83,817 $696,919

Research and development expenses included in this summary for the years ended December 31, 2005 and 2004 were ¥16,223 million
(US$137,402 thousand) and ¥16,559 million, respectively.

15. RESEARCH AND DEVELOPMENT
Research and development costs included in the cost of sales and selling, general and administrative expenses for the years ended December 31,
2005 and 2004 were ¥17,384 million (US$147,235 thousand) and ¥17,576 million, respectively.

16. DERIVATIVE FINANCIAL INSTRUMENTS
The Company and certain subsidiaries enter into forward exchange contracts, interest rate swaps and commodity forwards for aluminum metal. The
Company and its subsidiaries have a basic policy of using derivative financial instruments for risk hedging within the limit of hedged receivables and
payables and do not hold or issue derivative financial instruments for trading purposes. Forward exchange contracts are used to hedge risk arising
from future fluctuations of foreign currency exchange with respect to receivables and payables denominated in foreign currencies. 

Interest rate swaps are used to hedge risk arising from future fluctuations of interest rates and reduce interest expenses. Commodity forwards for
aluminum metal are used to hedge risk arising from future fluctuations of commodity market prices with respect to commodity transactions. 

Under the Japanese Accounting Standards for Financial Instruments, which have been effective for fiscal years beginning on or after April 1, 2000,
the Companies have applied hedge accounting. 

At December 31, 2004, the derivative financial instruments of the Companies were as follows:

Millions of yen

2004

Contract Valuation
amount Fair value gain (loss)

Related to interest rates
Interest rate swaps:

Paying fixed rates and receiving floating rates ...................................................................... ¥500 ¥(15) ¥(15)
Note: No swap balance at December 31, 2005, related to interest rates.



17. SEGMENT INFORMATION
(a) The operations of the Companies for the years ended December 31, 2005 and 2004 are summarized by business segment as follows:
Year ended December 31, 2005 Millions of yen

Petrochemicals Chemicals Electronics Inorganics Aluminum Elimination Consolidated

Sales
Outside customers ................................................ ¥301,189 ¥074,001 ¥133,902 ¥061,882 ¥240,924 ¥        — ¥811,899
Inter-segment ........................................................ 1,651 568 303 100 21,220 (23,842) —

Total .................................................................. 302,840 74,569 134,205 61,982 262,144 (23,842) 811,899
Operating costs ..................................................... 281,003 69,829 114,478 53,672 253,834 (18,109) 754,708

Operating income .................................................. ¥021,837 ¥004,740 ¥019,727 ¥008,310 ¥008,310 ¥ (5,733) ¥057,191

Assets ....................................................................... ¥234,319 ¥140,062 ¥130,423 ¥113,794 ¥352,855 ¥14,781 ¥986,233
Depreciation and amortization ................................... 5,478 5,110 10,910 2,679 10,263 (236) 34,203
Capital expenditures .................................................. 5,329 4,206 20,647 3,072 8,115 (151) 41,218

Year ended December 31, 2004 Millions of yen

Petrochemicals Chemicals Electronics Inorganics Aluminum Elimination Consolidated

Sales
Outside customers ................................................ ¥254,351 ¥080,188 ¥112,455 ¥055,295 ¥238,419 ¥        — ¥740,706
Inter-segment ........................................................ 2,021 687 425 249 18,785 (22,167) —

Total .................................................................. 256,372 80,875 112,880 55,543 257,204 (22,167) 740,706
Operating costs ..................................................... 236,240 76,029 97,961 49,444 244,883 (15,922) 688,635

Operating income .................................................. ¥020,132 ¥004,845 ¥014,919 ¥006,099 ¥012,321 ¥  (6,245) ¥052,071

Assets ....................................................................... ¥229,221 ¥145,931 ¥108,471 ¥111,038 ¥347,211 ¥02,036 ¥943,908
Depreciation and amortization ................................... 5,950 5,539 8,198 2,681 11,963 (216) 34,115
Capital expenditures .................................................. 3,837 3,817 11,668 2,142 8,541 (89) 29,916

Year ended December 31, 2005 Thousands of U.S. dollars

Petrochemicals Chemicals Electronics Inorganics Aluminum Elimination Consolidated

Sales
Outside customers ....................................... $2,550,933 $0,626,759 $1,134,090 $524,112 $2,040,522 $          — $6,876,417
Inter-segment ............................................... 13,983 4,811 2,566 847 179,720 (201,927) —

Total ......................................................... 2,564,917 631,569 1,136,656 524,959 2,220,242 (201,927) 6,876,417
Operating costs ............................................ 2,379,965 591,424 969,578 454,581 2,149,863 (153,374) 6,392,038

Operating income ......................................... $0,184,951 $0,040,145 $0,167,078 $070,378 $0,070,380 $ (48,553) $0,484,379

Assets .............................................................. $1,984,577 $1,186,258 $1,104,621 $963,784 $2,988,522 $125,186 $8,352,949
Depreciation and amortization........................... 46,396 43,279 92,403 22,690 86,923 (1,999) 289,687
Capital expenditures ......................................... 45,134 35,623 174,871 26,018 68,730 (1,279) 349,098
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(b) The operations of the Companies for the years ended December 31, 2005 and 2004 are summarized by geographic area as follows:
Year ended December 31, 2005 Millions of yen

Domestic companies Overseas companies Elimination Consolidated

Sales
Outside customers ............................................................................................... ¥712,807 ¥099,092 ¥       — ¥811,899
Inter-segment....................................................................................................... 20,908 8,957 (29,865) —

Total................................................................................................................. 733,715 108,048 (29,865) 811,899
Operating costs.................................................................................................... 684,245 96,466 (26,004) 754,708

Operating income................................................................................................. ¥049,470 ¥011,582 ¥ (3,861) ¥057,191

Assets ...................................................................................................................... ¥889,698 ¥095,539 ¥00,996 ¥986,233

Year ended December 31, 2004 Millions of yen

Domestic companies Overseas companies Elimination Consolidated

Sales
Outside customers ............................................................................................... ¥663,311 ¥77,395 ¥        — ¥740,706
Inter-segment....................................................................................................... 27,740 6,242 (33,982) —

Total................................................................................................................. 691,051 83,637 (33,982) 740,706
Operating costs.................................................................................................... 630,284 78,107 (19,755) 688,635

Operating income................................................................................................. ¥060,767 ¥05,531 ¥(14,227) ¥052,071

Assets ...................................................................................................................... ¥879,446 ¥80,440 ¥(15,978) ¥943,908

Year ended December 31, 2005 Thousands of U.S. dollars

Domestic companies Overseas companies Elimination Consolidated

Sales
Outside customers ............................................................................................ $6,037,156 $839,261 $         — $6,876,417
Inter-segment.................................................................................................... 177,081 75,859 (252,940) —

Total.............................................................................................................. 6,214,237 915,119 (252,940) 6,876,417
Operating costs................................................................................................. 5,795,250 817,028 (220,240) 6,392,038

Operating income.............................................................................................. $0,418,987 $098,092 $ (32,700) $0,484,379

Assets................................................................................................................... $7,535,341 $809,173 $008,434 $8,352,949

Overseas sales, which represent sales to customers outside of Japan, of the Companies for the years ended December 31, 2005 and 2004 were
summarized by geographic area as follows:
Year ended December 31, 2005 Millions of yen

Asia Others Overseas sales

Overseas sales.......................................................................................................................................... ¥173,311 ¥51,032 ¥224,342
Consolidated net sales .............................................................................................................................. — — 811,899
Ratio of overseas sales to consolidated net sales ...................................................................................... 21.3% 6.3% 27.6%

Year ended December 31, 2004 Millions of yen

Asia Others Overseas sales

Overseas sales.......................................................................................................................................... ¥143,908 ¥50,362 ¥194,270
Consolidated net sales .............................................................................................................................. — — 740,706
Ratio of overseas sales to consolidated net sales ...................................................................................... 19.4% 6.8% 26.2%

Year ended December 31, 2005 Thousands of U.S. dollars

Asia Others Overseas sales

Overseas sales....................................................................................................................................... $1,467,863 $432,215 $1,900,078



18. RISK FACTORS

Operational and Other Risks
Showa Denko K.K. and its Group companies are taking steps to minimize risks to the Group’s operations. While the SDK Group started implement-
ing its three-year (2006-2008) consolidated business plan, the “Passion Project,” we consider we face the risks, as explained below, that could
adversely affect our future performance and financial conditions. The following covers important risk factors considered being present as of this
March 30, 2006. This is not inclusive.

(a) Substantial Fluctuations in the Performances of Individual Businesses
The SDK Group is manufacturing and sells a wide variety of products, such as petrochemicals, chemicals, electronics, inorganics and aluminum.
The following risks are expected in major business fields, but those are not limited to the businesses mentioned below.

Petrochemicals
The SDK Group purchases and imports a large amount of feedstock naphtha. When the naphtha price rises due to an increase in crude oil prices,
tight supply or a weaker yen, and when we cannot absorb the manufacturing cost increase in the form of higher product prices, the Group’s
performance and financial conditions can be affected. Furthermore, earnings from petrochemicals largely depend on the supply-demand balance.
Construction of large plants by competitors and resultant oversupply as well as a sharp decrease in demand due to unfavorable changes in the
Japanese or world economies can affect the Group’s performance and financial conditions.

Aluminum
The Group imports a large amount of aluminum ingots from overseas sources. When the aluminum ingot price rises due to fluctuations in LME
prices or a weaker yen, and when we cannot absorb the manufacturing cost increase in the form of higher product prices, the Group’s performance
and financial conditions can be affected. Furthermore, in some of the product lines, sales to specific customers account for a large portion.
Those customers’ performances, which are beyond our control, can substantially affect such businesses.

HDs
In the Group’s HD business, the sales volume is largely influenced by demand for electric appliances and PCs. The business requires innovations at
a rapid pace and involves fierce international competition. The Group is prepared to develop and provide products meeting the market requirements
and has established a global production/marketing setup. However, when customer requirements change more quickly than we expected, and
when the supply-demand balance changes substantially, the Group’s performance and financial conditions can be affected.

Overseas operations
The Group is producing and selling in Asia, North America and Europe. Operations overseas involve such special risks as unexpected changes 
in laws and regulations, deterioration in political/economic situations and social disorder due to war and terrorism. Such risks can become real 
and affect our overseas operations, resulting in an adverse impact on the Group’s performance and financial conditions.

(b) Unexpected Fluctuations in Financial Conditions and Cash Flows
Substantial fluctuations in exchange rates
The Group imports part of its feedstock requirements from overseas and exports part of its domestic production to foreign countries. The Group makes
its best efforts to minimize relevant exchange rate fluctuation risks, mainly through exchange contracts. However, substantial fluctuations in exchange
rates can affect the Group’s foreign-currency-based transactions and assets/liabilities, affecting the Group’s performance and financial conditions.

Exchange rate fluctuations can affect the Group’s overseas subsidiaries in the like manner. Furthermore, the exchange rate fluctuations can
affect the Group’s performance and financial conditions through conversion of overseas subsidiaries’ financial statements into Japanese yen.

Trends in financial markets
The Group has been making continuous efforts to reduce its interest-bearing debt, resulting in a substantial decline in the ratio of interest-bearing
debt to stockholders’ equity.  However, the trends in the financial markets can change the fund-raising and interest-rate situations, affecting the
Group’s performance and financial conditions.

Employees’ severance indemnities
The Group’s employees’ severance indemnities and expenses are calculated based on various basic rates and the yield of pension assets used 
in pension calculations. Fluctuations in the current price of pension assets, trends in interest rates and changes in the retirement benefit/pension 
systems can affect the Group’s performance and financial conditions.

Securities
As the Group owns securities with current prices, fluctuations in stock prices can result in valuation losses, affecting the Group’s performance
and financial conditions.
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Accounting for impairment of fixed assets
The Group adopted the accounting standard regarding impairment of fixed assets in 2004. The Group may incur additional losses from impairment
of fixed assets as a result of future changes in the current prices of land and other fixed assets or a substantial change in the business environment.

Deferred tax assets
The Group’s financial statements include deferred tax assets in relation to temporary differences (differences between the assets/liabilities on the
consolidated financial statements and the assets/liabilities in calculation of taxable income). The calculation of deferred tax assets is based on vari-
ous projections for future taxable income. Thus, when actual taxable income differs from the projections and when it becomes necessary to revise
deferred tax assets, that can affect the Group’s performance and financial conditions.

(c) Specific Regulations
The Group’s businesses are subject to various restrictions as stipulated by laws and regulations. The restrictions relate to industrial safety (such
as the Law for Prevention of Disasters at Petroleum Complexes, Etc.; the Fire Service Law; and the High Pressure Gas Safety Law) and the en-
vironment and chemical substances (such as the Basic Environment Law; the Air Pollution Control Law; and the Law concerning the Examination
and Regulation of the Manufacture, Etc., of Chemical Substances). The Group observes these laws and regulations as it conducts its respective
businesses. In the event the Group fails to observe any of the laws and regulations, the Group’s activities could be restricted. In case stricter
regulations are introduced, resulting in higher costs, the Group’s performance and financial conditions can be affected.

(d) Important Lawsuits
While the Group makes its best efforts to observe pertinent laws and regulations, the Group may be sued as it conducts its wide-ranging businesses.

(e) Others
R&D
In line with its policy of securing market orientation and establishing technical advantages, the Group is engaged in continuous R&D to improve its
core technologies in inorganic/aluminum and organic chemical technologies and achieve synergies in an effort to create individualized products and
high-value businesses. However, in case the actual results materially differ from original plans, the Group’s performance and financial conditions
could be affected.

Intellectual property
The Group is making its best efforts to protect its accumulated patent rights and know-how in recognition of their ability to make the Group’s busi-
nesses more competitive. However, in the event of failure to duly protect any of the patent rights or know-how, infringement by a third party, or 
if the Group is considered to have infringed on a third party’s patent rights, the Group’s operations can be hindered and the Group’s performance
and financial conditions could be affected.

Product quality and product liability
The Group has established its internal rules on quality assurance and quality control, as well as organizations for managing and promoting quality
assurance. Furthermore, the Group has obtained certification under ISO 9001 standards to ensure strict quality control. However, in the event of a
serious quality defect or being sued for product liability, the Group’s reputation could be damaged and the Group may be forced to pay compensa-
tion to customers. This could affect the Group’s performance and financial conditions.

Accidents and disasters
The Group is committed to securing steady and safe operations. The Group conducts regular inspections of all manufacturing facilities in an effort
to minimize any risk factors pertaining to suspension of operations or accidents due to problems with manufacturing facilities. In the event of injury
or damage to property due to an accident or a natural disaster, the Group’s reputation could be damaged and the Group may incur substantial
costs and lose business opportunities due to suspension of production. This can affect the Group’s performance and financial conditions.

Impact on environment
The Group is committed to the principles of Responsible Care, which means that we are working to ensure the health and safety of everyone and to
protect the environment from harm caused by chemical substances throughout their life cycles, namely, the development, production, distribution,
use and disposal. In the event of causing impact on the environment, the Group’s reputation can be damaged. The Group may incur substantial
costs, including compensation, lose business opportunities due to suspension of production and/or pay compensation to customers. These factors
can affect the Group’s performance and financial conditions.




