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THE MANAGING BOARD IN 2006
Carlo Bozotti (1952)

President and Chief Executive Officer, serving as the Sole Member of the Managing Board
upon his appointment at the 2005 annual general meeting of shareholders held on
March 18, 2005.

Italian nationality



THE SUPERVISORY BOARD IN 2006

Gérald Arbola (1948) =— Chalrman
First appointed 2004

Managing Director of Areva S.A.
Current term expires at the 2008 AGM
French nationality

Bruno Steve (1941) — Vice Chairman
First appointed 1989
Former Managing Director of Finmeccanica
Current term expires at the 2008 AGM

Italian nationality

Tom de Waard (1946),

First appointed 1998 .

Partner of Clifford Chance

Current term expires at the 2008 AGM
Dutch naticnality

Matteo del Fante (1966)

First appointed 2005

Chief Financial Officer of Cassa Depositi e Prestiti S.p.A. in Rome
Current term expires at the 2008 AGM

Italian nationality ‘

Douglas Dunn (1944)

First appointed 2001

Chairman of the Board of Directors of ARM Holdings plc
Current term expires at the 2009 AGM

British nationality

Francis Gavois (1935)

First appointed 1998

Former Chairman of the Board of Directors and Chief Executive Officer of Banque
Frangaise du Commerce Extérieur (BFCE)

Term expired at the 2006 AGM

French nationality 1‘

Didier Lamouche (1959)

First appointed in 2006.

Chairman and CEQ of Groupe Bull
Current term expires at the 2009 AGM
French nationality

Didier Lombard (1941)'

First appointed 2004 |

Chairman and Chief Executive Officer of France Telecom
Current term expires at the 2008 AGM

French nationality '
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Antonino Turicchi (1965)

First appointed 2005

Managing Director of Cassa Depositi e Prestiti S.p.A. in Rome
Current term expires at the 2008 AGM

Italian nationality

Robert M. White (1938)

First appointed 1996

University Professor Emeritus Carnegie Mellon University
Current term expires at the 2007 AGM
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REPORT OF THE SUPERVISORY BOARD

The supervision of the pollc1es and actions of the Managing Board is entrusted to the
Supervisory Board, whlch in the two-tier corporate structure under Dutch law, is a separate
body and fully mdependent of the Managing Board. This independence is also reflected in the
requirement that members of the Supervisory Board be neither a member of the Managing
Board nor an employee of the Company. In fulfilling their duties under Dutch law, our
Supervisory Board members serve the best interests of all the Company’s shareholders, as
well as those of our busmess The Supervisory Board supervises and advises the Managing
Board in performing 1ts management tasks and setting the direction of the Company’s affairs
and business. The members of the Supervisory Board are carefully selected on the basis of
their combined expertise, their knowledge of the Company and its affairs, and of the business
in which we operate. The Supervisory Board is empowered to recommend to the general
meeting of shareholdem persons to be appointed as members of the Supervisory Board or of
the Managing Board. Accordmg to Article 16 paragraph 1 sub (i) of the Company’s articles
of association, certain management decisions, including our pluri-annual plans and budget,

require the approval of the Supervisory Board. The Supervisory Board through its various
committees including 'the Strategic Committee, the Audit Committee, the Compensation
Committee and the Nommatmg and Corporate Governance Committee which all report to it,
further supervises the stmcture and management of systems of internal business controls and
the financial reporting process. It determines the remuneration of the sole member of the
Managing Board w1thm the remuneration policy adopted by the gencral meeting of
shareholders. The act1v1t1es of the Supervisory Board Committees are described in this report.

As in prior years, the ‘Supervisory Board discussed developments in the area of corporate
governance in 2006. Furthermore the Supervisory Board discussed the implementation of
section 404 of the US Sarbanes-Oxley Act and its requirements regarding assessment, review
and monitoring of internal controls over financial reporting.

Meetings and activities of the Supervisory Board

I

The Supervisory Board met 11 times in the course of 2006, including mectings by telephone
conference; as outlined by the table below, all of its members who were in office during the
full year participated in 7 or more of these meetings. The sole member of the Managing
Board, President and /Chief Executive Officer (“CEOQ") assisted by the Chief Operating
Officer (“COO™), our Chlef Financial Officer (“CFO”) and our Director of Strategy were also
present at the meetmgs of the Supervisory Board except when they discussed the
composition, functlomng and remuneration of the Managing Board. On several occasions
other members of the executive management team gave presentations on their area of
business to the Supervisory Board.

-----




Nominating
and Corporate

Number of meetings Full Compensation  Strategic Audit Governance Ad hoe

attended in 2006

Board Committee Committee Committee Commiitee Committee

Gérald Arbola.........

1
Matteo del Fante! ... 11
Tom de Waard................. 11
Douglas Dunn ................. 7
Francis Gavois®™™ .......... 4
Didier Lamouche@*®® 7
Didier Lombard....... 8

11
11
10

Antonino Turicchi...

Robert M. White ....

3 4 8

[ || #eugg|

[ I I B B

3 3
5 —
6 7
6 7

aaeaa] |

—
w

(1} Includes meetin

gs attended by way of conference call,

(2} Mr, Francis Gavois, who was a Supervisory Board member until the 2006 annual general meeting of shareholders on
April 27, 2006, was replaced by Mr. Didier Lamouche immediately following the annual general meeting of sharcholders.
(3) Appointed as non-voting observer to Audit Committee.

(4) Mr. Lamouche's total atiendance of seven Supervisory Board meetings includes two meetings in which he was

represented by Mr.

Arbola,

The remuneration of the Supervisory Board members is described in Notes 16 and 31 to the
Company’s 2006 Consolidated Financial Statements.

Biographies of the Supervisory Board members are available in Annex 1 of this Supervisory
Board Report as well as on the Company’s website.

In 2006, the Supervisory Board’s activities included, inter alia:

Approval of the Company’s consolidated accounts, profit and loss accounts,
balance sheet and cash-flow statement in U.S. GAAP as published quarterly
by the managernent, including review and approval of the associated press
release.

Approval of the Company’s 2005 statutory annual accounts under IFRS.

Approval of the proposal to appoint members to the Supervisory Board as
submitted to our 2006 annual general meeting of shareholders, as well as the
appointment of members for the Committees of the Supervisory Board.

Approval of the amount and final conditions for the Company’s 2016
Convertible Bond Offering and resolution upon the issuance of the number of
shares to serve the relevant conversion. Approval of the amount, terms and
conditions of the 2013 Senior Bond Offering, issued by a new finance
subsidiary and guaranteed by the Company,

Approval of the amendment to the Supervisory Board Stock-Based
Compensation Plan.

Approval of the compensation policy for Mr, Carlo Bozotti as sole member of
the Managing Board, President and CEO and Mr. Alain Dutheil as COOQ,
outside the presence of Mr. Bozotti and Mr. Dutheil and pursuant to the
Compensation Policy as approved by the general meeting of shareholders.
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Review. of the CEO and COO performance in 2006 with respect to the defined
performance criteria, outside the presence of Mr. Bozotti and Mr. Dutheil.

Approval of the terms and conditions of the Key Employee Unvested Stock
Award 'Plan for 2006 (the “Employee Plan™), pursuant to an authorization
granted‘ by the 2006 annual general meeting of shareholders; such terms and
conditions also included, upon the recommendation of the Compensation
Committee, certain changes concerning the rights of beneficiaries in the event
of termination of employment by the Company for reasons not attributable to
personal performance, as well as upon change of control.

Approval of the amount of unvested stock awards to be granted to the CEO,
subject’ to shareholder approval, and to the COO, and delegation to the
Compensation Committee of the power to (i) approve the list of other
beneﬁcmnes under the Employee Plan upon the proposal of the Managing
Board and (ii) to grant to the Managing Board the right to make exceptional
awards to key employees under the “Employee Plan”.

Approval of the conditions linked to the Company’s performance in sales,
operating income and return on net asscts, which condition the vesting of
unvested stock awards granted under the Employee Plan, to the CEO, COO
and other key employees.

Approval of the Company’s decision to terminate the Option Agreement with
S'I'Mlcroelectromcs Holding II B.V. and to set up an independent foundation,
Suchtmg Continuiteit ST, to offer protection to the Company against actions
considered hostile by the Managing Board and the Supervisory Board, such as
a creeping acquisition or an unsolicited offer on the Company’s ordinary
shares, which are unsupported by the Managing Board and the Supervisory
Board and which the board of the foundation determines would be contrary to
the mterests of the Company, its shareholders or other stakeholders, all in
accordance with the provisions of Dutch law.

Approval of entering into an option agreement with Stichting Continuiteit ST,
to repla:;ce a substantially similar option agreement dated May 31, 1999, as
amended, between the Company and STMicroelectronics Holding 11 B.V.
Review, of the Company’s long-term strategy and business prospects, and
approval of the general guidelines as well as of the Company’s 2007 Budget.

Review of the plans and progress of the Company in the area of Research and
Development (“R&D") effectiveness and Key Projects.

Review of the proposals by the Nominating and Corporate Governance
Committee regarding nominations for a new Supervisory Board member.

i .
Review!! outside the presence of management of the functioning of the
Supervisory Board and its individual members and discussion of the
conclusions including the conclusions as regards the mdependence of the
Supemsory Board members.

Ly



Furthermore, in 2006, the Supervisory Board, mandated the Audit Committee under the
responsibility of its Chairman, to fully investigate the fraud which had occurred in the
Company’s treasury department when under the responsibility of the Company’s former
treasurer who retired at the end of 2005, and which had led the Managing Board to file a
criminal complaint with the Public Prosecutor in Lugano. The Supervisory Board noted that
the fraudulent transactions did not have a material impact on the Company’s previously
published financial statements. It also endorsed the changes in the Company’s treasury
department, and enhanced internal control of treasury activities designed to prevent the
occurrence of similar actions in the future.

Finally, the Supervisory Board devoted significant time to review the strategy, the market,
business and financial risks and challenges of the Company. Such review was conducted in
part by the Strategic Committee which monitored the new developments in the
semiconductor market, evaluating both opportunitics as presented by the CEO to strengthen
the Company’s product offerings and portfolio and options for best securing the future of the
Company’s flash memory business. These led in December 2006 to the Company’s decision
to set up a new Flash Memory Group which incorporates all Flash Memory Operations,
including R&D and product related activities, front and back end manufacturing, marketing
and sales.

The Audit Committee as part of its quarterly review also considered a report by the Company
management on its key business risks.

The Supervisory Board’s committees were indeed very active in 2006.
Compensation Committee

The Compensation Committee, whose current members are Messrs. Arbola (Chairman),
Steve, Turicchi, Lombard and de Waard, met six times in 2006.

The Compensation Committee specifically reviewed and approved the Company’s Managing
Board compensation policy and the compensation package of the President and CEO for the
year 2006, and proposed to the 2006 AGM, which approved it, the compensation policy for
the President, CEO and sole member of the Managing Board.

At the beginning of 2006, the Compensation Committee reviewed the 2005 performance of
the President and CEO in light of objectives and bonus eligibility criteria, and proposed to the
Supervisory Board the adoption of the bonus for the President and CEO for his performance
in 2005. In March 2006, the Compensation Committee fixed the eligibility criteria for the
President and CEQO to receive a bonus for his performance during 2006, which are based on
the Company’s commercial, financial and market performances over the course of such fiscal
year.

Consequently, the remuneration of the sole member of the Managing Board, President and
CEO of the Company, comprises:

A base salary originally fixed at US$100,000 but paid in curos, as remuneration for the
position of sole member of the Managing Board.

A base salary originally fixed at US$600,000 but paid in Swiss francs as the remuneration
for the position of President and CEQ. Such base remuneration is completed by:
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o A bonus which’ may reach up to 150% of the total base salary of US$700,000 subject
to the realization of certain conditions fixed by the Compensation Committee, and
approved by th:e Supervisory Board relating to the Company’s financial business and
R&D performances.

o A stock award which offers to the President and CEO the right to receive up to
100,000 free shares pursuant to the 2006 Employee Stock Based Compensation Plan
for Key Emp!oyees approved by the general meeting of shareholders. The vesting of
the unvested stock awards granted under such Plan is conditional upon certain
predetermined 1p:;-,rformam:e criteria fixed by the Compensation Committee having
been met, and continued presence with us. The predetermined performance criteria
concemed Company revenues, operating income, and return on net assets.

h
The President and CEO further benefits from a pension plan that was granted in line with the
pension benefits granted to all employees of 8T in Switzerland, of which the Compensat:on
Committee has been informed, and will be a beneficiary under a supplementary pension plan
for the President and CEQ and other top executive management as approved by the
Supervisory Board in February 2006.

The sole member of the Managing Board, President and CEO, like the members of the
Supervisory Board do not benefit from any loans or guarantees granted by the Company.

The Compensation Committee also proposed to the Supervisory Board:

»  An amendment to the Superwsory Board Stock-Based Compensation Plan to clarify that
if a beneficiary ceases to be a member or professional of the Supervisory Board, other
than in case of voluntary resignation or dismissal for cause, the beneficiary is entitled to
exercise the option'rights within the duration of the Plan.

= The approval of the Unvested Stock Award Plan for Key Employees, including an
amendment to prov:de for (i) €ontinved vesting rights after termination of an employee’s
contract by the Company for reasons not attributable to such employee’s behavior,

performance or actlions and (ii} accelerated vesting in the event of change of control.

In 2006, the Compensatmn Commlttee granted to members of the Supervisory Board and
professionals options to purchase Company shares at their nominal value pursuant to the
three-year stock-based compensation plan for the Supervisory Board members and
professionals approvec% by the 2006 annual general meeting of shareholders.

Furthermore, in 2006, the Compensation Committee proposed to the Supervisory Board to
maintain the same compensation for Supervisory Board members as was fixed at the 2005
annual general meeting of shareholders.

I
For 2007, the Compensation Committee based on a benchmark of comparable companies
performed by a leading consultant, proposed to the Supervisory Board to maintain the
compensation of Supen'lsory Board members and professionals in 2007, but to fix at 15,000
the number of stock optlons authorizing the subscription of shares in the Company’s share
capital at their nommal value awarded to Supervisory Board members and to fix at 7,500 the
number of stock optlons authorizing the subscription of shares in the Company’s share capital
at their nominal value awarded to professionals of the Supervisory Board.
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The reports of the Compensation Committee on these subjects were presented from time to
time and discussed by the Supervisory Board as a whole.

Strategic Committee

The Strategic Committee, whose current members are Messrs. Arbola (Chairman), Steve,
Turicchi, Lombard and White, met four times in 2006, in the presence of the CEO, the COQ,
the Director of Strategy and the CFO. Among its main activities, the Strategic Committee
reviewed the Company’s long-term plans and prospects and various possible scenarios and
opportunities to meet the challenges of the semiconductor market, including the evaluation of
possible acquisitions, combinations or joint ventures, as well as the market and business risks
faced by the Company as presented by management.

In 2006, the Strategic Committee monitored the Company’s plans for the Flash memory
business, which lead to the announcement in December 2006 of the strategic repositioning of
such activities and the creation of a new Flash Memories Group.

The Strategic Committee also was consulted on various other matters.

The reports of the Strategic Committee were presented from time to time and discussed by
the Supervisory Board as a whole.

- Audit Committee

The current members of the Audit Committee are Messrs. de Waard (Chairman), Dunn and
White and the current non-voting observers are Messrs. del Fante and Lamouche. The Audit
Committee met 14 times during 2006 and operated in accordance with its Charter published
on the Company’'s website. At many of these meetings, the Audit Committee received
presentations on current financial and accounting issues and had the opportunity to interview
the President and CEO, the CFQ, the General Counsel and external and internal auditors. On
several occasions, the Audit Committee met with outside U.S. legal counsel, who explained
and analyzed actions required by the new NYSE’s final and amended corporate governance
rles and the Sarbanes-Oxley Act. In addition, the Audit Committee regularly discussed the
progress of implementation of internal controls over financial reporting and reviewed
management’s conclusions as to the adequacy and appropriateness of internal controls,
including the progress of the Company with Section 404 of the Sarbanes Oxley Act.

At the end of each quarter, prior to each Supervisory Board meeting to approve the results
and quarterly earnings press release which are published by the Company with reference to
US GAAP General Accounting Standards, the Audit Committee reviewed the interim
financial information and the proposed press release and had the opportunity to raise
questions to management and the independent registered public accounting firm. In addition,
the Audit Committee reviewed the quarterly “Operating and Financial Review and Prospects”
and the interim Consolidated Financial Statements (and notes thereto) before they were filed
with the SEC and voluntarily certified by the CEO and the CFO (pursuant to sections 302 and
906 of the Sarbanes-Oxley Act).

The Audit Committee also reviewed the annual Consolidated Financial Statements under
U.S. GAAP for the year ended December 31, 2006 and the associated press release published
on January 23, 2007 as well as the Company’s 2006 Annual Report on Form 20-F as filed
with the Securities and Exchange Commission (the “SEC”) on March 14, 2007,
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In its 2006 meetings, the Audit Committee reviewed periodically matters relating to
accounting policies and compliance with accounting standards. Compliance with statutory
and legal requirements and regulations, particularly in the financial domain, was also
reviewed. Important findings and identified risks were examined thoroughly in order to allow
appropriate measures to be taken. With regard to the internal audit, the Audit Committee
reviewed the intemnal audit charter, audit plan, audit scope and its coverage in relation to the
scope of the external audit, as well as the staffing, independence and organizational structure
of the internal audit function and held separate meetings with the head of Internal Audit and
the Company’s Auditors. With regard to the external audit, the Audit Committee reviewed
the proposed audit scope, approach and fees, the independence of the external auditors, their
performance, non-audit services provided by the external auditors. The Audit Committee also
considered the report of the external auditors with respect to the annual financial statements
and advised on the Supervisory Board’s statement to shareholders in the annual accounts,

The Audit Committee also performed its annual self-assessment and reviewed and updated its
Charter to reflect its duties in relation to internal and extemal auditors.

The Audit Committee reviewed the Company’s 2006 statutory annual accounts using IFRS
accounting principles which have been drawn up by management examined and audited by
PricewaterhouseCoopers Accountants N.V,, and proposed such accounts for the approval of
the Supervisory Board.

The Audit Committee noted that such accounts contain significant differences to the accounts
published by the Company using U.S. Generally Accepted Accounting Principles, as
contained in the Annual Report on Form 20-F filed by the Company with the SEC on March
14, 2007, and approved the intention of management to continue to use U.S. GAAP as its
primary reporting standard to ensure continuity and consistency in its financial reporting.

After discovery of a fraud by the Company’s former treasurer, which led the Company to file
a criminal complaint with the Prosecutor in Lugano, the Audit Committee selected, with the
approval of the Supervisory Board, an independent US law firm to conduct an independent
investigation into treasury management procedures and controls designed to ensure that the
wrong doings were limited to the Company’s former treasurer and that the necessary
procedures and controls were in place to prevent the repetition of such occurrence. Such
investigation has led to an in-depth review of the Company’s procedures and several
meetings of the independent investigators, the audit committee and the auditors outside the
presence of the management.

The reports of the Audit Committee on these subjects were presented from time to time and
discussed by the Supervisory Board as a whole.

Nominating and Corporate Governance Committee

The current members of the Nominating and Corporate Governance Committee are Messrs.
dé¢ Waard (Chairman) Arbola, Steve and Turicchi. In 2006, the Nominating and Corporate
Govemnance Committee met two times before the 2006 annual general meeting of
shareholders and five times after the 2006 annual general meeting of shareholders.

The Nominating and Corporate Governance Committee reviewed the desired profile,
competence, structure and composition of the Supervisory Board in general and in view of
the pending expiration of the term of Mr. White. The report of the Nominating and Corporate
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Govemance Committee was presented to and discussed in the Supervisory Board. The
Nominating and Corporate Governance Committee met to evaluate the profiles of candidates,
appointed a leading consultant to search for candidates corresponding to the selected profile,
and examined proposals to fill the position up for renewal at the 2007 annual general meeting
of shareholders.

In addition, on March 19, 2007, Mr. Turicchi communicated his resignation from his position
on the Supervisory Board with effect as of the next annual general shareholders meeting, due
to the increasing and significant time being required to perform his duties as Managing
Director of Cassa Depositi e Prestiti. The Nominating and Corporate Governance Committee,
therefore, considered possible candidates to fiil the additional vacancy that would arise from
Mr Turicchi’s resignation.

In this respect, the Nominating and Corporate Governance Committee advised the
Supervisory Board on recommendations for the appointment of two new members of the
Supervisory Board, to be submitted for approval at the annual general meeting of
shareholders, to replace Messrs. White and Turicchi.

The Nominating and Corporate Governance Commitiee also evaluated the validity and
enforceability of the Option Agreement relating to the Company’s preference shares, met
with Dutch lawyers and designated individuals to discuss the organization and set-up of an
independent Dutch foundation or Stichting, which has been set up to take over the rights and
obligations of STMicroelectronics Holding II B.V. pursuant to the Option Agreement
between the Company and STMicroelectronics Holding II B.V. relating to the preference
shares.

The reports of the Nominating and Corporate Governance Committee on these subjects were
presented from time to time and discussed by the Supervisory Board as a whole.

Ad Hoc Committees

In the course of 2006, the Supervisory Board set up two ad hoc committees. The first
comprised of Messrs. del Fante, Gavois and de Waard met three times to review and approve
the conditions relating to the Company’s refinancing which occurred in the first quarter of
2006 and involved the issue of new Convertible Bonds and Senior Debt.

The second comprised of Messrs. Arbola and Steve, Chairman and Vice Chairman of the
Supervisory Board met with the board members of Stichting Continuiteit ST before their
appointment,

Proposed Supervisory Board Member Appeintments

Pursuant to extensive research conducted by the Nominating and Corporate Governance
Committee, on March 19, 2007, the Nominating and Corporate Governance Comrmittee
submitted its report to the Supervisory Beard, identifying a candidate for the Supervisory
Board position up for renewal at the 2007 annual general meeting of sharcholders. In
addition, the Nominating and Corporate Governance Committee recommended a candidate to
fill the additional vacancy that would be created as a result of the resignation of Mr. Turicchi.

In view of the recommendations made by the Nominating and Corporate Governance
Committee, the Supervisory Board proposes to the general meeting of shareholders the
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appointment for a three-year term, until the 2010 annual general meeting of shareholders, of
Mr. Ray Bingham and Mr. Alessandro Ovi as new members of the Supervisory Board in
replacement of Mr. Robert White and Mr. Antonino Turicchi.

Mr. Ray Bingham was selected based on his international experience in management
functions for mtemauonal technology companies, pursuant to the criteria established by the
Supervisory Board as set out in the Company’s Corporate Governance Charter.
Mr. Alessandro Ovi, who served as Supervisory Board member of the Company for several
years until the 2005 annual general meeting of shareholders, was proposed due to his valued
expertise in the semiconductor industry and the Company.

The Supervisory Board wishes to warmly thank Mr. Robert White for his significant
contributions to the works of the Supervisory Board, and in particular its Audit Committee
since his appointment in 1996. The Supervisory Board also expresses its gratitude to
Mr. Antonino Turicchi for his valued contributions and expertise to the discussions of the
Supervisory Board and its committees.

Proposed 2007 Cash Dividend and Retained Earnings and Dividend Policy

Upon the proposal of the Managing Board, the Supervisory Board decided to recommend to
the 2007 annual general meeting of shareholders a cash dividend of $0.30 per share,
representing an increase of 150% with respect to last year cash dividend distribution.

This recommendation ?15 consistent with the Company’s dividend policy as communicated
and discussed at the 2005 annual general meeting of shareholders whereby:

a) The Company seeks to use its available cash in order to develop and enhance its
position in the;very capital-intensive semiconductor market while at the same time
managing its cash resources to reward its shareholders for their investment and trust
in the Company;

b) Based on its annual results, projected capital requirements as well as business
conditions and prospects the Managing Board proposes each year to the Supervisory
Board the allocation of its eamings involving whenever deemed possible and
desirable in line with the Company’s objectives and financial situation, the
distribution of a a cash dividend; and

c) The Supervisory Board, upon the proposal of the Managing Board, decides each year,
in accordance with this policy, which portion of the profits shall be retained in
reserves to fund future growth or for other purposes and makes a proposal to the
shareholders cqpcenﬁng the amount, if any, of the annual cash dividend.

Financial Statements 2006

The financial statements of the Company for 2006, as presented by the Managing Board have
been audited by PncewaterhouseCoopers Accountants N.V., independent auditors. Their
report has been mcluded in the Other Information section of this Annual Report. We have
approved the ﬁnancml statements for submission to the annual general meeting of
shareholders.
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Resolutions submitted to the 2007 annual general meeting of shareholders

As in the past, the Supervisory Board has prepared with the Managing Board, the resolutions
to be submitted for adoption at the Company’s annual general meeting of shareholders to be
held on April 26, 2007 in Amsterdam, the Netherlands. The text of the proposed resolutions
and shareholder information is available on the Company’s website. Except as stated below,
the resolutions are in line with the resolutions presented for shareholder adoption at prior
annual general meetings of sharcholders. The Supervisory Board Report proposes also to
refer to the commentaries contained in the “proposed resolutions and shareholder
information™ published on the Company’s website.

Upon the proposal of its Compensation Committee and based on a benchmark of the practices
of similar international companies, the Supervisory Board is proposing to increase the stock-
based portion of the remuneration offered to its members, in order to attract and retain
suitable candidates for this demanding position in a multinational environment and to modify
accordingly the three year stock-based compensation plan for members and professionals of
the Supervisory Board approved by the 2005 annual general meeting.

Upon the proposal of the Managing Board, the Supervisory Board is proposing to authorize
the Managing Board with the prior approval of the Supervisory Board to repurchase shares,
when such repurchase shall be considered as being in the best interest of the Company’s
shareholders and other stakeholders, for creating long-term value.

Pursuant to changes in Dutch Law following the implementation of the Thirteenth EU
Directives on public takeovers and other anticipated changes in Dutch legislation which will
become effective in the near future, the Supervisory Beard is proposing to update the
Company’s articles of association, as regards:

i} The power of the general meeting of shareholders to reduce the issued share capital,
and to fix the modalities of repayment for preference shares;

ii) The rules regarding the allocation of profits to the holders of preference shares if and
when issued;

iii} The power of the Managing Board and Supervisory Board to set a registration date for
determining who shall be authorized to attend the Company’s general meetings of
shareholders as well as to authorize shareholders entitled to vote and other persons
entitled to vote at general meetings of shareholders to vote by electronic means of
communication within a period prior to the gencral meeting of sharcholders;

iv) The authorized use of electronic means of communications, including electronic
voting, and webcasts of proceedings at a general meeting of shareholders, subject to
decision by the Managing Board and approval of the Supervisory Board; and

v) The rules relating to the preparation period and time of publication of the statutory
annual accounts, the annual report, the statement of the Company’s external
accountant as well as all other financial documents which must be made generaliy
available together with the statutory annual accounts pursuant to a statutory
obligation.
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Conclusion

o Finally, the Supervisory Board, in conjunction with the Managing Board, prepared the
agenda for the upcoming 2007 annual general meeting of shareholders. The Supervisory
Board also voted on March 20, 2007 to adopt this report and recommend for adoption of the
proposed resolutions. The agenda, proposed resolutions and other information regarding the
upcoming 2007 annual general meeting of shareholders are ava1lable on the Company’s
website and in print to any shareholder upon request.

@ Approved by the Supemsory Board on March 20, 2007.
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ANNEX 1
Current members of the Company’s Supervisory Board

Gérald Arbola was appointed to our Supervisory Board at the 2004 annual sharcholders’
meeting and was reelected at the 2005 annual shareholders’ meeting. Mr. Arbola was
appointed the Chairman of our Supervisory Board on March 18, 2005. Mr. Arbola previously
served as Vice Chairman of our Supervisory Board from April 23, 2004 until March 18, 2005.
Mr. Arbola is also Chairman of our Supervisory Board’s Compensation Committee and
Strategic Committee, and serves on its Nominating and Corporate Governance Committee.
Mr. Arbola is now Managing Director of Areva S.A., where he had also served as Chief
Financial Officer, and is a member of the Executive Board of Areva since his appointment on
July 3, 2001. Mr. Arbola joined the Cogema group in 1982 as Director of Planning and
Strategy for SGN, then served as Chief Financial Officer at SGN from 1985 to 1989,
becoming Executive Vice President of SGN in 1988 and Chief Financial Officer of Cogema
in 1992. He was appointed as a member of the executive committee in 1999, and also served
as Chairman of the Board of SGN in 1997 and 1998. Mr. Arbola is currently a member of the
boards of directors of Cogema, Framatome ANP, Areva T&D Holdings and Chairman of
Areva Finance Gestion S.A. and Cogerap. Mr. Arbola is a graduate of the Institut d’Etudes
Politiques de Paris and holds an advanced degree in cconomics. Mr. Arbola is the Chairman
of the Board of Directors of FT1CI and was the Chairman until his resignation on November

15, 2006 of the Supervisory Board of ST Holding, our largest shareholder. ‘

Bruno Steve has been a member of our Supervisory Board since 1989 and was appointed
Vice Chairman of our Supervisory Board on March 18, 2005, and previously served as
Chairman of our Supervisory Board from March 27, 2002 through March 18, 2005, from July
1990 through March 1993, and from June 1996 until May 1999. He also served as Vice
Chairman of the Supervisory Board from 1989 to July 1990 and from May 1999 through
March 2002. Mr. Steve serves on our Supervisory Board’s Compensation Committee as well
as on its Nominating and Corporate Governance and Strategic Cornmittees. He was with
Istituto per la Ricostruzione Industriale-IRI S.p.A. (“IRI”), a former shareholder of
Finmeccanica, Finmeccanica and other affiliates of LRI, in various senior positions for aver
17 years. Mr. Steve is currently Chairman of Statutory Aunditors of Selex 5. & A. S. S.p.A,,
Chairman of Surveillance Body of Selex S. & A. S. S.p.A and member of Statutory Auditors
of Pirelli Tyres S.p.A. Until December 1999, he served as Chairman of MEI He served as the
Chief Operating Officer of Finmeccanica from 1988 to July 1997 and Chief Executive
Officer from May 1995 to July 1997. He was Senior Vice President of Planning, Finance and
Control of LRI from 1984 to 1988. Prior to 1984, Mr. Steve served in several key executive
positions af Telecom Italia. He is also a professor at LUISS Guido Carli University in Rome.
Mr. Steve was Vice Chairman from May 1999 to March 2002, Chairman from March 2002 to
May 2003 and member until his resignation on April 21, 2004 of the Supervisory Board of
ST Holding, our largest shareholder.

Tom de Waard has been a member of our Supervisory Board since 1998. Mr. de Waard was
appointed Chairman of the Audit Committee by the Supervisory Board in 1999 and Chairman
of the Nominating and Corporate Governance Committee in 2004 and 2005, respectively. He
also serves on our Supervisory Board’s Compensation Committee. Mr. de Waard has been a
partner of Clifford Chance, a leading international law firm, since March 2000 and was the
Managing Partner of Clifford Chance Amsterdam office from May 1, 2002 until May 1, 2005.
From Januvary 1, 2005 until January 1, 2007 he was a member of the Management Committee
of Clifford Chance. Prior to joining Clifford Chance, he was a partner at Stibbe, where he
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held several positions since 1971 and gained extensive experience working with major
international companies, particularly with respect to corporate finance. He is a member of the
Amsterdam bar and was President of the Netherlands Bar Association from 1993 through
1995. He received his law degree from Leiden University in 1971, Mr. de Waard is a member
of the Supervisory Board of BE Semiconductor Industries N.V. (“BESI”) and of its audit and
nominating committees. He is also chairman of BESI’s compensation committee. Mr. de
Waard is a member of the board of the foundation “Stichting Sport en Zaken”.

Matteo del Fante was appomted to our Supervisory Board at our 2005 annual shareholders’

meeting. Mr. del Fante is also a non-voting observer on its Audit Committee. Mr. del Fante
has served as the Chlef Financial Officer of CDP in Rome since the end of 2003. Prior to
joining CDP, Mr. del Fante held several positions at JPMorgan Chase in London, England,
where he became Managmg Director in 1999. During his 13 years with JPMorgan Chase, Mr.

del Fante worked w1th la.rge European clients on strategic and financial operauons Mr, del
Fante obtained his dcgree in Economics and Finance from Universitd Bocconi in Milan in
1992, and followed graduate specialization courses at New York University’s Stern Business
School. Mr. del Fante was the Vice Chairman until his resignation on November 15, 2006 of
the Supervisory Board' of ST Ho]dmg, our largest shareholder.

Douglas Dunn has bcen a member of our Supervisory Board since 2001. He is a member of
its Audit Committee since such date. He was formerly President and Chief Executive Officer
of ASML Holding N.V. (“ASML”), an equipment supplier in the semiconductor industry, a
position from which he retired effective October 1, 2004. Mr. Dunn was appointed Chairman
of the Board of Directors of ARM Holdings plc (United Kingdom) in October 2006. In 2005,
Mr. Dunn was appointed to the board of Philips-LG LCD (Korea), TomTom N.,V.
(Netherlands) and OMI, a privately-held company (Ireland), and also serves as a nom-
executive director on 'the board of SOITEC (France). He is also a member of the audit
committees of ARM Holdings plc, SOITEC and TomTom N.V. In 2005, Mr. Dunn resigned
from his position as a non—executlve director on the board of Sendo plc (United Kingdom).
Mr. Dunn was a member of the Managing Board of Royal Philips Electronics in 1998. From
1996 to 1998 he was Chalrman and Chief Executive Officer of Philips Consumer Electronics
and from 1993 to 1996 Chairman and Chief Executive Officer of Philips Semiconductors
(now NXP Scmlconductors) From 1980 to 1993 he held various positions at Plessey
Semiconductors. '

Didier Lamouche has been a member of our Supervisory Board since 2006. Mr. Lamouche is
currently a non-voting observer on the Audit Committee of our Supervisory Board. Mr.
Lamouche is a graduate of Ecole Centrale de Lyon and holds a PhD in semi-conductor
technology He has 25 years experience in the semiconductor industry. Mr. Lamouche started
his career in 1984 in the R&D department of Philips before joining IBM Microelectronics
where he held several posmons in France and the United States. In 1995, he became Director
of Operations of Motorola s Advanced Power IC unit in Toulouse (France). Three years later,

1998, he joined IBM as General Manager of the largest European semiconductor site in
Corbeil (France) to lead its turn around and transformation into a joint venture between IBM
and Infineon: Altis Sermconductor He managed Altis Semiconductor as a CEO for four years.
From 2003 to end 2004 Mr, Lamouche joined back IBM as Vice-President for WorldWide
Semiconductor Operanons based in New York (United States). Since December 2004, Mr.

Lamouche has been the Chairman and CEO of Groupe Bull, a France-based global company
operating in the IT sector. He is also a member of the Board of Directors of CAMECA and
SOITEC.
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Didier Lombard was first appointed to our Supervisory Board at the 2004 annual
shareholders’ meeting and was reelected at our 2005 annual shareholders’ meeting, He serves
on the Compensation and Strategic Committees of our Supervisory Board. Mr. Lombard was
appointed Chairman and Chief Executive Officer of France Telecom in March 2005. Mr.,
Lombard began his career in the Research and Development division of France Telecom in
1967. From 1989 to 1990, he served as scientific and technological director at the Ministry of
Research and Technology. From 1991 to 1998, he served as General Director for industrial
strategies at the French Ministry of Economy, Finances and Industry, and from 1999 to 2003
he served as Ambassador at large for foreign investments in France and as President of the
French Agency for International Investments. From 2003 through February 2005, he served
as France Telecom’s Senior Executive Vice President in charge of technologies, strategic
partnerships and new usages and as a member of France Telecom’s Executive Committee. Mr.
Lombard also spent several years as Ambassador in charge of foreign investment in France.
Mr. Lombard is also Chairman of the Board of Directors of Orange and a member of the
Board of Directors of Thales and Thomson, one of our important customers, as well as a
member of the Supervisory Board of Radiall. Mr. Lombard was also a member until his
resignation on November 15, 2006 of the Supervisory Board of ST Holding, our largest
shareholder. Mr. Lombard is a graduate of the Ecole Polytechnique and the Ecole Nationale
Supérieure des Télécommunications.

Antonino Turicchi was appointed as a member of our Supervisory Board at our 2005 annual
shareholders’ meeting. He serves on its Compensation and Strategic Committees. Mr,
Turicchi eamed a degree cum laude in Economics and Business from the University of Rome
and, after receiving a scholarship from Istituto San Paclo di Torinoe, he attended the masters’
program in Economics at the University of Turin in 1991 and 1992. In 1993, he was awarded
a grant from the European Social Fund to attend the masters’ program in International
Finance and Foreign Trade. Mr. Turicchi has been Managing Director of CDP in Rome since
June 2002. From 1994, Mr. Turicchi held positions with the Italian Ministry of the Treasury
(now known as the Ministry of the Economy and Finance). In 1999, he was promoted to
director responsible for conducting securitization operations and managing financial
operations as part of the treasury’s debt management functions. Between 1999 and June 2002,
Mr. Turicchi was also a member of the board of Mediocredito del Friuli; from 1998 until
2000, he served on the board of Mediocredito di Roma, and from 2000 until 2003, he served
on the board of EUR S.p.A.

Robert M. White has been 2 member of our Supervisory Board since 1996. He serves on its
Strategic and Audit Committees. Mr. White is a University Professor Emeritus at Carnegie
Mellon University and serves as a member of several corporate boards, including SGI Federal.
He is a former director of Read-Rite Corporation, which filed for bankruptcy in July 2003,
Mr. White is a member of the U.S. National Academy of Engineering and the recipient of the
American Physical Society’s Pake Prize for research and technology management in 2004.
From 1990 to 1993, Mr. White served as Under Secretary of Commerce for Technology in
the United States government, Prior to 1990, Mr. White served in several key executive
positions, including Principal Scientist for Xerox Corporation and Vice President and Chief
Technology Officer for Control Data Corporation. He received a doctoral degree in Physics
from Stanford University and graduated with a degree in physics from Massachusetts
Institute of Technology.
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REPORT OF THE MANAGING BOARD

Dear Shareholder,

In 2006, pursuing the il initiatives launched last year, we have made sigm'ﬁcant headway in
delivering on our most important business and strategic imperatives in our effort to
strengthen and reshape ST into a stronger and more competitive industry leader.
I
+  Our product porrfrjlio has conl:'mued to strengthen, and in 2006, with a sales growth of
11% year over year, we grew our market share, both with respect to the overall market
which in 2006 grew by approximately 9%, and with respect to the market served by our
preducts which grew by approximately 8% over 2005 levels.

Our capital lntens1ty has decreased with our capex to sales ratio down to 15.6% in 2006
from over 20% Juslt a few years ago. Furthermore last October we initiated a new target
of 12% capex to sales ratio which we are seeking to achieve through a combination of a
less capital intensive product portfolio, increased usage of foundries for non proprietary
technologies a"nd optimization of our manufacturing facilities.

+ Our NOR and NAND Flash Business has as from January 1, 2007 been organized into a
stand alone segrneﬂt, following initiatives launched in 2006, and we are moving ahead on
creating a separate legal entity in connection with our strategic repositioning of this

business. |

Our net operating cash flow generated in 2006 reached $666 million as described in the
Liquidity and Fina::'ieial Positio'n section of our Annual Report.

Our initiatives and resultmg achievements have enabled us to realize our primary ob_)ectlves
for 2006: gaining market share while simultaneously improving financial performance in
terms of return on assets and cash flow.

Financial Performance in 2006

US GAAP and Dutch Statutory annual report

Our results and performance for the purpose of this statutory report under Dutch law are
presented using IFRS' ﬂgures as required pursuant to European Commission regulation

1606/2002. Our results using [FRS differ significantly from our results as reported using US -

GAAP, in particular as concems capitalization and amortization of development expenses
required under [FRS and the accounting for compound financial instruments.

We would like to recall that our quarterly, semi-annual and annual financial results as
presented to our mvestors and the general public, are Consolidated Financial Statements
prepared under U.S. GAAP which is the accounting standard we have used since our
creation in 1987. We believe that the reference to U.S. GAAP in our financial reporting is
particularly lmportant| in our industry and in the mind of our investors to ensure the
comparability of our p:erformance and results to those of our competitors, and to ensure the
continuity in the reporting of our financial performance. Copies of our U.S. GAAP annual
report, based on Form [20-F, quarterly releases and other information, can be obtained from
our offices and are alsof available on ST’s website at www.st.com.
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Full Year 2006 Results Highlights

We are approaching the $10 billion revenue milestone. Our net revenues for the year ended
December 31, 2006 were $9.85 billion, representing an increase of about 11% compared to
the $8.88 billion recorded in 2005. Year-over-year sales growth was driven by double-digit
increases in wireless and industrial, with mid-single digit contributions from our automotive,
computer and consurner segments.

Both gross and operating profit increased sharply. Gross profit increased 16% to $3.48 billion
in 2006 compared to $3.00 billion in 2005. Operating profit more than doubled to $988
million, or 10.0% of net revenues, up from to $394 million in 2005 or 4.4% of net revenues in
2005.

R&D costs for 2006 were $ 1,388 million, or 14.1% of net revenues, compared to $1.411, or
15.9% of net revenues in 2005. R&D expenses are net of the development capitalization,
which started in 2005. Selling, general and administrative (“SG&A™) expenses were $1,083
million or 11.0% of net revenues in 2006, compared to $1,069 million or 12.0% of net
revenues in 2005. 2005 SG&A included $18 million in one-time compensation and pension
charges, $47 million in charges related to the accelerated vesting of stock options and $5
million in other stock-based compensation costs. 2006 SG&A included $22 million in stock
based compensation cost. The Company posted $68 million of impairment, restructuring
charges, and other related closure costs in 2006, compared to $98 million in 2005.

Net profit attributable to the shareholders of the Company for 2006 increased significantly to
$964 million, or $1.07 per diluted share. In the prior year, net profit attributable to the
shareholders of the Company was $347 million, or $0.39 per diluted share.

For ST, the 2006 cffective average exchange rate of the euro versus the U.S. dollar which
reflects current exchange rate levels and the impact of certain hedging contracts was for the
full year 2006 approximately $1.24 to €1, compared to approximately $1.28 to €1 in 2005.
The effective exchange rate is calculated based upon average exchange rates during the year
in combination with the impact of hedging contracts.

Net cash from operating activities increased by $703 million to $2.69 billion for 2006,
compared to $1.98 billion in 2005. Capital expenditures, net of sales proceeds were $1,533
million in 2006 compared to $1,441 million in 2005. Net operating cash flow for 2006 was a
record $666 million, compared to $270 million in 2005.

At December 31, 2006, our cash and cash equivalents, marketable securities, short term
deposits and restricted cash equaled $2.9 billion, Total Financial Debt was $1.9. billion. Our
net financial position improved by approximately $767 million in 2006 to $1,015 million, as
described in the Liquidity and Financial Position section of our Annual Report. Shareholders
equity stood at $10.1 billion at December 31, 2006.

Turning to 2007 we want to share our key business objectives by making certain forward

looking statements which, we would remind you, are subject to certain risks and
uncertainties, as highlighted in the Internal Control Section.
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In 2007, we expect notwrthstandmg the tougher environment as the semiconductor market
works through mventory in selected applications in the first half of 2007, to make further
important progress 1n our ongoing key initiatives for sales expansion, new product
introduction and asset leverage, which, we believe, will strengthen the Company’s market
opportunities and financial position.

We are also eurrently:'r budgetingl about $1.2 billion for ST's capital spending which is
expected to further redpce the Company’s capex to sales ratio from the 2006 level.,

Corporate Governanée and Internal Controls

We confirm to our shareholders and other stakeholders, that management at ST is committed
to the highest sta.ndards on corporate governance and internal controls issues. We are
continuing to review our processes, and we are planning in 2007 to launch a program of
internal awareness on Lhese issues. Our corporate strategy, and associated market, business,
operational and fmancral risks is penodjcally discussed with our Supervisory Board and its
Committees, in partlcular the strategic committee and the audit committee, We consider
these issues all the more relevant, that as a company subject to the laws of various
jurisdictions which may in certain cases have conflicting requu-ements in terms of best
practices, we need to ensure that our position on these important items is well communicated
and understood. The sections on Corporate Governance and Internal Controls in our Annual
Report describe our actrvmes in these areas.

2006 Key Events

New Products Pipeline

Our key focus during 2006 was on developmg new leading edge product which drive stronger
gross margins, better operatmg margins and improved net results. As a leader in Wireless,
Industrial and Automotive markets in addition to a number of other areas, we are currently
introducing a wave of hew products designed to reinforce our areas of product leadership and
importantly, strengthen our financial performance.

From new digital consumer set top box product offerings to wireless connectivity solutions
and system-on-a chip oﬁ'ermgs in the data storage field, we have launched a focused R&D
initiative, and in 2006lwe pursued the redeployment of 1,000 R&D engineers to such areas,
including; , :

e In Wireless and consumer platforms, where multimedia convergence solutions are the
driving force of silicon growth, and our customer relationships, product know-how
and long standing presence play a key factor.

]

e In computer peripherals, and more specifically for us, data storage and printers, where

new applications are driving growing volumes, and
I

 In Power applications, for the Automotive, Industrial, power supply and motor control
fields where our technologies offer a perfect match to market needs and where our
positioning and continued momentum in this segment are tied to our historical
leadership in the analog market
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In 2006, we have designed a number of new products for the cellular communications market
starting with our 3G digital baseband offerings, which we will begin shipping to a market
leading customer during 2007 and pursuing with Nomadik, where we are currently shipping
to one wireless customer, with 2 more ramping during 2007. Finally, in the area of
connectivity, which for us is Bluetooth and wireless LAN offerings, we are building on our
successes in 2006, and are targeting to double sales in these products in 2007.

Moving to digital consumer, our effort to focus on 90 nanometer product development
continues to pay off, with continuing positive results in the set top box market. Here we have
been first in the industry with a single chip at this technology, and we are rolling out the 65
nanometer solution ahead of the competition as well. We have our Digital TV offering with
design wins throughout Asia, and have the low cost version coming out in 2007.

Technology Development and Manufacturing

To support our new products we continue to invest in the development of advanced
manufacturing technology.

We also have a diversified leading edge manufacturing infrastructure comprising front end
and back end facilities, capable of producing silicon wafers using our broad process
technology portfolio, including our CMOS and BICMOS technologies as well as our
memories and discrete technologies.

In 2006, we substantially completed our 6 inch restructuring and are now enjoying the lower
costs from our 6 inch mega facility in Ang Mo Kio 6, and have also completed the
redeployment to Asia of our electric wafer sort (EWS) resources while in the back-end we
have established programs to compensate for the drastic and dramatic increase in the costs of
raw materials.

Marketing

In 2006, we launched a major initiative in China by establishing a new Greater China Region
focusing more and more on domestic customers, while also supporting our traditional
customers that have moved portions of their operations to China for lower cost
manufacturing.

We also launched an initiative in Japan, where we grew by more than 30% during 2006,
while the market grew by only 5%. Importantly, this result is attributable in part to a change
of our market coverage strategy, which now involves working more and more directly, rather
than through distributors, with our major customers.

We have also launched two major initiatives directed towards our customers. The first
concerns a marketing plan to address all the mid size and small customers that are beyond our
traditional top 50 customers, and the second is to target new key accounts, particularly in the
US and Agsia.
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Quality .

We continue to focus i;on our product quality performance, and over the course of 2006 we
have started to see important recognitions from our customers, in particular our automotive
and communication Customers, underscoring the ongoing improvement in our product

quality. |!

We reinforced our commitment to continuous quality improvement ensuring that it is
comprehensive and Well structured. We are focused on establishing a complete loop,
commencing with robust product design - which is the origin of good quality, on robust
processes, - on robust quahty management and on robust and mutually beneficial partnership
with our customers to address resolve and further enhance quality. We have also launched an
ongoing company w1de initiative “Quality Excellence in Mind” and during 2006 held training
activities with 4,000 employees

Corporate Responsibpiw

For more than fifteen years, the principles of Corporate Responsibility have been embedded
in our values, and we have always been conscious of our responsibility toward all our
stakeholders. This we deﬁne as Sustainable Excellence, and we have a number of important
initiatives ongoing, two of which are worth a specific mention.

The first one is the continuation of our energy consumption reduction program, where we
have set for ourselves the target of reducing the energy we use for each unit of production by
5% per year. In 2006 the actual reduction was as high as 6%, bringing the compound average
annual reduction of our energy intensity since 1994 to 5.3% per year.

In 2006 we also launched our new initiative on Health, with the aim of protecting the health
of our people - both inside and outside their workplace - through penodlc medical
examinations and spec:ﬁc health momtonng

Employees

As of December 31, 2006 we had appfoximately 51,770 employees worldwide including
10,300 employees employed in R&D activities worldwide, 2,850 employed in marketing and
sales and 33,420 employed in manufacturing.

Conclusion

2007 will mark a very special year for ST: it is our 20™ anniversary, a period during which
we grew our sales by more than ten times, improved our ranking in the semiconduétor
industry from position number 15 to position number 5 in 2006, and established a financially
solid industry player. '

On the operating front, we aim to continue to build on our strength in 2007, seeking to
outperform the market and to gain market share, through sales and marketing initiatives
supported by the streng‘th of our of new products roll-outs.

At the same time, we will also drove important strategic initiatives during 2007.
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The 1% important strategic initiative is about NOR and NAND Flash Memories. In this
memory business, particularly when manufacturing is moving to 12 inch wafers, volumes
really matter and that of reaching adequate dimensions of scale is an absolutely crucial
prerequisite to be able and compete successfully on the global marketplace. For this reason
we have initiated a process of industrial consolidation and financial deconsolidation of our
Flash memory business. We have decided to separate the Flash business with the objective of
achieving, together with a partner, that indispensable dimension of scale and of significantly
improving competitiveness. In preparation for this move, we have established a new
organization, the Flash Memory Group, and we are creating a separate legal entity which will
include not only all product related activities, but also technology development, front-end and
back-end manufacturing and sales and marketing activities worldwide.

The 2™ important strategic initiative concerns our capital investment program, where we
have set 2 new target: 12% of our sales, driven by the need to reduce (i) capital intensity
because of the reduced structural growth of the semiconductor market (ii) our dependence on
the market cycles which leads to non-optimal loading and increased manufacturing costs at
our fabs, and (iii} the burden of depreciation, still very high for us, on the financial
performance of our company.

The 3™ important area concerns our R&D cooperation in Crolles2 where we have been
working with two partners, NXP Semiconductors and Freescale Semiconductor for the last 5
years and where our cooperation agreement will expire at the end of 2007.

Beyond that date, ST will remain strongly committed to Crolles for future technology
development, particularly in derivative technologies which are absolutely instrumental to the
further development of our new product portfolio and to the success of our company. The
main focus will be in the areas of convergence CMOS, with onboard radio frequency
capabilities and analogue features, as well as in the field of CMOS image sensor technology.
Furthermore, as we proceed in the transition from 90 nm to 60 nm, we will focus also on
embedded Flash technology. With respect to core CMOS process development below 45
nanometers, we have chosen to participate in a consortium which will allow us to stay at the
forefront of technological development. We are considering potential partnership options, and
a decision will be made in the first half of 2007.

In summary, as STMicroelectronics enters its 20™ year of activity, we are convinced that the
Company is solidly tracking to plan for strengthening its performance and that the
foundations on which we are building our next future are quite solid. Thanks to our improved
R&D focus, we have one of the strongest pipeline of new products in our history. This
enhanced product offering complements our marketing initiatives already in progress,
opening up, by this combination, new and exciting opportunities. This, enhanced by our
relentless cost reduction programs and further focus on asset management, will certainly
bring the Company to new value creation for its shareholders.

Carlo Bozotti
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i
CORPORATE GOVERNANCE

i
Since our creation in 1987, we have demonstrated a consistent commitment to the principles
of good corparate governance, evidenced by:

° Our corporate organization under Dutch law that entrusts our management to a
Managing Board acting under the supervision and control of a Supervisory Board
totally mdependent from the Managing Board. Members of our Managing Board
and of our Superwsory Board are appointed and dismissed by our shareholders;

. Our early adoption of policies on important issues such as business ethics and
conflicts of mterest and our strict policies, implemented since our 1994 initial public
offering, to comply with applicable regulatory requirements conceming financial
reporting, insider trading and public disclosures;

. Our comphance with United States, French and Italian securities laws, because our
shares are listed in these jurisdictions, and with Dutch securities laws, because we
are a company incorporated under the laws of the Netherlands, as well as our
compliance w1th the corporate, social and financial laws applicable to our
subsidiaries i in’ the countnes in which we do business; and

. Our broad-based activities in the field of corporate social responsibility,
encompassing!environmental, social, health, safety, educational and other related
issues. :;

As a Dutch company, STMicroelectronics N.V. (the “Company” or “ST™), became subject to
the Dutch Corporate Governance Code effective January 1, 2004. As we are listed on the
NYSE, Euronext Paris, the Borsa Italiana in Milan, and also in Luxembourg but not in the
Netherlands, our corporate governance principles and guidelines seek to achieve compliance
with the relevant practices in a variety of jurisdictions, always keeping in mind the best
interests of the shareholders employees and other stockholders. As a result the corporate
governance practices d1ffer in certain cases from the “best practices” recommended by the
Dutch Corporate Govemance Code. However, by explaining the corporate governance
practices in the Corporate Governance Charter, the Company has endeavored to comply with
the Dutch Corporate Governance Code. We have summarized our policies and practices in
the field of corporate govemance in the ST Corporate Governance Charter, including our
corporate organization, the remuneration principles which apply to our Managing and
Supervisory Boards, our information policy and our corporate policies relating to business
cthics and conflicts of interest, Qur Charter was discussed with and approved by our
sharcholders at our 2004 AGM. The ST Corporate Governance Charter is periodically
reviewed with our Supemsory Board and updated and expanded whenever necessary or
advisable. We are cormmtted to inform our shareholders of any significant changes in our
corporate governance pol:cxes and practlces at our AGM. Along with our Supervisory Board
Charter (which includes the charters of our Supervisory Board Committees) which was last
updated by our Supervisory Board in December 2006 and our Code of Business Conduct and
Ethics, the current version of our ST Corporate Governance Charter is posted on our website,
at http:/www.st.com/stonline/company/governance/index.htm, and these documents are
available in print to any shareholder who may request them.,
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ST’s corporate govemance provisions, as highlighted by the ST Corporate Governance and
Supervisory Board Charters posted on the website under “Corporate Governance” can differ
from the best practice provisions in the Dutch Corporate Governance Code. The areas
concern primarily remuneration, where like many of the Company’s peer companies in the
high-tech industry and due to the fiscal legislation in the various main countries in which the
Company operates, there is neither a requirement for a minimum three-year vesting period for
share-based compensation (best practice provisions I1.2.1 and I1.2.2 of the Dutch Corporate
Governance Code), nor a three-year minimum (five years for Managing Board members)
holding requirement (best practice provision I1.2.3 of the Dutch Corporate’ Governance
Code). Furthermore, ST believes that Supervisory Board members’ compensation should
include stock-based compensation in order to ensure that they best identify with the interests
of all shareholders in line with international practices (best practice provision IIL7.1 of the
Dutch Corporate Governance Code} and to attract new members with an international
background.

ST’s Supervisory Board and Corporate Governance

ST has adopted a profile for its Supervisory Board members, the composition of the
Supervisory Board committees, as well as a definition of independence regarding the status of
Supervisory Board members which is described in the Supervisory Board Charter. Since the
Company’s creation in 1987, STMicroelectronics Holding N.V. (“ST Holding™), through its
wholly-owned subsidiary STMicroelectronics Holding I B.V. (“ST Holding II""), has always
been one of the major shareholders, and some of the members of the Supervisory Board have
or have had long-standing relationships with both the shareholders and with the Company.
Such relationships are described in their biographies, which are posted on our website. One
of the Company’s Supervisory Board members has been in office since 1987, which is more
than twelve years (best practice provision [I1.3.5). Additionally, the Chairman of the
Supervisory Board is also the President of the Company’s Supervisory Board’s
Compensation Committee. This is due to the systemn of alternating the position of President
of the Supervisory Board (best practice provision IIL.5.11 of the Dutch Corporate Governance
Code).

The Supervisory Board is carefully selected based upon the combined experience and
expertise of its members. Certain of our Supervisory Board members, as disclosed in their
biographies attached to the Supervisory Board report, have existing relationships or past
relationships with Areva, Cassa Depositi ¢ Prestiti (“CDP”) and/or Finmeccanica, who are
currently parties to the ST Holding Shareholders’ Agreement as described below. Such
relationships may give rise to potential conflicts of interest. However, in fulfilling their duties
under Dutch law, Supervisory Board members serve the best interests of all of ST’s
stakeholders and of ST’s business and must act independently in their supervision of ST’s
management.

Our Supervisory Board held several meetings in 2003 to discuss the new Dutch Corporate
Govemnance Code, the implementing rules and corporate governance standards of the SEC
and of the NYSE. In 2003 it created an Ad Hoc Committee which considered our
independence criteria, Corporate Governance Charter and Supervisory Board Charter. Based
on the work of the Ad Hoc Committee, our Supervisory Board also considered, with respect
to corporate governance standards, our unique history as a European company incorporated
in the Netherlands following the combination of the Italian and French semiconductor
businesses, as well as our shareholding structure, with over 72% of our shares held by the
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public and approximately 27.5% indirectly held by French and Ttalian state-controiled
companies.

Based on all these factors, in 2005, the Supervisory Board established the following
independence criteria for its members: Supervisory Board members must have no material
relationship with STMicroelectronics N.V., or any of our consolidated subsidiaries, or our
management. A “material relationship” can include commercial, industrial, banking,
consulting, legal, accounting, charitable and familial relationships, among others, but does
not include a relationship with direct or indirect shareholders.

The Supervisory Board also adopted specific bars to independence. On that basis, the
Supervisory Board in March 2005 concluded, in its business judgment that all members
qualified as independent based on the criteria set forth above. The same conclusion has been
confirmed in March 2007.

The above mentioned independence criteria differ to a certain extent from best practice
provision II1.2,2 of the Dutch Corporate Governance Code.

On November 27, 2006, our Supervisory Board approved entering into an option agreement
with an independent foundation, Stichting Continuiteit ST (the “Stichting”), to terminate a
substantially similar option agreement dated May 31, 1999, as amended, between our
Company and ST Holding 0. Our Managing Board and our Supervisory Board, along with
the board of the Stichting, have declared that they are joinily of the opinion that the Stichting
is independent of our Company. Qur Supervisory Board approved the new option agreement
to reflect changes in Dutch legal requirements, not in response to any hostile takeover
attempt. On February 7, 2007, the 31 May 1999 option agreement, as amended, was
terminated. On January 22, 2007 the new option agreement with the Stichting was concluded.
The new option agreement provides for the issuance of up to a maximum 540,000,000
preference shares, the same number as the agreement it is replacing, Any such shares would
be issued to the Stichting upon its request and in its sole discretion and upon payment of at
least 25% of the par value of the preference shares to be issued. The shares would be issnable
in the event of actions ¢onsidered hostile by our Managing Board and our Supervisory Board,
such as a creeping acquisition or an offer on our ordinary shares, which are unsupported by
our Managing Board and our Supervisory Board and which the board of the Stichting
determines would be contrary to the interests of the Company, the Company’s shareholders
or other stakeholders. The preference shares may remain outstanding for no longer than two
years. No preference shares have been issued to date. The effect of the preference shares may
be to create a level-playing field in the event actions which are considered to be hostile by
our Managing Board and our Supervisory Board, as described above, occur and which the
board of the Stichting determines to be contrary to the interests of the Company, the
Company’s shareholders or other stakeholders.

Commitment to Corporate Governance

We have demonstrated a consistent commitment to the principles of good corporate
governance evidenced by our early adoption of policies on important issues such as conflicts
of interest. Pursuant to our Supervisory Board Charter, the Supervisory Board is responsible
for handling and deciding on potential reported conflicts of interest between the Company on
the one hand and members of the Supervisory Board and Managing Board on the other hand.

For example, in 2005 our Managing Board requested that our Supervisory Board decide upon
the renewal of a contract for the provision of various telecom-related services with Equant, a
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subsidiary of France Telecom. One of our Supervisory Board members is Chairman and CEO
of France Telecom. The Supervisory Board noted the Managing Board’s assessment of the
positive commercial benefits of such contract and noted that the contract was concluded at
normal and competitive conditions and was based on a long-standing proven business
relationship between Equant and us. Additionally in 2005, our Managing Board requested
that our Supervisory Board decide upon a development and license agreement to be
concluded with Quadrics Limited, a company owned by Alenia Aeronautica that is in turn
owned by Finmeccanica, one of our principal sharehoiders. The Supervisory Board noted that
the contract was concluded in the ordinary course of business at normal conditions and that it
was considered mutually beneficial for Quadrics Limited and us. Additionally, one of our
Supervisory Board members is a member of the Board of Directors of Thomson, which is one
of our strategic customers. One of our Supervisory Board members is non executive
Chairman of the Board of Directors of ARM Holdings PLC, with whom we have key
technology license agreements, and SOITEC one of our customers, and one is a member of
the Supervisory Board of BE Semiconductor Industries N.V. (“BESI™), one of our suppliers
We believe that the transactions with Thomson, ARM, SOITEC and BESI are made on an
arm’s length basis in line with market practices and conditions with neither Thomson, ARM,
SOITEC, BESI nor us benefiting from terms any more favorable than those which could be
obtained in a bonag fide transaction with a third party (best practice provisions I11.6.4, 11.3.2.,
I1.3.3. and I1.3.4. have consequently been complied with).

We prepared and published, in 2004, the Corporate Governance Charter, which explains in
detail the corporate organization, the remuneration principles that apply to the Managing and
Supervisory Boards, the information policy and highlights the corporate policies relating to
business ethics and conflicts of interest. The Corporate Governance Charter, which was
approved by the shareholders at the 2004 AGM, and has since been updated, as well as the
current policies relating to business ethics and conflict of interest, are available on the
Company’s website as well as in print to any shareholder who may request a copy.

The Company has applied all best practices provisions and for completeness sake and in
accordance with the Dutch Corporate Governance Code, has explained all deviations from
the Code in this report. The Company’s Corporate Governance Charter and the
aforementioned deviations from the Dutch Corporate Governance Code were approved by the
2004 AGM.
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INTERNAL CONTROL

As Sole Member of our Managing Board, Mr. Carlo Bozotti is responsible for the design,
implementation and operation of the Company’s internal risk management and control
systems. Our dlsclosure controls and procedures are also established and maintained under
the responsibility of the Company’s Executive Vice President and Chief Financial Officer
who reports to Mr. Boiotti.

The objective of the Company s internal controls and procedures is to ensure that material
information relating to the Company and its consolidated subsidiaries is made known to the
Chief Executive Officer and the Chief Financial Officer during each reporting period.

The effectiveness of the Company’s internal controls and procedures is evaluated
periodically, and changes to such internal controls and procedures, as well as any significant
deficiencies and materlal weaknesses in the design or operation of intemal control over
financial reporting whlch are reasonably likely to affect the Company’s ability to record,
process or summarize and report financial information are disclosed to our auditors and to the
Audit Committee of our Supervisory Board. Likewise any fraud, whether or not material,
that involves management or other employees who have a significant role in the Company’s
internal control over financial reporting are disclosed to our auditors, and to the Audit
Comumittee of our Supervisory Board.

In the various areas of business risk management we have established corporate policies and
procedures which set'forth principles, business rules of behavior and conduct which are
considered to be consistent with proper business management, in line with our mission and
strategic objectives, :

We have also adopted' Corporate Standard Operating Procedures to describe the operational
flow of actions (outlining respons1blht1es for each step) to perform a task or activity, or to
implement a policy within a given functional field. We have over one hundred standard
operating procedures whlch cover a wide range of activities such as approvals, authorizations,
verifications, reconcﬂlatlons review of operating performance, security of assets and
segregation of duties, which are deployed throughout our organization, and which may be
completed as and when required by local operating procedures.

We also have an internal audit organization, which performs general scope internal audits
covering various areas, such as information technology, logistics and inventory management,
human resources and payroll, internal control systems, security, purchasing, treasury, etc.
The audit plans for our internal audit organization are reviewed at least once a year by the
Audit Committee of our Supervisory Board.

Summary

In summary, our internal risk management and control system cannot provide absolute
assurance, but aims at a reasonable level of assurance, that realization of strategic and
operational objectives is monitored, the financial reporting is reliable and where relevant
applicable laws and regulations are complied with.
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Our management has assessed the effectiveness of its internal control over financial reporting
as of December 31, 2006 based on the framework established in Internal Control - Integrated
Framework issued by the Committee of Sponsoring Organizations of the Treadway
Commission (“COSQ”). Based on this assessment, and in accordance with the requirements
of best practice provision II.1.4 of the Dutch Corporate Governance Code and the
recommendation of the Corporate Governance Monitoring Committee on the application
thereof, our Managing Board, to the best of its knowledge, believes that with regard to
financial reporting risks, our internal risk management and controls systems provide a
reasonable level of assurance that they do not contain material inaccuracies, have operated
effectively in the year 2006 and that there are no indications that they will not operate
properly in the current year. Because of its inherent limitations, internal control over financial
reporting may not prevent or detect all misstatements, fraud and non-compliance with laws
and regulations. Therefore, even those systems determined to be effective can only provide
reasonable assurance with respect to the financial statement preparation and presentation.

In addition to the aforementioned statement, cur Managing Board has issued a statement
regarding the adequacy and effectiveness of the Company’s internal controls over financial
reporting in the Company’s Annual Report on Form 20-F regarding the 2006 financial year,
as filed with the Securities and Exchange Commission (the “SEC”) on March 14, 2007, in
accordance with and as required by the Sarbanes-Oxley Act, Section 404.

Our internal risk management and control systems were discussed on several occasions with
the Audit Committee and the Supervisory Board during 2006. '

Main Risk Factors

The business performance and results of ST and the ability of management to predict the
future are also affected by several risks factors such as those described below:

. future developments of the world semiconductor market, in particular the future
demand for semiconductor products in the key application markets and from key
customers served by our products;

. pricing pressures, losses or curtailments of purchases from key customers all of
which are highly variable and difficult to predict;

. the financial impact of obsolete or excess inventories if actual demand differs from
our anticipations;

. changes in the exchange rates between the U.S. dollar and the euro and between the
1J.S. dollar and the currencies of the other major countries in which we have our
operating infrastructure;

. our ability to manage in an intensely competitive and cyclical industry where a high

percentage of our costs are fixed and difficult to reduce in the short term, including
our ability to adequately utilize and operate our manufacturing facilities at sufficient
levels to cover fixed operating costs;

. our ability to perform the announced strategic repositioning of our Flash memories

business in line with the requirements of our customers and without adverse effect
on existing alliances or other agreements relating to this business;
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. our ability in an mtensely competitive environment to secure customer acceptance
and to achleve our pricing expectations for high volume supplies of new products in
whose development we have or are currently investing;

. the antm:pated benefits of research and development alliances and cooperative
activities, as wel] as the uncertainties conceming the modalities, conditions and
financial unpact beyond 2007 of the R&D and manufacturing activities in Crolles 2
following the termmanou ‘of our current agreement with NXP Semiconductors, and
Freescale Sem;conductor-

I

. the ability of our suppliers to meet our demands for supplies and materials and to

offer competitive pricing;

. significant variations in our gross margin compared to expectations based on
changes in revenue levels, product mix and pricing, capacity utilization, variations in
inventory valu"ation excess or obsolete inventory, manufacturing yields, changes in
unit costs, unpalrments of long-lived assets, including manufacturing, assembly/test
and mtangxble\assets and the timing and execution of the manufacturing ramp and
associated costs, including start-up costs;

. changes in the economic, social or political environment, including military conflict
andfor terronst activities, as well as natural events such as severe weather, health
risks, epidemics or earthquakes in the countries in which we, our key customers and
our suppliers operate;

. changes in our overall tax position as a result of changes in tax laws or the outcome
of tax audits, :fmd our ability to accurately estimate tax credits, benefits, deductions
and provisions'and to realize deferred tax assets;

. our ability to' obtain required licenses on third-party intellectnal property on
reasonable terms and conditions, the impact of potential claims by third parties
involving intellectual propeny rights relating to our business, and the outcome of
litigation; and

. the results of g’;ctions by our competitors, including new product offerings and our
ability to react thereto.

Our Annual Report on Form 20-F as filed with the SEC on March 14, 2007, which is
available on our website, contains a more detailed list of risk factors which may affect our
business and operations, and future performance.
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EXECUTIVE SUMMARY

We are a multinational group of companies that designs, develops, manufactures and markets
a broad range of products used in a wide variety of microelectronic applications, including
telecommunications systems, computer systems, consumer goods, automotive products and
industrial automation and control systems. We are organized in a matrix structure with
geographical regions interacting with product divisions, both being supported by central
functions, bringing all levels of management closer to the customer and facilitating
communication among research and development, production, marketing and sales
organizations.

While STMicroelectronics N.V. is the parent company, we also conduct our operations
through our subsidiaries. With the exception of our subsidiaries in Shenzhen, China, in which
we own 60% of the shares and voting rights; Hynix, ST (China), a joint venture company, in
which we own a 33% equity participation; Shanghai Blue Media Co. Ltd (China), in which
we own 65%; and Incard do Brazil, in which we own 50% of the shares and voting rights,
STMicroelectronics N.V. owns directly or indirectly 100% of all of our significant operating
subsidiaries’ shares and voting rights, which have their own organization and management
bodies, and are operated independently in compliance with the laws of their country of
incorporation. We provide certain administrative, human resources, legal, treasury, strategy,
manufacturing, marketing and other overhead services to our consolidated subsidiaries
pursuant to service agreements for which we receive compensation.

We are a global independent semiconductor company that designs, develops, manufactures
and markets a broad range of semiconductor products used in a wide variety of
microelectronic  applications, including automotive products, computer peripherals,
telecommunications systems, consumer products, industrial automation and control systems.
According to provisional industry data published by iSuppli, we have been ranked the
world’s fifth largest semiconductor company based on forecasted 2006 total market sales and
we held leading positions in sales of Analog Products, Application Specific Integrated
Circuits (or “ASICs™) and Application Specific Standard Products (or “ASSPs”). Based on
provisional 2006 results published by iSuppli, we believe we were number one in industrial
products, number two in analog products and number three in wireless, automotive
electronics and NOR Flash, Based on industry results, we also believe we ranked as a leading
supplier of semiconductors in 2006 for set-top boxes, Smart cards and power management
devices. Furthermore, based on our relationship with Hewlett-Packard, which has a leading
position in the printhead market, we believe that we are a leading supplier of integrated
circuits for printheads.

The semiconductor industry has historically been a cyclical one and we have responded
through emphasizing balance in our product portfolio, in the applications we serve, and in the
regional markets we address. Consequently, from 1994 through 2006, our revenues grew at 4
compounded annual growth rate of 11.6% compared to 7.7% for the industry as a whole.

. We offer a broad and diversified product portfolio and develop products for a wide range of
market applications to reduce our dependence on any single product, application or end
market. Within our diversified portfolio, we have focused on developing products that
leverage our technological strengths in creating customized, system-level solutions with high-
growth digital and mixed-signal content. Qur product families include differentiated
application-specific products (which we define as being our dedicated analog, mixed signal
and digital ASIC and ASSP offerings and semicustom devices), power microcontrollers and
discrete products and nonvolatile memory and Smart cards. Application Specific Products,
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which are generally less vulnerable to market cycles than standard commodity products,
accounted for approxunately 55% of our net revenues in 2006. Memory Product sales
accounted for approxunately 22% of our net revenues in 2006, while sales of Micro, Power
and Analog products accounted for approximately 23% of our net revenues in 2006,

Our products are manufacmred and designed using a broad range of manufacturing processes
and proprietary deSIgn methods. We use all of the prevalent function-oriented process
technologies, including complementary metal oxide semiconductor (“CMOS™), bipolar and
nonvolatile memory technologles In addition, by combining basic processes, we have
developed advanced systems—onented technologies that enable us to produce differentiated
and application-specific products, including bipolar CMOS technologies (“BiCMOS”) for
mixed signal apphcatlons and diffused metal oxide semiconductor (“DMOS™) technology
and Bipolar, CMOS and DMOS (“BCD technologies™) for intelligent power applications and
embedded memory techno]ogles This broad technology portfolio, a cornerstone of our
strategy for many years enables us to meet the increasing demand for System-on-Chip
(“SoC”) solutions. Complementmg this depth and diversity of process and design technology
is our broad mtellectual property portfolio that we also use to enter into important patent
cross-licensing agreements with other major semiconductor companies.

Effective Japuary 1, 2005, we reahgned our product groups to increase market focus and
realize the full potentlal of our products, technologies and sales and ma:kenng channels.
Since this date and unnl the end of 2006, we report our sales and operating income in three
product group segments

° the Appulication Specific Product Group (“ASG™) segment, comprised of three
product. lines — our Home, Personal and Communication Products (“HPC"),
our Computer Peripherals Products (“CPG™) and our Automotive Products
(“APG"). Our HPC Sector is comprised of the telecommunications, audio and
digital consumer groups. Our CPG products cover computer peripherals
products, specifically disk drives and printers, and our APG products
comprised of all of our major complex products related to automotive
applications;

. the Memory Products Group (“MPG™) segment, comprised of our memories
and Smart card businesses; and

. the Mlcro Power, Analog Product Group (“MPA™) segment, comprised of
discrete|and standard products plus standard microcontroller and industrial
devices (mcludmg the programmable systems memories (“PSM™) division);
this segment was previously known as Micro, Linear and Discrete Product
Group, but no change has occurred in the segment’s perimeter or organization.

|
Effective January 1, 20{07, to meet the evolving requirements of the market together with the
pursuit of a strategic frepositioning in Flash memory, we have reorganized our product
segment groups into| the Application Specific Product Groups, the Industrial and
Multisegment Sector and the Flash Memories Group.

Qur principal mvestment and resource allocation decisions in the semiconductor business
area are for expend1tures on research and development and capital investments in front-end
and back-end manufactunng facilities. All our product segments share common research and
development for process technology and manufacturing capacity for most of their products.
However, beginning January 1, 2007, the stand-alone Flash Memories Group (FMG),
incorporates all the Flash memory operations (both NOR and NAND), including Technology
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R&D, all product related activities, front-end and back-end manufacturing, marketing and
sales worldwide. Keeping the same overall perimeter, our Application Specific Groups (ASG)
will now be comprised of the newly created Mobile, Multimedia & Communications Group
(MMC) and the Home Entertainment & Displays Group (HED) as well as the existing
Automotive Product Group (APG) and Computer Peripherals Group (CPG). While former
MPA segment plus non-Flash memory products (formerly under MPG) and Micro-Electro-
Mechanical Systems (MEMS) activity, have been combined to form a new sector, called
Industrial and Multisegment Sector (IMS).

In the past two years, we have pursued various initiatives to reshape our company by
(i) reorganizing our management team and setting up an executive committee, (ii) increasing
our research and development effectiveness through a program focusing on 20 key initiatives,
improved project control and redeployment of certain resources with the aim to improve
time-to-market for both technologies and products, (iii) promoting sales expansion for mass
market applications and new major key accounts with a special focus on the Chinese and
Japanese markets with a view to increased overall cfficiencies, (iv)improving our
manufacturing competitiveness through the restructuring of our 150-mm wafer production
capacity, (v)launching and implementing various cost-reduction initiatives through
procurement savings, improved asset management, general and administration centralization
and headcount restructuring, and (vi) establishing a less capital intensive business model.

Our reported R&D expenses are mainly in the areas of product design, technology and
development and do not include marketing design center costs, which are accounted for as
selling expenses, or process engineering, pre-production and process-transfer costs, which are
accounted for as cost of sales.

Major Shareholders

The following table sets forth certain information with respect to the ownership of our issued
common shares based on information available to us as of December 31, 2006:

Common Shares Owned
Shareholders Number Yo
STMicroelectronics Holding I1 B.V. (“ST Holding II') 250,704,754 275
PUDBLIE ot vecrcrenresrvesnemssn e sons s semssscaneses sesen s sssssens emaban 553,818,764 60.8
Brandes Investment Pariners.... v 92,871,524 10.2
TICASULY SHATES ....ruvusseerrirersecnssssesarsast simssmss sarssess sasssibe ess sesabasss st s atesms e ss s rasesrsss sessens 12,762,891 1.4

Our principal shareholders do not have different voting rights from those of our other
shareholders.

ST Holding II is a wholly-owned subsidiary of STMicroelectronics Holding N.V. (“ST
Holding™). As of December 31, 2006, FT1CI (the “French Shareholder”) and a consortium of
Italian shareholders (the “Italian Shareholders™) made up of CDP and Finmeccanica directly
held 50% each in ST Holding based on voting rights. CDP held 30% in ST Holding and
Finmeccanica held 20% in ST Holding based on voting rights. The indirect interest of FT1CI
and the Italian Shareholders is split on a 50%-50% basis. Through a structured tracking stock
system implemented in the articles of association of ST Holding and ST Holding II, FT1CI
indirectly held 99,318,236 of our commeon shares, representing 10.9% of our issued share
capital as of December 31, 2006, CDP indirectly held 91,644,941 of our common shares,
representing 10.1% of our issued share capital as of December 31, 2006 and Finmeccanica
indirectly held 59,741,577 of our common shares, representing 6.6% of our issued share
capital as of December 31, 2006. Any disposals or, as the case may be, acquisitions by ST
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Holding II on behalf of respectively FT1CI, CDP and Finmeccanica, will decrease or, as the
case may be, increase the indirect interest of respectively FT1CI, CDP and Finmeccanica in
our issued share capital. FT1CI was formerly a jointly held company set up by Areva and
France Telecom to control the interest of the French shareholders in ST Holding. Following
the transactions described below, Areva is currently the sole shareholder of FTICI. Areva
(formerly known as CEA-Industri€) is a corporation controlled by the French atomic energy
commission. Areva is listed on Euronext Paris in the form of Investment Certificates. CDP is
an Italian corporation 70% owned by the [talian Ministero dell’Economia e delle Finanze (the
“Ministry of Economy‘and Finance™) and 30% owned by a consortium of 66 Italian banking
foundations. Finmeccanica is a listed Italian holding company majonty owned by the Italian
Ministry of Economy land Finance and the public. Finmeccanica is listed on the Italian
Mercato Telematico Azmnano {(“MTA™) and is included in the S&P/MIB 30 stock index.

ST Holding II owned 90% of our shares before our initial public offering in 1994, and has
since then gradually reduced its participation, going below the 66% threshold in 1997 and
below the 50% threshold in 1999. ST Holding II may further dispose its shares as provided
below in “— Shareholders Agreements — STH Shareholders’ Agreement” and “—
Disposals of our Common Shares” and pursuant to the eventual conversion of our
outstanding convertible instruments. Set forth below is a table of ST Holding II’s holdings in
us as of the end of each of the past three financial years:

Common Shares Owned

Number Yo
December 31, 2006 250,704,754 275
December 31, 2005 . 250,704,754 276
December 31, 2004 ..o e eemecrar e se e e v seaebe s eaepe s e nasen g B SR b st brna e 278,483,280 308

Announcements about add1t10nal disposals of our shares by ST Holding IT on behalf of one or

more of its indirect shareholders, Areva, CDP, FT1CI or Finmeccanica may come at any time.
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Strategy '

The semiconductor mdustry is undergoing several significant structural changes characterized
by: n
° the changing long—term structural growth of the overall market for

SleCOIldl.lCl‘.Ol‘ products, which has moved from double-digit growth to single-

digit average growth over the last several years;

° the strong development of new emerging applications in areas such as wireless
communications, solid-state storage, digital TV and video products and
games; |,

. the incréasing importance of the Asia Pacific region and emerging countries,

particularly China, which represents the fastest growing regional market;

. the importance of convergence between wireless, consumer and computer
apphcatmns which drives customer demand to seek new system-level,
tumkey solutions frorn semiconductor suppliers;

- the evolution of the customer base from original equipment manufacturers
(“OEM™) to a mix of OEM, electronic manufacturing service providers
(*EMS™) and original design manufacturers (“ODM");

I

. the expansion of available manufacturing capacity through third-party

providers; and

. the increased participation in the semiconductor industry of private equity
firms, exemplified by the takeovers in 2006 of two of the top ten
semiconductor companies, which may lead to strategic repositionings of those
companies and reorganization amongst industry players.

Our strategy within this challenging environment is designed to focus on the following
complementary key elements:

Broad, balanced marke"zt exposure. We offer a diversified product portfolio and develop
products for a wide range of market applications using a variety of technologies, thereby
reducing our dependence on any single product, application or end market. Within our
diversified portfolio, we have focused on developing products that leverage our technological
strengths in creating customized, system-level solutions for high-growth digital and mixed-
signal applications. We|target five key markets comprised of: (i) communications, including
wireless connectivity, |'mobile phone imaging, portable multimedia and infrastructure;

(i) computer penpherals including data storage, printers, monitors, displays and optical mice;
(iii} digital consumer, mcludmg set-top boxes, DVDs, digital TVs, digital cameras and digital
audio; (iv) automotive, “mcludmg engine, body and safety, car radio, car multimedia and
telematics; and (v) mdustnal and Multisegment products, including power supplies, and
motor-control, lighting, metermg, banking and Smart card.

Product strategy and mnavatran. We aim to be leaders in multimedia convergence and power
applications. In order to serve these segments, our plan is to maintain and further establish
existing leadership positions for (i) platforms and chipset solutions for digital consumer,
cellular phone and car navigation; and (ii) power applications, which are driving system
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solutions for a wide consumer base in the field of industrial applications, motor control,
factory automation, lighting, power supply and automotive, in particular, and which require
less research and development effort and manufacturing capital intensity than more advanced
and complex application-specific devices.

We also dedicate significant resources to product innovation. We have identified our key
product offerings in each of the targeted market segments and have concentrated our R&D
resources to develop leading-edge products for each. Examples include: digital-base band and
multi-media solutions for wiretess, digital consumer products focused on set-top boxes, SoC
offerings in data storage and system-oriented products for the multisegment sector. We are
also targeting new end markets, such as medical applications.

Finally, we have decided to strategically reposition our participation in the Flash memory
business in order to limit our exposure to the capital intensity of the industry as well as to
achieve the appropriate economies of scale which are demanded in this competitive segment.

Customer-based initiatives. There are three tenets to our sales strategy. First, we work with
our key customers to identify evolving needs and new applications and to develop innovative
products and product features. We have formal alliances with certain strategic customers that
allow us and our customers (with whom we jointly share certain product developments) to
exchange information and which give our customers access to our process technologies and
manufacturing infrastructure. We have formed alliances with customers including Alcatel,
Bosch, Hewlett-Packard, Marelli, Nokia, Nortel, Pioneer, Seagate, Siemens VDO, Thomson
and Western Digital. Qur strategic alliances have been historically a major growth driver for
us. In 2004, 2005 and 2006, revenues from strategic customer alliances accounted for
approximately 39%, 44% and 41% respectively of our net revenues. Secondly, we are
targeting new major key accounts, where we can leverage our position as a supplier of
application-specific products with a broad range product portfolio to better address the
requirements of large users of semiconductor products with whom our penetration has
historically been quite low. Finally, we have targeted the mass market, or those customers
outside of our traditional top 50 customers, who require system-level solutions for multiple
market segments. In addition, we have focused on two regions as key ingredients in future
sales growth, Greater China and Japan, where we have reorganized regional management.

Global integrated manufacturing infrastructure. We have a diversified, leading-edge
manufacturing infrastructure, comprising front-end and back-end facilities, capable of
producing silicon wafers using our broad process technology portfolio, including our CMOS
and BiCMOS technologies as well as our memories and discretes technologies. Assembling,
testing and packaging of our semiconductor products take place in our large and modern
back-end facilities, which generally are located in low-cost arcas. We have also developed
relationships with outside contractors for foundry and back-end services. In 2006, while
confirming our mission to remain an integrated device manufacturing company, we decided
to reduce our capital intensity in order to optimize opportunities between internal and
external front-end production, reduce our dependence on market cycles that impact the
loading of our fabs, and decrease the burden of depreciation on our financial performance.

Research and development partmerships. The semiconductor industry is increasingly
characterized by higher costs and technological risks involved in the research and
development of state-of-the-art processes. These higher costs and technological risks have
driven us to enter into cooperative partnerships. From 2000 until now, we have been jointly
developing advanced CMOS technologies in Crolles (France) with Freescale Semiconductor
and NXP Semiconductors. At the end of 2006, one of our parmers notified us of their
intention to continue their participation in the Crolles2 alliance only through the end of 2007.
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We remain convinced that the shared R&D business model contributes to the fast
acceleration of semiconductor process technology development, and we therefore remain
committed to our strategy of alliances to reinforce cooperation in the area of technology
development.

Integrated presence m key regional markets. We have sought to develop a competitive
advantage by building : an integrated presence in each of the world’s economic zones that we
target: Europe, Asia, China and America. An integrated presence means having
manufacturing and design, as well as sales and marketing capabilities in each region, in order
to ensure that we are well positioned to anticipate and respond to our customers’ business
reqmrements We also have design and marketing capabilities in our Japan and Emerging
Markets regions. We have front-end manufacturing facilities in Europe, in the United States
and in Asia. Our more labor-intensive back-end facilities are located in Malaysia, Malta,
Morocco, Singapore and China, enabling us to take advantage of more favorable production
cost structures, particularly lower labor costs. Major design centers and local sales and
marketing groups are within close proximity of key customers in each region, which we
believe enhances our ability to maintain strong relationships with our customers.

Product quality excellence. We aim to develop the quality excellence of our products and in
the various applicaiions we serve and we have launched a company-wide Product Quality
Awareness program built around a three-pronged approach: (i) the improvement of our full
product cycle involving robust design and manufacturing, improved detection of potential
defects, and better anticipation of failures through improved risk assessment, particularly in
the areas of product and process changes; (ii) improved responsiveness to customer demands;
and (iit) ever increasing focus on quality and discipline in execution.

Return on capital employed. We remain focused on providing our shareholders with value
creation, measured in particular in terms of return on net assets compared to the weighted
average cost of capital. .

2006 Business OQverview

In 2006, the semiconductor market experienced a higher increase in total sales compared to
2005 supported by a solid economic environment in the major world economies.

The total available market is defined as the “TAM”, while the serviceable available market,
the “SAM?”, is defined 'is the market for products produced by us (which consists of the TAM
and excludes PC motherboard major devices such as microprocessors (“MPU™), dynamic

random access memories (“DRAMSs”), and optoelectronics devices).
b

Based upon recently published data by the World Semiconductor Trade Statistics (“WSTS"),
semiconductor industry revenues increased year-over-year by approximately 9% for the TAM
and 8% for the SAM in 2006, to reach approximately $248 billion and approximately $165
billion, respectively. Thls increase was driven by unit demand while average selling prices
remained declined compared to 2005. In the fourth quarter of 2006, the TAM and the SAM
increased approximately 9% and 4% year-over-year, respectively, while the TAM increased
by approximately 2% and the SAM decreased approximately 1% sequentially.

Our 2006 revenues well-e characterized by significant high volume demand and improved
product mix, which did not translate into an equivalent revenue performance due to persisting
negative impact of pnce pressure in the market we serve. As a result, our revenues increased
by approximately 11% to $9,854 million compared to $8,882 million in 2005. Strong growth
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in revenues was driven by double-digit increases in Wireless and Industrial applications with
mid-single digit contributions from the Automotive, Consumer and Computer segments. Our
2006 sales performance was above the TAM and the SAM growth rates. With reference to
the quarterly results, our fourth quarter 2006 revenues performance was below the TAM and
flat with the SAM, both on a year-over-year basis and on a sequential basis,

In 2006, our effective average U.S. dollar exchange rate was €1.00 for $1.24, which reflects
the actual exchange rate levels and the impact of certain hedging contracts, compared to our
2005 effective average exchange rate of €1.00 for $1.28.

On a total year basis, our gross margin increased in 2006 due to overall improvements in
volume, manufacturing performances and product mix, which were partially offset by the
declining selling prices.

Our operating expenses combining selling, general and administrative expenses and research
and development were slightly lower in 2006 compared to 2005 mainly due to higher
development cost capitalized in 2006.

In summary, our financial results for 2006 compared to the results of 2005 were favorably
impacted by the following factors:

. higher sales volume and a more favorable product mix in our revenues, which
contributed to a solid increase in our net revenues;

e  continuous strong improvement of our manufacturing performance;

° a more favorable effective exchange rate for the U.S. dollar;

. net interest income;

e lower irn;iai:ment, restructuring charges and other related closure costs;
. and higher Other income and expense, net.

Qur financial results in 2006 were negatively affected by the following factors:

. negative pricing trends due to a persisting overcapacity in the industry, which
translated into our average selling prices declining by approximately 8%, as a
pure pricing effect;

° and share-based compensation charges related to 2005 and 2006 grants;

In 2006, we continued to invest in upgrading and expanding our manufacturing capacity.
Total capital expenditures in 2006 were $1,533 million, which were financed entirely by net
cash generated from operating activities.

Looking at the fourth quarter and the near term environment, the current market correction
underway in some of the key applications that we serve is more pronounced than forecasted.
Our wireless results, in particular, came in well below historical seasonal patterns and were
also negatively impacted by product mix shift towards the low end, which put additional
pressure on our margins and operating performance in the quarter. However, for the full year,
we achieved double digit year-over-year sales growth in a market that appears to be growing
in the high single digits. This is a clear signal that the evolution of our product portfolio is
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delivering results with higher revenues, improved profitability, better leverage of our research
and development and capital investments, and expansion of our market share.

During 2006, we made significant headway in delivering on our most important business and
strategic imperatives. *Qur product portfolic continues to strengthen. We are driving a
significant reduction in our capital intensity. This is visible in our 2006 results, with our
capital investments to [sales ratio down to 15.6% from over 20% on average for 2004 and
2005. Further, we have initiated a new mid-term target of 12% through a combination of a
less capital-intensive product portfolio, increased usage of foundries for non-proprietary
technologies and optimization of our manufacturing facilities. As of January 1, 2007, we have
organized our NOR and NAND FLASH business into a stand-alone segment and are moving
ahead on creating a separate legal entity in connection with our strategic repositioning of this
business. In summary, we achieved our primary objectives for 2006: gaining market share
while simultaneously improving financial performance in terms of return on assets and cash
flow. : '

Business Outlook

Notwithstanding the current tougher environment as the market works throngh inventory in
selected applications in the first half of 2007, we believe we are poised to make further
important progress on our ongoing key initiatives for sales expansion, new product
introduction and asset leverage, which will strengthen our market opportunities and financial
position, ‘

Our capital expenditur?s are currently budgeted to be $1.2 billion for 2007, which is expected
to further reduce our capital expenditure to sales ratio from the previous year’s level.
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DUTCH DECREE ON ARTICLE 10 OF THE TAKEOVER DIRECTIVE

Announcements on the basis of Article 1 of the Dutch Decree on Article 10 of the Takeover
Directive:

a.

The authorized share capital of STMicroelectronics N.V. {the “Company”) amounts to
EUR 1,809,600,000, divided into 1,200,000,000 ordinary shares and 540,000,000
preference shares, with a nominal value of EUR 1.04 per share. As of 31 December
2006, 910,157,933 ordinary shares were issued of which 12,762,891 were
repurchased. As of December 31, 2006, no preference shares were issued and
outstanding.

The Company does not have restrictions on the transfer of its ordinary and preference
shares.

Holdings in the Company that are subject to a disclosure obligation pursuant to
Chapter 5.3 of the Duich Financial Markets Supervision Act (“Wet op het financieel
toezicht”) are:

(i) STMicroelectronics Holding N.V 250,704,754 ordinary shares or 27.55%
(through its wholly-owned subsidiary STMicroelectronics Holding Il B.V.)
(diluted to 17.29% if the option for preference shares held by Stichting
Continuiteit ST is fully exercised);

(i)  Brandes Investment Partners 92,871,524 ordinary shares or 10.20% (diluted to
6.40% if the option for preference shares held by Stichting Continuiteit ST is
fully exercised); and

(iil)  Stichting Continuiteit ST option for 540,000,000 preference shares,
representing up to 37,24% if fully exercised.

The Company does not have special controlling rights attached to its ordinary or
preference shares.

The Company does not have any scheme granting rights to employees to subscribe for
or acquire shares in the Company’s share capital or the share capital of a subsidiary
where the control is not directly exercised by the employees.

The Company does not have any restrictions on voting rights nor has it cooperated in
the issuance of depositary receipts for shares. The Company’s articles of association
currently provide that in order to be able to attend a shareholders’ meeting, address
the meeting and, if applicable, exercise their voting rights at such meeting,
sharcholders and other persons entitled to attend shareholders’ meetings must notify
the Company in writing of their intention to do so no later than on the day and at the
place mentioned in the notice convening the sharcholders’ meeting, which typically is
three days prior to the meeting. Shareholders and other persons entitled to attend
shareholders’ meetings may only ¢xercise said rights at the meeting for the shares
from which they can derive said rights both on the day of referred to above and on the
day of the meeting. The current articles of association do not provide that the
Managing Board or the Supervisory Board may determine a registration date and the
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shareholders’ meeting has not authorized the Managing Board or the Supervisory
Board to do so. On the Company’s website, www.st.com, under the caption “Investor
Information — Annual General Meeting — How to vote at Annual General Meeting”
further information is provided for (beneficial) shareholders holding shares through
Euroclear France or Cede & Co as nominee of the Depositary Trust Company.

The Company does not have any agreements with shareholders that may give rise to
restrictions on the transfer of shares or restrictions of voting rights. The Company has
been informed that the shareholders’ agreement among STMicroelectronics Holding
N.V.’s shareholders (the “STH Shareholders’ Agreement™), to which the Company is
not a party, governs relations between the Company’s current indirect shareholders
Areva Group (“Areva”), Cassa Depositi e Prestiti S.p.A. (“CDP”) and Finmeccanica
S.p.A. (“Finmeccanica”), each of which is ultimately controlled by the French or
Italian government. The STH Sharcholders’ Agreement includes provisions requiring
the unanimous approval by shareholders of STMicroelectronics Holding N.V. before
STMicroelectronics Holding N.V. can make any decision with respect to certain
actions to be taken by the Company. The STH Sharecholders’ Agreement, permits the
respective French and Italian indirect shareholders to cause STMicroelectronics
Holding II B.V. to dispose of its stake in the Company at its sole discretion at any
time from their current level, and to reduce the current level of their respective
indirect interests in the Company’s ordinary shares to 9.5%.

Furthermore, as permitted by the Company’s articles of association, the Supervisory
Board has specified selected actions by the Managing Board that require the approval
of the Supervisory Board. These requirements for the prior approval of various

actions to be taken by the Company and the Company’s subsidiaries may give rise to

a conflict of interest between the Company’s interests and investors’ interests, on the
one hand, and the interests of the individual shareholders approving such actions, on
the other, and may affect the ability of the Managing Board to respond as may be
necessary in the rapidiy changing environment of the semiconductor industry.
Furthermore, the Company’s ability to issue new shares or other securities may be
limited by the existing shareholders’ desire to maintain their proportionate
shareholding at a certain minimum level. Such approval process is, however, subject
to the provisions of Dutch law requiring members of the Supervisory Board to act
independently.

Also, CDP and Finmeccanica. are a party to a shareholders’ agreement which regards
their joint interest in STMicroelectronics Holding N.V. The Company is not a party to
that shareholders’ agreerment.

(3] Managing Board.

The Managing Board consists of such number of members as resolved by the
shareholders’ meeting upon the proposal of the Supervisory Board. The members of
the Managing Board are appointed for three-year terms, as defined in the Company’s
articles of association, upon a non-binding proposal by the Supervisory Board, by a
simple majority of the votes cast at a meeting where at least 15% of the issued and
outstanding share capital is present or represented. If the Managing Board were to
consist of more than one member, the Supervisory Board would appoint one of the
members of the Managing Board to be chairman of the Managing Board for a three-
year term, as defined in the Company’s articles of association (upon approval of at
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least three-quarters of the members of the Supervisory Board in office). The
shareholders’ meeting may suspend or dismiss one or more members of the Managing
Board at a meeting at which at least one-half of the outstanding share capital is
present or represented. If the quorum is not present, a further meeting shall be
convened, to be held within four weeks after the first meeting, which shall be entitled,
irrespective of the share capital represented, to pass a resolution with regard to the
suspension or dismissal. Such a quorum is not required if a suspension or dismissal is
proposed by the Supervisory Board. In that case, a resolution to dismiss or to suspend
a member of the Managing Board can be taken by a simple majority of the votes cast
at a meeting where at least 15% of the issued and outstanding share capital is present
or represented. The Supervisory Board may suspend members of the Managing
Board, but a shareholders’ meeting must be convened within three months after such
suspension to confirm or reject the suspension,

(ii)  Supervisory Board.

The Supervisory Board consists of at least six members, the number to be determined
by the shareholders’ meeting upon the proposal of the Supervisory Board. Members
of the Supervisory Board are appointed by the shareholders’ meeting for a three-year
term, as defined in the Company’s articles of association, upon the proposal of the
Supervisory Board, by a simple majority of the votes cast at a meeting where at least
15% of the issued and outstanding share capital is present or represented. Members of
the Supervisory Board may be suspended or dismissed by the shareholders’ meeting
by a simple majority of the votes cast at a meeting where at least 15% of the issued
and outstanding share capital is present or represented. The Supervisory Board may
make a proposal to the shareholders’ meeting for the suspension or dismissal of one or
more of its members.

(iii) Amendment of the Company’s articles of association.

The company’s articles of association can be amended by the shareholders’ meeting,
upon the proposal of the Supervisory Board, by a simple majority of the votes cast at
a meeting where at least 15% of the issued and outstanding share capital is present or
represented. If the relevant amendment affects the rights of holders of ordinary shares
or holders of preference shares, the approval of the meeting of holders of ordinary
shares and the meeting of holders of preference shares, respectively, is required.

For a complete overview of the powers of the Managing Board pursuant to the
Company’s articles of association, reference is made to the Company’s articles of
association, which are posted on the company’s website, www.st.com. Hereinafter a
description is provided for certain powers of the Managing Board as well as certain
restrictions thereto.

Under Dutch law, the Managing Board is entrusted with the Company’s general
management and the representation of the Company. The Managing Board must seek
prior approval from the shareholders’ meeting for decisions regarding a significant
change in the identity or nature of the Company. Under the Company’s articles of
association, the Managing Board must obtain prior approval from the Supervisory
Board for (1) all proposals to be submiltted to a vote at a shareholders’ meeting; (ii) the
formation of all companies, acquisition or sale of any participation, and conclusion of
any cooperation and participation agreement; (iii) all of the Company’s multi-year
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plans and the' budget for the coming year, covering investment policy, policy
regarding resedrch and development, as well as commercial policy and objectives,
general ﬁnancnal policy, and policy regarding personnel; and (iv) all acts, decisions or
operations covered by the foregoing and constituting a significant change with respect
to decisions already taken by the Supervisory Board. In addition, under the
Company’s artlcles of association, the Supervisory Board and the shareholders’
meeting each may specify by resolution certain additional actions by the Managing
Board that require its prior approval.

In accordance with the Company’s corporate governance charter, which is posted on
the Company’s website, www.st.com under the caption “Investor Information —
Cormorate Govemance at ST”, the sole member of the Managing Board and the
Executive Ofﬁcers may not serve on the board of a public company without the prior
approval of the Superwsory Board.

Pursuant to the‘ charter adopted by the Supervisory Board, which is posted on the
Company’s website, www.st.com under the caption “Investor Information —
Corporate Governance at ST, the following decisions by the Managing Board with
regards to the Company and any of the Company’s direct or indirect subsidiaries
require prior approval from the Supervisory Board: (i) any modification of the
Company’s articles of association other than those of the Company’s wholly-owned
subsidiaries; (i) any change in the Company’s authorized share capital, issue,
acquisition or disposal of the Company’s own shares, change in any shareholder
rights or issue of any instruments granting an interest in the Company’s capital or
profits other than those of the Company’s wholly-owned subsidiaries; (iii) any
liquidation or dlsposal of all or a substantial and material part of the Company’s assets
or any shares the Company holds in any of its subsidiaries; (iv) entering into any
Tnerger, acqmslt;on or joint venture agreement {and, if substantial and material, any
agreement relating to intellectual property) or formation of a new company; (v)
approval of such company’s draft consolidated balance sheects and financial
statements or any profit distribution by such company; (vi) entering into any
agreement that may qualify as a related-party transaction, including any agreement
with S‘I'chroelectromcs Holding N.V,, its wholly-owned subsidiary
STMlcroelectromcs Holding II B.V., or its shareholders Areva through its wholly-
owned subsndlary FTICI, Cassa Deposm e Prestiti S.p.A. and Finmeccanica S.p.A;
(vit) the key challenges of the Company’s five-year plans and its consolidated annual
budgets, as well z as any 51g1nﬁcant modifications to said plans and budgets, or any one
of the matters set forth in article 16 paragraph 1 of the Company’s articles of
association and not included in the approved plans or budgets; (viii) approval of
operations of excepuonal importance which have to be submitted for Supervisory
Board prior approval although their financing was provided for in the approved
annual budget; land (ix) approval of the quarterly, semi-annual and annual
consolidated financial statements prepared in accordance with U.S. GAAP and

beginning with the 2005 annual accounts IFRS, prior to submission for shareholder -

adoption.
]

During a meeting held on September 23, 2000, the Supervisory Board authorized the
Managing Board to proceed with acquisitions without prior consent of the
Supervisory Board subject to a maximum amount of $25 million per transaction,
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provided the Managing Board keeps the Supervisory Board informed of progress
regarding such transactions and gives a full report once the transaction is compieted.

Pursuant to the Company’s articles of association, the Managing Board cannot be
designated by the sharehoiders’ meeting as the corporate body authorized to issue
shares, grant rights to subscribe for shares and to exclude existing shareholders’
preemptive rights, but the Supervisory Board can be. Pursuant to a shareholders’
resolution adopted at the Company’s annual shareholders’ meeting held on April 27,
2006, the Supervisory Board has been authorized for a period of five years to resolve
to (i) issue any number of common shares and/or preference shares as comprised in
the company’s authorized share capital as this shall read from time to time; (ii) to fix
the terms and conditions of share issuance; (iii} to exclude or to limit preemptive
rights of existing shareholders; and (iv) to grant rights to subscribe for common shares
and/or preference shares, all for a period of five years from the date of such annual
shareholders’ meeting.

Currently the shareholders’ meeting has not authorized the Managing Board to
repurchase any shares in the Company’s share capital. However, pursuant to article 5
paragraph 2 of the Company’s articles of association, the Managing Board may,
without being authorized thereto by the sharcholders’ meeting but subject to the
approval of the Supervisory Board, acquire shares in the Company’s own share
capital in order to transfer those shares to the employees of the Company or a group
company under a scheme applicable to such employees.

The Company is not a party to any significant agreements which are effectuated,
changed or dissolved subject to the condition of a change of control of the Company
following a takeover bid. However, the Company is a party to an option agreement
with Stichting Continuiteit ST (the “Stichting”) regarding the Company’s preference
shares. on November 27, 2006, the Supervisory Board approved entering into an
- option agreement with an the Stichting, to terminate a substantially similar option
agreement dated May 31, 1999, as amended, between the Company and
STMicroelectronics Holding 11 B.V. The Managing Board and the Supervisory Board,
along with the board of the Stichting, have declared that they are jointly of the opinion
that the Stichting is independent of the Company. The Supervisory Board approved
the new option agreement to reflect changes in Dutch legal requirements, not in
response to any hostile takeover attempt. On February 7, 2007, the May 31, 1999
option agreement, as amended, was terminated. On February 22, 2007, the new
option agreement with the Stichting was concluded. The new option agreement
provides for the issuance of up to a maximum 540,000,000 preference shares, the
same number as the agreement it is replacing, Any such shares would be issued to the
Stichting upon its request and in its sole discretion and upon payment of at least 25%
of the par value of the preference shares to be issued. The shares would be issuable in
the event of actions considered hostile by the Managing Board and the Supervisory
Board, such as a creeping acquisition or an offer on the Company’s ordinary shares,
which are unsupported by the Managing Board and the Supervisory Board and which
the board of the Stichting determines would be contrary to the interests of the
Company, the Company’s shareholders or other stakeholders. The preference shares
may remain outstanding for no longer than two years. No preference shares have been
issued to date. The effect of the preference shares may be to create a level-playing
field in the event actions which are considered to be hostile by the Managing Board
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and the Supenhsory Boarcli as described above, occur and which the board of the
Stichting determmes to be contrary to the interests of the Company and the
Company’s shareholders and other stakeholders,

The employment contract of the Company’s President and CEQ provides that upon a
change of control following a takeover bid (i) all unvested stock awards granted to
him will fully vest and (ii) the bonus payable under the Company’s Executive
Incentive Plan wnll be due for the full amount, which is 150% of the executive gross
annual salary. Such benefits are not linked to termination of the employment
agreement.
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LIQUIDITY AND FINANCIAL POSITION

At December 31, 2006, cash and cash equivalents totalled $1,963 million, compared to
$2,027 million as of December 31, 2005. At December 31, 2006, the Company had
$250 million invested in short term deposits with a maturity between three months and one
year. These deposits are held at various banks with a A3/A- minimum long term rating.
Interest on these deposits is paid at maturity with interest rates fixed at inception for the
duration of the deposits. The principal will be repaid at final maturity. At December 31, 2006,
the Company had a total investment of $190 million and Euro 205 million of existing cash in
floating rate notes issued by primary banks rated at minimum *“A1”. These floating notes are
very liquid short term investments and are subjects only to the risk of deterioration of the
credit quality of the issuer. These marketable securities are classified as available-for-sale and
are reported at fair value with changes in fair value recognized as a separate component of
“other reserves” in the consolidated statement of changes in shareholders’ equity. We did not
have marketable securities at December 31, 2005. Changes in the instruments adopted to
invest our liquidity in future periods may occur and may significantly affect our finance
income {costs).

Liquidity

We maintain a significant cash position and a low debt to equity ratio, which provide us with
adequate financial flexibility. As in the past, our cash management policy is to finance our
investment needs mainly with net cash generated from operating activities.

Net cash from operating activities. Net cash from operating activities totalled $2,687 million
in 2006, compared to $1,984 million in 2005.

Net cash used in investing activities. Net cash used in investing activities was $2,949 million
in 2006, compared to $1,714 million in 2005. The main utilization of cash was for payments
for purchases of tangible assets, amounting to $1,555 million in 2006 and compared to
$1,523 million in 2005; the payments of marketable securities, amounting to $460 million in
2006 and compared to $0 million in 2005, and the investment in intangible and financial
assets, amounting to $398 million in 2006 and compared to $287 in 2005. At December 31,
2006 the investment in short-term deposit net of proceeds from matured short-term deposits
totalled $250 million. In 2006, cash used for capital contributions to associates was $213
million.

Capital expenditures for 2006 were principally allocated to:

° the expansion of the 300-mm front-end jeint project with Philips Semiconductor
International B.V. and Freescale Semiconductor Inc., in Crolles2 (France).

° the facilitization of a portion of our 300-mm front-end plant in Catania (Italy),

® the capacity expansion and the upgrading to finer geometry technologies of our 200-
mm front-end facility in Rousset (France);

° the capacity expansion and upgrading of our 200-mm front-end facilities in
Singapore;

. the upgrading of our 200~mm fab and pilot line in in Agrate (Italy); and
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o the capacity expansion of our back-¢nd plants in Muar (Malaysia), Shenzhen (China)
and Bouskoura (Morocco);

;
Capital expenditures fol‘!r 2005 were principaily allocated to:
. the capacity expansion of our 200-mm and 150-mm front-end facilities in Singapore;

. the conversion to 200-mm of our front-end facility in Agrate (Italy);

. the capacity expansion of our back-end plants in Muar (Malaysia), Shenzhen (China),
Toa Payoh (Singapore) and Malta;

o the expansion of our 200-mm front-end facility in Phoenix (Arizona);
. the capacity expansion of our 200-mm front-end facility in Rousset (France);
. the completion of building-and continuation of facilities for our 300-mm front-end

plant in Catania (Italy);

. the expansion of our 150-mm front-end facility and the start of a 200-mm pilot line in
Tours (France); and

. the expansion of the 300-mm front-end joint project with Philips Semiconductor
International B.V. and Freescale Semiconductor Inc., in Crolles2 (France).

Net operating cash flow. We define net operating cash flow as net cash from operating
activities minus net cash used in investing activities, excluding restricted cash, payment for
purchases of and proceeds from the sale of marketable securities and investment in and
proceed from short-term deposits. We believe net operating cash flow provides useful
information for investors because it measures our capacity to generate cash from our
operating activities to sustam our investments for our operating activitics. Net operating cash
flow is determined as follows from our Consolidated Statements of Cash Flow:

2006 2005
Net cash from operating activities ...........cccveceeneren e vevesneaenesserrasraesn srnreneanerraneasnts 2,687 1,984
Net cash used in investing activities (2,021) (1,714)
Net operating cash flow... 666 270
Restricted cash, payment for purchase and proceeds from sale of marketable
securities and investment in and pmcecd from ShOrt-1erm deposits ......ivvrvresrenes (928) —

Due to the capacity of our operating activities to generate cash in excess of our investing
activities, we generated inet operating cash flow of $666 million in 2006, compared to net
operating cash flow of $270 million in 2005.

Net cash used in ﬁnanci;rg activities. Net cash used in financing activities was $143 million
in 2006 compared to $131 million in 2005, The major item of the cash used in 2006 was the
repurchase of substannally all outstandmg 2013 Convertible Bonds for an amount paid of
$1,377 million aggregate principal amount. The major items of cash proceeds were related to
the issuance of zero coupon senior convertible bonds due in 2016 for an amount of $974
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million and to the issuance of floating rate senior bonds due in 2013 for a principal amount of
€500 million. The major item of the cash used in 2005 was the payment of the dividends
amounting to $107 million.

Capital Resources
Net financial position

We define our net financial position as the difference between our total cash position (cash
and cash equivalents, marketable securities, short-term deposits and restricted cash) net of
total financial debt (bank overdrafis, current portion of long-term debt and long-term debt).
We believe our net financial position provides useful information for investors because it
gives evidence of our global position either in terms of net indebtedness or net cash by
measuring our capital resources based on cash and cash equivalents and the total level of our
financial indebtedness. The net financial position is determined as follows from our
Consolidated Balance Sheets as December 31, 2006 and 2005 :

2006 2005
Cash and cash eqUIVAIEIE ......oer e ree e e e st st b nscnren bbb st sane 1,963 2,027
Marketable securities and short tertn deposits ....winresninm s seseseeeeees 710 —
Restricted cash for equity investments............c.ccoeieviiiiiiniiniiinnnn 218 -
Total cash poSItion .....uriimm s seeiescsesinriinns 2,891 2,027
Bank overdrafls ... iveeriieesesenttnsnese s resse e — (11}
Current portion of long-term debt it e (136} (1,499
Long-term debt........oovvvinies (1,740) (269)
Total financial debt (1,876) (1,779}
Net fINANCIAL POSIHOM ....cererercrre sttt s s st ver s s b s e et srenes 1,015 248

The net financial position (total cash position net of total financial debt} as of December 31,
2006 amounted to a net financial cash position of $1,015 million, compared to a net financial
position of $248 million as of December 31, 2005. The improvement of the net financial
position mainly results from favourable net operating cash flow generated during 2006 and
from the proceeds from the 2016 senior convertible bond and the 2013 floating rate senior
bond, net of repayment for the 2013 convertible bond.

Pursuant to the terms of the convertible bonds due 2013, the Company was required to
purchase, at the option of the holders, 1,397,493 convertible bonds, at a price of $985.09 each
between August 7 and August 9, 2006. This resulted in a cash payment of $1,377 million.
The Company may be required to purchase, at the option of the holder, the outstanding
convertible bonds for cash on August 5, 2008 and/or August 5, 2010 at a price of $975.28 and
$965.56 per convertible bond, respectively. The outstanding long term debt corresponding to
the 2013 convertible debt amounted to approximately $2 million as at December 31, 2006,
corresponding to the remaining 2,505 bonds.

In February 2006, the Company issued $974 million principal amount at maturity of zero
coupon senior convertible bonds due in February 2016. The bonds were issued at 100% of
principal with a yield to maturity of 1.5% and resulted in net proceeds to the Company of
$974 million less transaction feés. The bonds are convertible by the holder at any time prior
to maturity at a conversion rate of 43.118317 shares per one thousand dollars face value of
the bonds comresponding to 41,997,240 equivalent shares. The holders can also redeem the
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convertible bonds on February 23, 2011 at a price of $1,077.58, on February 23, 2012 at a
price of $1,093.81 and on February 24, 2014 at a price of $1,126.99 per one thousand dollars
face value of the bonds The Company can call the bonds at any time after March 10, 2011
subject to the Company’s share price exceeding 130% of the accreted value divided by the
conversion rate for 20 'out of 30 consecutive trading days. The Company may redeem for
cash at the principal amount at issuance plus accumulated gross yield all, but not a portion, of
the convertible bonds at any time if 10% or less of the aggregate principal amount at issuance
of the convertible bonds remain outstanding in certain circumstances or in the event of
changes to the tax laws of the Netherlands or any successor jurisdiction.

On March 17, 2006,‘ STMicroelectronics Finance B.V. (“ST BV™), a wholly owned
subsidiary of the Company, issued floating rate senior bonds with a principal amount of Euro
500 million at an issue price of 99.873%. The notes, which mature on March 17, 2013, pay a
coupon rate of the three-month Euribor plus 0.40% on the 17* of June, Septernber December
and March of each year through maturity. In the event of changes to the tax laws of the
Netherlands or any successor jurisdiction, ST BV or the Company, may redeem the full
amount of senior bonds for cash. In the event of certain change in control triggering events,
the holders can cause ST BV or the Company to repurchase all or a portion of the bonds
outstanding. ‘

At December 31, 2006, the aggregate amount of our long-term debt was approximately
$1,740 million, including $737 million of 2016 Bonds and €500 million of Floating Rate
Senior Bonds due 2013!

Financial Outivok

We currently expect that capital spending for 2007 will be approximately $1.2 billion, below
the $1.5 billion net of salcs proceeds spent in 2006. We have the flexibility to modulate our
investments up or down in response to changes in market conditions. At December 31, 2006,
we had $467 million in outstanding commitments for equipment purchases for 2007.

Thé most significant of our 2007 capital expenditure projects are expected to be: (a) for the
front-end facilities: (i} a dedicated investment, both in manufacturing and R&D, in Agrate
(Italy), Phoenix (USA), Rousset (France) and Catania (Italy) to secure and develop our
systemn oriented propnetary technologies pOl‘thllO (Mixed-signal) required by our strategic
customers through spemﬁc initiatives both in term of volumes growth and Fabs multi
sourcing; (ii) a specnﬁc program of capacny growth devoted to MEMS in Agrate (Italy) to
support the significant H growth opportunity in this new technology; (iii) completion of the
current investment of the 300-mm joint project with Philips Semiconductor International
B.V. and Freescale Semlconductor Inc. on advanced logic processes in Crolles2? (France) for
the manufacturing robusmess of 90nm and 65nm leading edge technologies; (iv) in memory,
the exploitation of Ang Mo Kio (Singapore} for the introduction and industrialization of
65nm Flash processes; ‘and (b) for the back-end facilities, the capital expenditures will be
mainly dedicated to the technology evolution to support the ICs path to package size
reduction in Shenzhen (Chma) and Muar (Malaysia) and to prepare the room for future years
capacity growth by completing the new production area in Muar and — depending on demand
evolution - starting the new plant in Longgang (Greater China).

We will continue to monitor our level of capital spending by taking into consideration factors
such as trends in the semnconductor industry, capac;ty utilization and announced additions.
We expect to have sxgmﬁcant capital requirements in the coming years and in addition we
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intend to continue to devote a substantial portion of our net revenues to R&D. We plan to
fund our capital requirements from cash provided by operating activities, available funds and
available support from third parties (including state support), and may have recourse to
borrowings under available credit lines and, to the extent necessary or attractive based on
market conditions prevailing at the time, the issuing of debt, convertible bonds or additional
equity securities. A substantial deterioration of our economic results and consequently of our
profitability could generate a deterioration of the cash generated by our operating activities.
Therefore, there can be no assurance that, in future periods, we will generate the same level
of cash as in the previous years to fund our capital expenditures for expansion plans, our
working capital requirements, R&D and industrialization costs.

The zero coupon senior convertible bonds due in February 2016 were issued at 100% of
principal with a yield to maturity of 1.5% and resulted in net proceeds to the Company of
$974 million less transaction fees. The bonds are convertible by the holder at any time prior
to maturity at a conversion rate of 43.118317 shares per one thousand dollars face value of
the bonds corresponding to 41,997,240 equivalent shares. The holders can also redeem the
convertible bonds on February 23, 2011 at a price of $1,077.58, on February 23, 2012 at a
price of $1,093.81 and on February 24, 2014 at a price of $1,126.99 per one thousand dollars
face value of the bonds. The Company can call the bonds at any time after March 10, 2011
subject to the Company’s share price exceeding 130% of the accreted value divided by the
conversion rate for 20 out of 30 consecutive trading days. The Company may redeem for
cash at the principal amount at issuance plus accumulated gross yield all, but not a portion, of
the convertible bonds at any time if 10% or less of the aggregate principal amount at issuance
of the convertible bonds remain outstanding in certain circumstances or in the event of
changes to the tax laws of the Netherlands or any successor jurisdiction.

Market Risk — About Financial Instruments

We are exposed to changes in financial market conditions in the normal course of business
due to our operations in different foreign currencies and our ongoing investing and financing
activities. Market risk is the uncertainty to which future earnings or asset/liability values are
exposed due to operating cash flows denominated in foreign currencies and various financial
instruments used in the normal course of operations. The major risks to which we are exposed
are related to the fluctuations of the U.S. dollar exchange rate compared to the euro and the
other major currencies, the coverage of our foreign currency exposures, the varation of the
interest rates and the risks associated to the investments of our available cash. We have
established policies, procedures and internal processes governing our management of market
risks and the use of financial instruments to manage our exposure to such risks.

Our Income Statement is exposed to the fluctuations of the exchange rates such as the 11.S,
dollar, the euro and the other major currencies since our revenues are mainly denominated in
U.S. dollars while a large part of our costs is denominated in euros or other major currencies.
We enter into cash flow hedges to cover a portion of our costs denominated in eures. Our
balance sheet is also exposed to these exchange rates fluctuations since the functional
curtency of our subsidiaries is generally the local currency and as such, foreign exchange
fluctuations are generating adjustments for the translation into U.S. dollar consolidated
reporting of their assets and liabilities.

We have exposures in foreign currencies since our operating cash flows are denominated in
various foreign currencies as a result of our international business activities and certain of our
borrowings are exposed to changes in foreign exchange rates. The functional currency of our
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subsidiaries is either the local currency or the U.S. dollar. We continuously evaluate our
foreign currency exposures based on current market conditions and the business environment.
In order to mitigate the impact of changes in foreign currency exchange rates, we enter into
forward exchange and currency options contracts, The magnitude and nature of such
outstanding mstruments are detailed in Note 30 to our Consolidated Financial Statements.
Forward contracts and cunency options outstanding as of December 31, 2006 have remaining
terms of 4 days to § months which mature on average after less than 2 months. The notional
amounts of outstandmg foreign exchange forward contracts and currency options totalled
$824 million and $2,200 million in 2006 and 2005, respectively. The principal currencies
covered are the U.S, dollar, the euro, the Japanese yen, the myr and the Singapore dollar. The
risk of loss associated w1th these forward contracts is equal to the exchange rate differential
from the date the contract is made until the time it is settled.

We are exposed to changes in interest rates primarily as a result of our borrowing activities
which include long-term debt used to fund business operations. We borrow in U.S. dollars as
well as in other currenc1es from banks and other sources. We primarily enter into debt
obligations to support general corporate and local purposes including capital expenditures
and working capital needs. The nature and amount of our long-term debt can be expected to
vary as a result of future business requirements, market conditions, and other factors. The
principal risks are related to interest rates variations to which we are exposed in regard to our
long-term obligations. We primarily utilize fixed-rate debt and do not expect changes in
interest rates to have a material effect on income or cash flows in 2007.

We place our cash and cash equivalents, or a part of it, with high credit quality financial
institutions with at least a single “A” rating, mainly on a short-term basis; as such we are
exposed to the ﬂucruanons of the market interest rates on our placement and our cash, which
can have an impact onfour accounts. We manage the credit risks associated with financial
instruments through credit approvals, investment limits and centralized monitoring
procedures but do not normally require collateral or other security from the parties to the
financial instruments,

We do not anticipate " any material adverse effect on our financial position, result of
operations or cash flows resulting from the use of our instruments in the future. There can be
no assurance that these strategies will be effective or that transaction losses can be minimized
or forecasted accurately

The information above summarizes our market risks associated with cash equivalents, debt
obligations, and other wmgmf cant financial instruments as of December 31, 2006. The
information above should be read in conjunction with Note 30 to the Consolldated Financial
Statements,
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STMICROELECTRONICS N.V. AND ITS SUBSIDIARIES
CONSOLIDATED STATEMENTS OF INCOME

Year Ended December Year Ended December

In million of U.S. dollars except per share amounts Note 31, 2006 31, 2008
9,838 8,876
16 6

Total revenues. 9,854 8,882
C08t OF SAIES 1vevereereeee e csssssnss s ser s sers et sessasmsssessenres 21 (6,373) (5,882)
Gross profit 3,481 3,000
Selling, general and adminiStrALIVE....evereriresreseremscsssiraserniainees 21 (1,083) (1,069)
Research and development ... nsrsssresiessssessrscaranes 21 (1,388) (1,411)
Other INCOME ... sese s e s st ssba s e e s ens 19 138 104
OLhEr EXPEMISES .vvviovvvererseresircrres rsrsssssmssess s sssss s ssessosemsesenseoses 19 (92) (132)
Impairment, restructuring charges and other related closure

COSIS . verrere 120124 ms oo e oA SRR RR R 8 SRR 20 (68) (98)
Operating profit 988 394
Finance iNCOMmE ....oceveereemreevniens 22 143 53
Finance costs ... 22 (96) 57
Share of loss of associates 3 (N 3)
Profit before Income tax. 1,028 387
INCOME tAX EXPENBE .....oveverrresererssnrsserenrsenrvasss s sassarsssesaresase s 23 (62) (39
Net profit 966 348
Attributable to:
Equity holders of the Company. 964 347
Minority interest 2 1
Earnings per share (Basic) 18 1.08 0.39
Earnings per share (Diluted) 18 1.87 0.39

The accompanying notes are an integral part of these consolidated financial statements.
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1

STMICROELECTRONICS N.V. AND ITS SUBSIDIARIES

4

' CONSOLIDATED BALANCE SHEETS

Asat

In million of U.S. dollars Note December 31, 2006 December 31, 2005
ASSETS I
Non-current assets: .
Property, plant and equipment.........cccooeeevnrreiennen. 10 6,426 6,179
GOOAWIll..ooscv et ni s s ssnssmas sene 8 176 174
Intangible assets ..., sttt ene 9 729 458
Deferred income tax assets ! 23 214 160
Derivative financial instruments , 30 4 .
Investments i ASSOCIALES. ........covvvverererusssssasssenosinssecns s reres 3 261 35
Restricted cash for equity investments...... 3 218 -
Investments and other non-current assets 1 143 118
Taotal non-current assets. ' 8,171 7124
Current assets:
INVENIOTICS ... coreeresnsianssnsssesinsssasssoscrsessersensasscsronsarssenssaessen 6 1,640 1,413
Trade accounts receivable ... ... mrescnneriirrrenrsensenises ns 5 1,589 1,490
Derivative financial iNSEUMEHLS.-... cvveeer oo oeeesr st sses 30 14 3
Other receivables and asSE19.... ..o rarerissesssesrsnrensnneees 7 592 586
Available for sale financial assets 4 460 -
Short-term deposits .............. 25 250 -
Cash and cash eqUIVAlENL........... e vsve i nssmscresnnrsemnene 24 1,963 2,027
Total current assets 6,508 5,519
TOTAL ASSETS . 14,679 12,643
LIABILITIES AND EQUITY |
Equity attributable to the shareholders of the Company........ 16 10,128 8,650
Minority interests oo e erestiasseebbe et RS ab smn st ren 52 50
Total equity 10,180 8,700
Linbilities
Non-current liabilities:
Long-term debt............coeveresrmrinmrissristserrnemensssesssressenssassneses 14 1,740 269
Retirement benefit obligations. 13 343 300
Deferred income tax liabilities ...l ...oooccrciromererirsccocee 23 130 83
Oher NON-CUITENt BAbIIIES v vv.hveereenesssmessssrreeersressssnsnees 15 320 16
Total non-current liabilities 2,533 668
Current liabilities:
Current portion of long-term debt .............ooerueemrene 14 136 1,499
Trade accounts payable ............. 1,044 965
Derivative financial instruments. R —— 30 1 EH
Other payables, accrued liabilities and provisions................. i2 673 617
Current income tax Habilites ..........oou..vvososoecssssssissocrensns 112 152
Bank OVerarafls ...coocovveeiieereererre i snrner s eesaerrssners sesessans ranereens 4] 11

; 1,966 3,275
Total labilities ’ 4,499 3,943
TOTAL LIABILITIES AND EQUITY ........... S 14,679 12,643

The accompanying notes'are an integral part of these consolidated financial statements.
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STMICROELECTRONICS N.V. AND ITS SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CHANGES IN EQUITY

Equity attributable to the shareholders of the Company

In million of U.S. dollars, except Ordinary Capital Treasury  Retained Other Minority Total
per share amounts Note Shares Surplus Shares Earnings  Reserves Interests Equity
Balance as of
December 31, 2004 covceeermerveesmaeee 5,150 1.924 (348) 5,068 1,234 48 9,076
Fair value of equity component

of convertible debt classified

as financial liability 14 60 60
Adjusted balance as of
January 1, 2005 .imvcorsnssrnres 1,150 1,924 (348) 5,128 1,234 48 9,136
Unrealized loss on cash flow

hedge, net of taX co.ovoeceseeieens 17 67 (67
Foreign currency translation

difference............. I (764) 1 (763)
Net income recogmzed dll'ectly

FL QUILY . eeomemsenesenereases esnnnrens {831) ! (330)
Net profit ... - 347 1 343
Total recognized Income for
2005 347 (831) 2 (482)
Employee share award scheme:

" Value of services provided ......... 16 118 118
Exercise of share options............. 16 3 32 35
Dividends, $0.12 per share ......... 17 {107) (107)

3 »n (107 118 46
Balance as of
December 31, 2005...cceneereees 1,153 1,956 (348) 5,368 521 50 8,700
Unrealized profit on cash flow
hedge, net of X ...crverrviirienene 17 14 14
Foreign currency translation
TS 5y TN 17 532 532
Net income recognized directly
in equity.... 346 546
Net profit .. 964 2 966
Total recogmzed ineome fnr
2006, 964 546 2 1,512
Employee share award scheme:
Value of services provided ..... 16 46 46
Distribution of treasury shares 16 17 (16) 1
Exercise of stock options........ 16 3 25 28
Dividends, $0.12 per share ......... 17 (107} (107)
3 25 17 (123) 46 - (32)

Balance as of
December 31, 2006................ 1,156 1,981 (331 6,209 1,113 52 10,180

The accompanying notes are an integral part of these consolidated financial statements.
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STMICROELECTRONICS N.V. AND ITS SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS

Year Ended December 3t, Year Ended December 31,

In million of U.8. dollars Note 2006 2005
Cash flows from operating actlvltiw
Cash generated from operanons ................................. 26 2,833 2,091

TREETESE BRlid. e, raecensssmrssnn hsenssessssssssssssssen (29) an

Income tax paid.............cceee v srese e s nt s (L7 (90)
Net cash from operating 8cVIHES cerumeremersseressseses 2,687 1,984
Cash flows from investing activities;
Payment for purchase of tanglble L1 T 10 (1,555) (1,523)
Proceeds from the sale of langlblc BSSEAS Loeuvcrrseeraninan 10 22 82
Investment in intangible and fi nancml assets .. 9,11 (398) (28T)
Proceeds from the sales of afﬁhau:s ............ 7 —
Capital contributions to 2SSOCIALES ...... 3 (213) (38)
Restricted cash for equity investments. . 3 (218) —
Investment in Short-term deposifs....ec e crrmercerernrrar 25 (903 —_
Proceeds from maturity of short-term deposits 25 653 —
Purchase of available for sale financial assets.... 4 {460} —_
INterest received ... occcenrrreecneseenerveressenrerrasens 116 52
Net cash used in investing activities .ourerceersssanee " (2,949) (1,714)
Cash flows from financing activities:
Proceeds from issuance of ordinﬁry shares.....c..orv.u 16 28 35
Proceeds from issuance of convertible bonds. 14 962 —
Proceeds from issuance of long-ferm debt....... 14 782 50
Repayment of convertible bonds!. 14 (LI —
Repayment of long-term debt........... PP 14 (145) (110)
Dividends paid to the Company’s sharcholders.......... 17 (107) (107
Other financing activities T T — 1
Net cash used in finencing activities............. S— 143 (131)
Effect of changes in exchange rates 66 (15)
Net cash lncrease (decrease) uwmomesssimmsssens (53) 124
Cash 2nd cash equivalents a1 beginning of period. 2,016 1,892
Cash and cash equivalents at eﬂd of peried ........... 1,963 2,016

I

Reconciliation of cash and cash equivalents..........
Cash and cash equivalents for balance sheet purposes 1,963 2,027

Bank overdrafls.........omeretinsivrenmssns s — (11)
Cash and cash equivalents for cash flow statement

purposes 1,963 2,016

The accompanying notes are an integral part of these consolidated financial statements.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(in millions of U.S. dollars, except per share amounts)

1 — GENERAL INFORMATION

STMicroelectronics N.V. (the “Company”) is registered in The Netherlands with its statutory
domicile in Amsterdam. The Company was formed in 1987 to be the holding company for
the combination of the semiconductor business of SGS Microelettronica (then owned by
Societd Finanziaria Telefonica (S.T.E.T.), an Italian corporation) and the non-military
business of Thomson Semiconducteurs (then owned by Thomson-CSF, a French corporation)
whereby each company contributed their respective semiconductor businesses in exchange
for a 50% interest in the Company.

The Company and its subsidiaries (together “the Group™) are a global independent
semiconductor company that designs, develops, manufactures and markets a broad range of
semiconductor integrated circuits (“ICs”) and discrete devices. The Group offers a diversified
product portfolio and develops products for a wide range of market applications, including
automotive products, computer peripherals, telecommunications systems, consumer products,
industrial automation and control systems. Within its diversified portfolio, the Group has
focused on developing products that leverage its technological strengths in creating customized,
system-level solutions with high-growth digital and mixed-signal content.

These consolidated financial statements have been approved for submission to the annual
general meeting of the shareholders by the Supervisory Board on March 20, 2007.

2 — SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

The principal accounting policies applied in the preparation of these consolidation financial
statements are set out below. These policies have been consistently applied to all the years
presented, unless otherwise stated.

Certain prior year items have been reclassified to conform with current year presentation. The
disclosure contained within the consolidated statement of changes in shareholders’ equity has
been amended to more appropriately reflect the categorization of other reserves and retained
eamnings.

2.1 — Basis of preparation

These consolidated financial statements, prepared for Dutch statutory purposes, have been
prepared in accordance with International Financial Reporting Standards (“IFRS”) as adopted
by the Furopean Union. In accordance with Article 402, Title 9, Book 2 of the Dutch Civil
Code the statement of income is presented in abbreviated form for the Company’s accounts
further presented in these statutory financial statements.

All balances and values in the current and prior periods are in millions of dollars, except
share and per-share amounts or unless otherwise stated. Under Article 35 of the Company’s
Articles of Association, the financial year extends from January 1 to December 31, which is
the period-end of each fiscal year. Interim periods are established for accounting purposes on
a thirteen-week basis. In 2006, the Company’s first quarter ended on April 1, its second
quarter ended on July 1, its third quarter ended on September 30 and its fourth quarter ended
on December 31.
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For internal and extemal reporting purposes, the Group follows accounting pnnmples
genenally accepted in ‘\Lhe United States of America (“I.S. GAAP”). U.S, GAAP is the
Group’s primary accounting standard for the setting of financial and operational performance
targets. “

The consolidated fmancml statements have been prepared under the historical cost
convention, as modnﬁed by available-for-sale financial assets and certain financial assets and
financial liabilities (mcludmg derivative instruments) at fair value, The preparation of
consolidated financial statements in conformity with IFRS requires the use of certain critical
accounting estimates. It also requires management to exercise its judgment in the process of
applying the Group’s accountmg policies. The areas involving a higher degree of judgment or
complexity, or areas where assumptions and estimates are significant to the consolidated
financial statements are  disclosed in Note 2.23.

2.2 —Consolidation

The Group's consolidated financial statements include the assets, liabilities, results of
operations and cash flows of its majority-owned subsidiaries. The ownership of other interest
holders is reflected as[! minority interests. Intergroup balances and transactions have been
climinated in consolidation.

Subsidiaries

Subsidiaries are all entities over which the Group has the power to govern the financial and
operating policies generally accompanying a shareholding of more than one half of the voting
rights. The existence and effect of potentlal voting rights that are currently exercisable or
convertible are cons:dered when assessing whether the Group controls another entity.
Subsidiaries are fully consohdated from the date on which control is transferred to the Group.
They are de-consolidated from the date that control ceases.

The purchase method of accounting is used to account for the acquisition of subsidiaries by
the Group. The cost of an acquisition is measured at the fair value of the assets given, equity
instruments issued and'liabilities incurred or assumed at the date of exchange, plus costs
directly attributable to the vamSltIOn Identifiable assets acquired and liabilities and
contingent liabilities assumed in a business combination are measured initially at their fair
values at the acqulsmon date, irrespective of any minority interest. The excess of the cost of
acquisition over the fair value of the Company’s share of the identifiable net assets acquired
is recorded as goodwill ‘u(Note 2.13). If the cost of acquisition is lower than the fair value of
the Company’s share m the net assets of the entity acquired, the difference is recognized

directly in the income statement.
I

Transactions and minority interests

The Group applies a pollcy of treating transactions with minority interest as transactions with
parties external to the Group Disposals to minority interest result in gains and losses for the
Group that are n:corded|m the income statement. Purchases from minority interest result in
goodwill, being the dnﬂ'erence between any consideration paid and the relevant share
acquired of the carrying value of net assets of the subsidiary.
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Associates

Associates include all entities over which the Group has significant influence but not control,
generally accompanying a shareholding of between 20% and 50% of the voting rights. These
investments are accounted for by the equity method of accounting and are initially recognized
at cost. They are presented on the face of the consolidated balance sheet as “Investments in
associates™.

The Group’s share in its associates’ profit and losses is recognized in the income statement as
“Share of loss of associates” and in the balance sheet as an adjustment against the carrying
amount of the associate. When the Group’s share of losses in an associate equals or exceeds
its interest in the associate, including any unsecured receivable, the Group does not recognize
further losses, unless it has incurred obligations or made payments on behalf of the associate.

Unrealized gains on transaction between the Group and its associates are eliminated to the
extent of the Group’s interest in the associates. Unrealised losses are also eliminated unless
the transaction provides evidence of an impairment of the assets transferred. Accounting
policies of associated have been changed where necessary to ensure consistency with policies
adopted by the Group.

2.3 — Foreign currency translation

Functional and presentation currency

The U.S. dollar is the presentation currency for the Group and the functional currency for the
Company, which is the currency of the primary economic environment in which the
Company operates. The worldwide semiconductor industry uses the U.S. dollar as a currency
of reference for actual pricing in the market. Furthermore, the majority of the Group’s
transactions are denominated in U.S. dollars, and revenues from external sales in U.S. dollars
largely exceed revenues in any other currency. However, labor costs are concentrated
primarily in the countries that have adopted the euro currency.

Transiation and balances

The functional currency of each subsidiary throughout the group is either the local currency
or the US dollar, determined on the basis of the economical environment in which each
subsidiary operates. For consolidation purposes, assets and liabilities included in the financial
statements of the Company’s subsidiaries having the local currency as functional currency are
translated at current rates of exchange at the balance sheet date. Income and expense items
and cash flow items are translated at the monthly average exchange rate of the period, which
has been determined to be representative of the exchange rates at the date of the respective
transactions. The effects of translating the financial position and results of operations from
local functional currencies are reported as a component of “other reserves” in the
consolidated statements of changes in equity.

Assets, liabilities, revenues, expenses, gains or losses arising from foreign currency
transactions are recorded in the functional currency of the recording entity at the exchange
rate during the month of the transaction. At each balance sheet date, recorded balances
denominated in a currency other than the recording entity’s functional currency are re-
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measured into the functional currency at the exchange rate prevailing at the balance sheet
date. The related exchange gains and losses are recorded in the consolidated statements of
income as “Other i mcome and expenses, net”,

Goodwill and fair value adjustments arising on the acquisition of a foreign entity are treated
as assets and liabilities of the foreign entity and translated at the closing rate.

2.4 — Revenue Recognition

Revenue comprises the fair value of the consideration received or receivable for the sale of
goods and services, net of value-added tax, rebates and discounts and after eliminating
intercompany sales within the Group.

The Group recognises irevenue when the amount of revenue can be reliably measured, it is
probable that future ecbnomic benefits will flow to the entity and specific criteria have been
met. for each of the Group’s activities as described below. The amount of revenue is not
considered to be rcllably measurable until all contingencies relating to the sale have been
resolved. In partlcular, revenue is recognized as follows:

Sales

Revenue from the sale of products is recognized upon transfer of significant risks and
rewards of ownership to the customer. This usually occurs at the time of shipment,
Distribution costs are recorded in “cost of sales”.

Other revenues

Other revenues primafily consist of license revenue and patent royalty income, which are
recognized ratably over the term of the agreements.

Fundings

Fundings received by, the Group are mainly from governmental agencies and income is
recorded when all qualifying expenditures have been performed and the Group has obtained
sufficient evidence from the relevant authorities that the credit will be granted. The Group's
primary sources for government funding are French, Italian and other European Union
(“EU") governmental ennnes, and Singapore agencies. Such fimding is generally provided to
encourage research and development activities, industrialization and local economic
development. The EU has developed model contracts for research and development funding
that require beneficiaries to disclose the results to third parties on reasonable terms. The
conditions for receipt of government funding may include eligibility restrictions, approval by
EU authorities, annugl budget appropriations, compliance with European Commission
regulations, as well as specifications regardmg objectives and results. Certain specific
contracts contain 0b11gat10ns to maintain a minimum level of employment and investment
during a certain period of time, There could be penalties if these objectives are not fulfilled.
Other contracts contain penalties for late deliveries or for breach of contract, which may
result in repayment obligations. In accordance with the Group's revenue recognition policy,
funding related to these contracts is recorded when the conditions required by the contracts
are met. The Group’s funchng programs are classified under three general categories: funding
for research and development activities, capital investment, and loans.
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Funding for research and development activities is the most common form of funding that the
Group receives. Public funding for such activities is recorded as “other income™ in the
Group’s consolidated statements of income. Public funding is recognized ratably as the
related costs are incurred once the agreement with the respective povernmental agency has
been signed and all applicable conditions are met. No major public funding is received for
development projects recognized by the Group as intangible assets, which would have
supposed that the Group would have recognized such funding as a reduction of the
corresponding intangible assets.

The Group receives certain specific project-related research tax credits in some of its tax
jurisdictions. Such credits can be recovered through the reduction of income tax to be paid for
the year. Nevertheless, the Group is entitled to receive in cash such credit even if no income
tax is expected to be paid. As such the Group recognizes these credits as research and
development funding, which are included in “other income™ in the consolidated statements of
mcome,

Capital investment funding is recorded as a reduction of “property, plant and equipment” and
is recognized in the Group’s consolidated statements of income according to the depreciation
charges of the funded assets during their useful lives. The Group also receives capital funding
in Italy, which is recovered through the reduction of various government liabilities, including
income taxes, value-added tax and e¢mployee-related social charges. The funding has been
classified as long-term receivable and is reflected in the balance sheet at its discounted net
present value. The subsequent accretion of the discount is recorded as non-operating profit in
“Finance cost™.

The Group receives certain loans, mainly related to large capital investment projects, at
preferential interest rates. The Group records these loans at their nominal value as debt in its
consolidated balance sheets, which has also been determined to approximate its effective rate
based on the term outstanding.

2.5 — Research and development

Research and development expenditures include costs incurred by the Group, the Group’s
share of costs incurred by other research and development interest groups and costs
associated with co-development alliances entered with other companies for joint research
initiatives. Research and development expenses do not include marketing design center costs,
which are accounted for as selling expenses and process engineering, pre-production or
process transfer costs which are recorded as cost of sales. Research costs are charged to
expense as incurred.

Expenditures incurred on development projects, mainly related to the design and testing of
new or improved products are recognized as intangible assets when it is probable that the
project will be a success, considering its commercial and technological feasibility, and costs
can be measured reliably. Development expenditures recognized as assets are amortized over
their estimated useful lives, not exceeding three years (Note 2.12). Other development costs
are recognized as an expense as incurred. Development costs recognized as an expense are
not recognized as an asset in a subsequent period. The amortization expense recognized on
capitalized development costs is recorded as cost of sales. Amortization expense on
technologies and licenses purchased by the Group from third parties to facilitate the Group’s
research is recorded as research and development expenses.
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2.6 — Start-up costs

Start-up costs represent costs incurred in the start-up and testing of the Group’s new
manufacturing fac111t1es before reaching the earlier of a minimum level of production or 6-
months after the fabncatlon line’s quality qualification. No sales are associated with these
costs. As such, they are not included as part of cost of sales and are presented in “other
expenses” in the consolidated statements of income.

2.7 — Income taxes

Income tax expense represents the income taxes expected to be paid or the benefit expected
to be received related to the current year income or loss in each individual tax jurisdiction.
Income tax expense for specific tax assessments are also estimated and recorded when an
additional tax payment is determined probable. Deferred tax assets and liabilities are
recorded, using the liability method, for temporary differences arising between the tax and
book bases of assets and liabilities and for the benefits of tax credits and operating loss carry-
forwards. However, deferred income tax is not accounted for if it arises from initial
recognition of an asset or liability in a transaction other than a business combination that, at
the time of the transaction, affects neither accounting nor taxable profit or loss. Deferred
income tax is determined using tax rates and laws that have been enacted or substantially
enacted by the balance sheet date and are expected to-apply when the related deferred income
tax asset is realized or the deferred income tax liability is settled.

Deferred income tax assets are recognized to the extent that it is probable that future taxable
profit will be available'against which the temporary differences can be utilized.

The Group does not provide deferred income taxes on temporary differences arising on
investments in subsidiaries and associates because the timing of the reversal of the temporary
difference is controlled by the Group, and it is probable that the temporary difference will not
reverse in the foreseeable future, or if reversed, will not be subject to tax.

Certain specific research tax credits received in some of the tax jurisdictions of the Group are
recognized as research and development funding and included in “other income™ in the
consolidated statements of income since the Group is entitled to receive in cash such credit
even if no income tax is expected to be paid for the year in which the research tax credit must
be recognized.

2.8 — Earnings per share

Basic earnings per share are computed by dividing net profit by the weighted average number
of ordinary shares outstanding during the period. Diluted eamings per share are computed
using the treasury stock method by dividing net profit (adding-back interest expense, net of
tax effects, related to convertlble debt if determined to be dilutive) by the weighted average
number of ordinary shares and potential ordinary shares outstanding during the period. The
weighted average sharés used to compute diluted eamings per share include the incremental
shares of ordinary shares relating to stock options granted, nonvested shares and convertible
debt to the extent such incremental shares are dilutive. Nonvested shares with performance or
market conditions arejincluded in the computation of diluted eamnings per share if their
conditions have been satisfied at the balance sheet date and if the awards are dilutive.
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2.9 — Cash and cash equivalents

Cash and cash equivalents represents cash on hand, deposits at call with banks, highly liquid
investments with insignificant interest rate risk purchased with an original maturity of ninety
days or less. For cash flow presentation purposes, cash and cash equivalents includes bank
overdrafis. Bank overdrafis are shown as part of current liabilities on the consolidated
balance sheet.

2.10 — Trade accounts receivable

The accounts receivable are initially recognized at fair value, and subsequently measured at
amortized cost using the effective interest method, less a provision for impairment. The
Group maintains a provision for impairment of receivables for estimated losses resulting from
its customers’ inability to make required payments. The amount of provision is the difference
between the asset’s camrying amount and the present value of the estimated present cash
flows, discounted at the effective interest rate. The amount of the provision is recognized in
the income statement as “selling, general and administrative expenses”.

2.11 — Inventories

Inventories are stated at the lower of cost or net realizable value. Cost is based on the
weighted average cost by adjusting standard cost to approximate actual manufacturing costs
on a quarterly basis; the cost is therefore dependent on the Group’s manufacturing
performance. In the case of underutilization of manufacturing facilities, the costs associated
with the excess capacity are not included in the valuation of inventories but charged directly
to cost of sales. Net realizable value is the estimated selling price in the ordinary course of
business, less applicable variable selling expenses.

The Company performs on a continuous basis inventory write-off of products, which have the
characteristics of slow-moving, old production date and technical obsolescence. Additionally,
the Group evaluates its product inventory to identify obsolete or slow-selling stock by
computing any excess inventory based on the previous quarter sales, orders’ backlog and
production plans. Inventory associated with obsolete or uncommitted inventory is expensed
to cost of sales.

2.12 — Intangible assets subject to amortization

Intangible assets subject to amortization include the cost of technologies and licenses
purchased from third parties, purchased software, internally developed software which is
capitalized and costs incurred on other development projects that meet all capitalization
criteria as defined in IAS 38 (revised), Intangible Assets. Intangible assets subject to
amortization are reflected net of any impairment losses. The carrying value of intangible
assets subject to amortization is evaluated whenever changes in circumstances indicate that
the carrying amount may not be recoverable. An impairment loss is recognized in the income
statement for the amount by which the asset’s carrying amount exceeds its recoverable
amount. The recoverable amount is the higher of an asset’s fair value and value in use, The
fair value would normally be estimated based on independent market appraisals, the value in
use corresponds to the sum of discounted future cash flows to be derived from the particular
asset or to the cash-regenerating unit to which it relates.
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Amortization is computed using the straight-line method over the following estimated useful
lives: '

Technologies & licenses 3-7 years
Purchased SOMWACE... ... iirrsim s serssssems s sansssasyans passsasesensessnes 3-4 years
Internaily developed software 4 years
Capitalized development costs 3 years

The Group evaluates the remaining useful life of an intangible asset at each reporting period
to determine whether events and circumstances warrant a revision to the remaining period of
amortization.

The capitalization of costs for internally generated software developed for the Group’s
internal use begins when preliminary project stage is completed and when the Group,
implicitly or explicitly, authorizes and commits to funding a computer software project since
it will be probable that the project will be completed and will be used to perform the function
intended.

Expenditures incurred on development projects, mainly related to the design and testing of
new or improved products, are recognised as intangible assets net of any material government
funding directly attributable to the specific projects when the Group can demonstrate all of
the following: (i) the technical feasibility of completing the itern under development so that it
will be available for use or sale; (ii) its intention to complete the item under development and
to use it or sell it; (iii) its ability to use or sell the intangible asset under construction; (iv)
how the item under development will generate probable future economic benefits; (v) the
availability of adequate technical, financial and other resources to complete the development
and to use or sell the item under development; and (vi) its ability to measure reliably the
expenditure attributable to the project during its development. Development costs that have
been capitalized are amortized on a straight-line basis over the period of their expected
benefits, not exceeding three years. Development costs incurred before the Group can
demonstrate the compliance with the capitalization criteria described above and after the
commencement of the generation of benefits through the use or production of the developed
itemn are not capitalized and are recognized in the consolidated statements of income as
research and development expenses.

2.13 — Goodwill

Goodwill recognized in business combinations is not amortized but rather is subject to an
impairment test to be performed on an annual basis or more frequently if indicators of
impairment exist, in order to assess the recoverability of its carrying value. Goodwill subject
to potential impairment is allocated to cash-generating units (“CGUs™) for the purpose of
impairment testing. These CGUs, which represent a component of an operating segment for
which discrete financial information is available and is subject to regular review by segment
management are further described in detail in Note 8. This impairment test determines
whether the recoverable amount of each cash-generating unit, which is the higher of its
assets” net selling price and its value in use, is lower than its total carrying amount. If lower,
an impairment loss is recognized for the excess of the carrying amount over the recoverable
amount. If the impairment loss exceeds the book value of goodwill, allocation is made on a
pro rata basis to assets. In determining the value in use of a cash-generating unit, the Group
usually estimates the expected discounted future cash flows associated with the unit.
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Significant management judgments and estimates are used in forecasting the future
discounted cash flows, including: the applicable industry’s sales volume forecast and selling
price evolution, the cash-generating unit’s market penetration, the market acceptance of
certain new technologies, relevant cost structure, the discount rates applied using a weighted
average cost of capital and the perpetuity rates used in calculating cash flow terminal values.

2.14 — Property, plant and equipment

Property, plant and equipment are stated at historical cost, net of government fundings,
depreciation and any impairment losses. Major additions and improvements are capitalized,
minor replacements and repairs are charged to the consolidated statement of income.

Land is not depreciated. Depreciation on fixed assets is computed using the straight-line
method over the following estimated useful lives: :

BUIMIDES ..eventiessienienssanscontsassbesssanss saass sessst s sssesssssrases sess s e sesbas beaRs RS pan s esmps s s bt e 33 years
Facilities & leasehold improvements.. 5-10 years
Machinery and equipment..........oeeae 3-6 years
Computer and RED EQUIPIMIENL.........eccvviiiniiememssiessemsesessasesssiarsssrssersensmsensesessessssonss 3-6 years
L= O O ST TyUSUvOTOUoN 2-5 years

The Group evaluates each period whether there is reason to suspect that tangible assets or
groups of assets might not be recoverable. Several impairment indicators exist for making
this assessment, such as: significant changes in the technological, market, economic or legal
environment in which the Group operates or in the market to which the asset is dedicated, or
available evidence of obsolescence of the asset, or indication that its economic performance
is, or will be, worse than expected. For the purposes of assessing impairment, assets are
grouped at the lowest levels for which there are separately identifiable cash flows (cash-
generating units). An impairment loss is recognized in the income statement for the amount
by which the asset’s carrying amount exceeds its recoverable amount. The recoverable
amount is the higher of an asset’s fair value less costs to sell and value in use. The fair value
is normally estimated by the Group based on independent market appraisals. The value in use
corresponds to the sum of discounted future cash flows to be derived from the particular
asset, using market assumptions such as the utilization of the Group’s fabrication facilities
and the ability to upgrade such facilities, change in the selling price and the adoption of new
technologies. The Group also evaluates, and adjusts if appropriate, the assets’ useful lives, at
each balance sheet date or when impairment indicators exist. Assets classified as held for sale
are reflected at the lower of their carrying amount or fair value less selling costs and are not
depreciated during the selling period. Costs to sell include incremental direct costs to transact
the sale that would not have been incurred except for the decision to sell.

When property, plant and equipment are retired or otherwise disposed of, the net book value
of the assets is removed from the Group’s books and the net gain or loss is included in “other
income” in the consolidated statements of income.

Leasing agreements in which a significant portion of the risks and rewards of ownership are
retained by the Group are classified as finance leases. These leases are included in “property,
plant and equipment” and depreciated over the shorter of the estimated useful life or the lease
term. Leasing agreements classified as operating leases are arrangements in which the lessor
retains a significant portion of the risks and rewards of ownership of the leased asset.
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Payments made under operating leases are charged to the income statement on a straight-line
basis over the period of the lease.

Borrowing costs incurr!:ed for the construction of any qualifying asset are capitalized during
the period of time that is required to complete and prepare the asset for its intended use. Other
borrowing costs are expensed.

I
2.15 — Financial Assets
The Group classifies its financial assets in the following categories: financial assets at fair
value through profit and loss, loans and receivables and available-for-sale financial assets.
The classification depends on the purpose for which the investments were acquired.
Management detenmnes the classification of its investments at initial recognition and re-
evaluates this desngnatlon at each reporting date.

I

Financial assets at fair value through profit and loss

A financial asset is claésiﬁed in this category if acquired principally for the purpose of selling
in the short term or if so designated by management. Assets in this category are classified as
current assets when they are expected to be realized within twelve months of the balance
sheet date.

Loans and receivables |

Loans and receivables are non-derivative financial assets with fixed or determinable
payments that are not, quoted in an active market. They arise when the Group provides
money, goods or services directly to a debtor with no intention of trading the receivable.
They are included in cirrent assets, except for maturities greater than twelve months after the
balance sheet date, which are classified as non-current assets. Their discounted value, net of
any provision for impairment, is assumed to approximate their fair value. Loans and
receivables are carried at amortized cost using the effective interest method.

Available-for-sale ﬁnaﬁcia! assets

For those financial assets with a readily determinable fair value and that are classified as
available-for-sale, the marketable securities are reported at falr value with changes in fair
value recogmzed as a separate component of “other reserves” in the consolidated statements
of changes in equity. Impairment losses are recorded in net profit based on the Group’s
assessment of any s1gmﬁcant, sustained reductions in the investment’s market value, and of
the market indicators affecung the securities. Gains and losses on marketable sccurities sold
are computed for each spemﬁc asset and are recorded as “other income™ or “other expenses”
in the consolidated statement of income.

Purchases and sales of investments are recognized on trade date, which is the date on which
the Group commits to] purchase or sell the asset. Investments are derecognized when the
rights to receive cash ﬂows from the investments have expired or have been transferred and
the Group has transferred substantially all risks and rewards of ownership.
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2.16 — Derivative Instruments

Foreign Currency Forward Contracts and Currency Options Not Designated as a Hedge

The Group conducts its business on a global basis in various major intemational currencies.
As a result, the Group is exposed to adverse movements in foreign currency exchange rates.
The Group enters into foreign currency forward contracts and currency options to reduce its
exposure to changes in exchange rates and the associated risk arising from the denomination
of certain assets and liabilities in foreign currencies at the Company’s subsidiaries. In
addition forward contracts and currency options are also used by the Company to reduce its
exposure to U.S. dollar fluctuations in euro-denominated forecasted intercompany
transactions that cover a large part of research and development expenditures and certain
corporate expenses incurred on the Company’s behalf by subsidiaries. These intercompany
transactions are not closely limited to ultimate transactions with third parties. These
instruments do not qualify as hedging instruments and are marked-to-market at each period-
end with the associated changes in fair value recognized in “other income” or “other
expenses” in the consolidated statements of income.

Cash Flow Hedges

To further reduce its exposure to U.S. dollar exchange rate fluctuations, the Company also
hedged in 2006 and 2005 a portion of its euro-denominated forecasted intercompany
purchases of products whose underlying front-end manufacturing production costs of semi-
finished goods are incurred in euros. The foreign currency forward contracts and the currency
options used to hedge exposures are reflected at their fair value in the consolidated balance
sheet and meet the criteria for designation as cash flow hedges. The criteria for designating a
derivative as a hedge include the instrument’s effectiveness in risk reduction, close link to
ultimate sales to third parties and, in most cases, a one-to-one matching of the derivative
instrument to its underlying transaction. Foreign currency forward contracts and currency
options used as hedges are effective at reducing the euro/U.S. dollar currency fluctuation risk
and are designated as a hedge at the inception of the contract. For these derivatives, the gain
or loss from the effective portion of the hedge is reported as a component of “other reserves”
in the consolidated statements of changes in equity and is reclassified into earnings in the
same period in which the hedged transaction affects earnings, and within the same income
statement line item as the impact of the hedged transaction. The gain or loss is recognized
immediately in “other income” and “other expenses” in the consolidated statements of
income when an ineffective portion of the hedge is identified.

Fair Value Hedges

In 2006, the Company entered into cancellable swaps with a combined notional value of $200
million to hedge the fair value of a portion of the convertible bonds due 2016 carrying a fixed
interest rate. The cancellable swaps convert the fixed rate interest expense recorded on the
convertible bond due to 2016 to a variable interest rate based upon adjusted LIBOR. As of
December 31, 2006 the cancellable swaps met the criteria for designation as a fair value
hedge and, as such, both the swaps and the hedged portion of the bonds are reflected at their
fair values in the consolidated balance sheet. The criteria for designating a derivative as a
hedge include evaluating whether the instrument is highly effective at offsetting changes in
the fair value of the hedged item attributable to the hedged risk. Hedged effectiveness is
assessed on both a prospective and retrospective basis at each reporting period. At December
31, 2006 the cancellable swaps are highly effective for hedging the change in fair value of the
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hedged bonds attributable to changes in interest rates. Any ineffectiveness of the hedge
relationship is recorded|as a gain or loss on derivatives as a component of “other income and
expenses, net”. If the hedge becomes no longer highly effective, the hedged portion of the
bonds will discontinue bemg marked to fair value while the changes in the fair value of the
cancellable swaps will contmue to be recorded in the consolidated income statement.

2.17 — Employee beneﬁts

Pension obligations

The Group sponsors various pension schemes for its employees. These schemes conform to
local regulations and practices of the countries in which the Group operates. They are
generally funded through payments to insurance companies or trustee-administered funds,
determined by penodlc actuarial calculations. Such plans include both defined benefit and
defined contribution pla.ns A defined benefit plan is a pension plan that defines the amount of
pension benefit that an employee will receive on retirement, usually dependent on one or

more factors such as age years of service and compensation. A defined contribution plan is a-

pension plan under which the Group pays fixed contributions into a separate entity. The
Group has no legal or constructive obligations to pay further contributions if the fund does
not hold sufficient assets to pay all employees the benefits relating to employee service in the
current and prior periods.

The liability recognized in the consolidated balance sheet in respect of defined pension plans
is the present value of the defined benefit obligation at the balance sheet date less the fair
value of plan assets, together with adjustments for unrecogmzed actuarial gains and losses
and past service costs. Significant estimates are used in determining the assumptions
incorporated in the oalculatton of the pension obllgatlons which is supported by input from
mdependent actuaries. The defined benefit obligation is calculated annually by independent
actuaries using the prolected unit credit method. The present value of the defined benefit
obligation is determined by discounting the estimated future cash outflows using interest rates
of high-quality corporate bonds that are denominated in the currency in which the benefits
will be paid, and that have terrns to matunty approxunatmg the terms of the related pensmn
liability. Actuarial gams and losses arising from experience adjustments and changes in
actuarial assumptions m excess of the greater of 10% of the value of plan assets or 10% of the
defined benefit obhgatton are charged or credited to income over the employees’ expected
average remaining working lives. Past-service costs are recognized immediately in income,
unless the changes to the pension scheme are conditional on the employees remaining in
service for a specified penod of time (the vesting period). In this case, the past-service costs

are amortized on a straight-line basis over the vesting period.
!

For defined contnbutlon plans, the Group pays contributions to publicly or privately
administered pension insurance plans on a mandatory, contractual or voluntary basis. The
Group has no further Lpayment obligations once the contributions have been paid. The
contributions are recognized as employee benefit expense when they are due. Prepaid
contributions are recogmzed as an asset to the extent that a cash refund or a reduction in the
future payments is avallable

Termination benefits .

Termination benefits are payable when employment is terminated before the normal
retirement date, or whenever an employee accepts voluntary redundancy in exchange for
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these benefits. The Group recognizes termination benefits when it is demonstrably committed
to either: terminating the employment of current employees according to a detailed formal
plan without possibility of withdrawal; or providing termination benefits as an offer made to
encourage voluntary redundancy. Benefits falling due more than twelve months after the
balance sheet date are discounted to present value. In the case of an offer made to encourage
voluntary redundancy, the Group bases the measurement of termination benefits on the
number of employees expected to accept the offer.

Prafit-sharing and bonus plans

The Group recognizes a liability and an expense for bonuses and profit-sharing plans when it
is contractually obliged or where there is a past practice that has created a constructive
obligation.

Share-based compensation

The fair value of the employee services received in exchange for the grant of share-based
awards is recognized as an expense and as a cormresponding increase in shareholders’ equity.
The total amount to be expensed over the vesting period is determined by reference to the fair
valee of the awards granted. Any applicable employee social charges are also expensed
ratably over the same period as the share-based compensation expense.

Share Options

At December 31, 2006, the Group had five employee and Supervisory Board share-option
plans, which are described in detail in Note 16. In 2005, the Group redefined its equity-based
compensation strategy by no longer granting options but rather issuing non-vested shares. In
July 20035, the Group amended its latest Share Option Plans for employees, Supervisory
Board and Professionals of the Supervisory Board accordingly. As part of this revised share
compensation policy, the Group decided in July 2005 to accelerate the vesting period of all
outstanding unvested share options, following anthorization from the Group’s shareholders at
the annual general meeting held on March 18, 2005. As a result, underwater options
equivalent to approximately 32 million shares became exercisable immediately in July 2005.
The fair value of the share options granted was measured using a Black—Scholes pricing
model. The number of awards used to measured compensation expense was based on the best
estimate of the number of share options ¢xpected to vest. Total compensation expense was
recognized ratably through graded vesting. At acceleration of the vesting of all unvested
share options, the corresponding compensation charge was recognized immediately in the
consolidated statement of income for the year ended December 31, 2005 for the amount that
otherwise would have been recognized for services received over the remainder of the vesting
period.

Nonvested Shares

During 2005 and 2006 the Group granted nonvested shares to senior executives, sclected
employees and members of the Supervisory Board to be issued upon vesting from treasury
shares. The shares were granted for free to employees and at their nominal value for the
members of the Supervisory Board. The awards granted in 2005 to employees will
contingently vest upon achieving market or performance conditions and progressively upon
completion of a three-year service period. The awards granted in 2006 to employees will
contingently vest upon achieving performance conditions only and a three years service
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period. Shares granted to the Supervisory Board vest unconditionally along the same vesting
period as employees. Smce nonvested shares granted to Supervisory Board membets are not
forfeited, even if the semce period is not completed, their associated compensation cost has
been recorded 1mmed1ately at grant. The Group records compensation expense for the
nonvested shares based!ion the fair value of the awards at grant date. The fair value of the
nonvested shares affected by a market condition reflects a discount, using a Monte Carlo
path-dependent pricing model, to measure the probability of achieving the market condition.

Nonvested shares are further explained in Note 16.

|
2.18 — Financial Debt

Compound Financial Instruments

At December 31, 2006, the Group had two compound financial instruments consisting in
convertible bonds issued in 2003 and 2006 respectively, on a ten-year maturity period each.

Compound financial instruments are assessed for separate accounting into debt and equity
components based on the circumstances at the inception of the instruments. The Company
recognizes separately the components of the financial instrument that a) creates a financial
liability and b) grants an option to the holder of the instrument to convert it into an equity
instrument of the Company A conversion option ¢mbedded in the compound financial
instrument is an equity i mstrument when the Company has an unconditional right through this
option to avoid settlement in cash or another financial asset. When separate accounting is
applied, the fair value of the liability portion of the convertible debt is determined using a
market interest rate for an equivalent non-convertible debt over the period of future probable
cash flows as estimated on the date of issuance. This arnount is recogmzed as a liability on an
amortized cost basis until redeemed, extinguished on conversion or on the maturity of the
bonds. The remainder 6f the proceeds is allocated to the conversion option. When separate
accounting cannot be applied because settlement in cash or another financial asset cannot be
avoided, the conversion option is recorded at fair value and reported as a liability component
as part of non-current liabilities on the consolidated balance sheet. Changes in fair value are
recognized immediately at each reporting date on the line “other income or “other expenses”
in the consolidated ﬁnapmal statements of income.

For the 2013 and 2016 convertible bonds, the bond terms enable the holder to receive a cash
settlernent under certain circumstances, and consequently, the Group has classified the share
conversion option as a financial liability. Based on the existing market conditions at
issuance, management| estimated that separately valuing the embedded share conversion
option would not be materially different from calculating this share conversion value as the
residual amount of theﬂtotal bond proceeds, less the fair value of the debt component. The
Group determined the debt portion of the convertible debt using a market interest rate for an
equivalent non-convernble debt with a term corresponding to the instrument’s estirnated
probable cash flows.

Debt issuance and other transaction costs that relate to the issue of a compound financial
instrument are allocated to the Hability and equity components of the instrument in proportion
to the allocation of proceeds The costs allocated to the liability component of the financial
instrument are amortized in “finance cost” until extinguishment of the liability component.
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Bank loans and Senior bonds

Bank loans including Senior bonds, are recognized initially at fair value, net of transaction
costs incurred. They are subsequently stated at amortized cost; any difference between the
proceeds (net of transaction costs) and the redemption value is recognized in the consolidated
statement of income over the period of the borrowings using the effective interest method.

Borrowings are classified as current liabilities unless the Group has an unconditional right to
defer settlement of the liability for at least twelve months after the balance sheet date.

2.19 — Share capital

Ordinary shares are classified as equity. Incremental costs directly attributable to the issue of
new shares or options are shown in equity as a deduction, net of tax, from the proceeds.

Where any subsidiary purchases the Group’s equity share capital (treasury shares), the
consideration paid, including any directly attributable incremental costs, (net of income
taxes), is deducted from equity attributable to the Group’s shareholders until the shares are
cancelled, reissued or disposed of. Where such shares are subsequently sold or reissued, any
consideration received net of directly attributable incremental transaction costs and the
related income tax effect is included in equity attributable to the Group’s shareholders.

Dividend distribution to the Company’s shareholders is recognised as a liability in the
Group’s financial statements in the period in which the dividends were approved by the
Company’s shareholders,

2.20 — QOther reserves

Other reserves correspond to changes in equity of a business during a period except those
resulting from investment by sharcholders and distributions to sharcholders. In the
accompanying consolidated financial statements, “other reserves” consists of fair value of
services provided under share award schemes, unrealized gains or losses on marketable
securities classified as available-for-sale and the unrealized gain (loss) on derivative
instruments designated as cash flow hedge, all net of tax as well as foreign currency
translation adjustments.

2.21 — Provisions

Provisions for restructuring costs, and legal claims are recognized when: the Group has a
present legal or constructive obligation as a result of past events; it is more likely than not
that an ouiflow of resources will be required to settle the obligation; and the amount has been
reliably estimated. Restructuring provisions comprise lease termination penalties and
employee termination payments. Provisions are not recognized for future operating losses.

Where there are a number of similar obligations, the likelihood that an outflow will be
required in settlements is determined by considering the class of obligations as a whole. A
provision is recognized even if the likelihood of the outflow with respect to any one item
included in the same class of vbligations may be small.

Provisions are measured at the present value of the expenditures expected to be required to
settle the obligation using a pre tax rate that reflects current market assessments of the time
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value of money and the risk specific to the obligation. The increase in the provision due to
passage of time is recognized as finance cost.

2.22 — Segment repor:ting
i

A business segment is a group of assets and operations engaged in providing products that are
subject to risk and returns that are different from those of other business segments. A
geographical segment| is engaged in providing products within a particular economic
environment that are subject to risks and returns that are different from those of segments
operating in other econ‘“‘ornic environments,

2.23 — Critical accounting estimates and judgments

|
Estimates and judgments are continually evaluated and are based on historical experience and
other factors, mcludmg .expectations of future events that are believed to be reasonable under
circumstances

The Group makes estimates and assumptions concerning the future. The resulting accounting
estimates will, by definition, seldom equal the related actual results. Estimates and
assumptions that havela significant risk of causing material adjustments to the carrying
amounts of assets and liabilities within the next financial year are described below.

Provision for sales returns and sales deductions

Consistent with standard business practice in the semiconductor industry, price protection is
granted to distribution!customers on their existing inventory of the Group’s products to
compensate them for ‘declines in market prices. The ultimate decision to authorize a
distributor refund remams fuily within the control of the Group. The Group accrues a
provision for price protect:on based on a rolling historical price trend computed on a monthly
basis as a percentage'of gross distributor sales, This historical price trend represents
differences in recent months between the invoiced price and the final price to the distributor,
adjusted if required, to|| accommodate a significant move in the current market price. The
short outstanding inventory time peried, visibility into the standard inventory product pricing
(as opposed to certain customized products) and long distributor pricing history have enabled
the Group to reliably estlmate price protection provisions at period-end. The Group records
the accrued amounts as a deduction of revenue at the time of the sale.

The Group’s customers occasmnally return the Group’s products for technical reasons. The
Group’s standard tem:s and conditions of sale provide that if the Group determines that
products are non—conformmg, the Group will repair or replace the non-conforming products,
or issue a credit or rebate of the purchase price. Quality retuns are not related to any
technological obsolescence issues and are identified shortly after sale in customer quality
control testing, Quahtykretums are always associated with end-user customers, not with
distribution channels. The Group provides for such retums when they are cons1dered as
probable and can be reasonably estimated. The Group records the accrued amounts as a
reduction of revenue.

The Group’s insurance policy relating to product liability only covers physical damage and
other direct damages caused by defective products. The Group does not carry insurance
against immaterial non consequentlal damages. The Group records a provision for warranty
costs as a charge agamst cost of sales, based on historical trends of warranty costs incurred as
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a percentage of sales, which management has determined to be a reasonable estimate of the
probable losses to be incurred for warranty claims in a period. Any potential warranty claims
are subject to the Group's determination that the Group is at fault for damages, and such
claims usually must be submitted within a short period following the date of sale. This
warranty is given in lieu of all other warranties, conditions or terms expressed or implied by
statute or common law. The Group’s contractual terms and conditions limit its liability to the
sales value of the products which gives rise to the claims.

The Company, when acting as a guarantor, recognizes, at the inception of a guarantee, a
liability for the fair value of the obligation the Company assumes under the guarantee, in
compliance with IAS 39, Financial Instruments: Recognition and Measurements. When the
guarantee is issued in conjunction with the formation of a partially owned business or a
venture accounted for under the equity method, the recognition of the liability for the
guarantee results in an increase to the carrying amount of the investment. The liabilities
recognized for the obligations of the guarantees undertaken by the Company are measured
subsequently on each reporting date, in accordance with IAS 37 Provisions, Contingent
Liabilities and Contingent Assets the initial liability being reduced as the Company, as
guarantor, is released from the risk underlying the guarantee.

Trade receivables

The Group maintains impairment for doubtful accounts for estimated losses resulting from its
customers’ inability to make required payments. The Group bases its estimates on historical
collection trends. Furthermore, the Group is required to evaluate its customers’ credit ratings
from time to time and take an additional provision for any specific account that it estimates as
doubtful. Although the Group has determined that its most significant customers are
creditworthy, if the financial condition of these customers were to deteriorate, resulting in an
impairment of their ability to make payments, additional allowances could be required.

Income taxes

The Group is required to assess the likelihood of recovery of deferred tax assets. As of
December 31, 2006, the Group believes that all of the deferred tax assets as recorded on the
consolidated balance sheet, would ultimately be recovered. However, should there be a
change in the Group’s ability to recover deferred tax assets or in the tax rates applicable in
the various jurisdictions, this could have an impact on the Group’s future tax provision in the
periods in which these changes could occur.

In addition, the calculation of tax liabilities involves dealing with uncertainties in the
application of complex tax regulations. The Group recognizes liabilities for anticipated tax
audit issues based on estimates that probable additional taxes will be due. The Group reverses
the liability and recognizes a tax benefit during the period if it uitimately determines that the
lability is no longer necessary. An additional charge is recorded in income tax expense in the
period in which the Group determines that the recorded tax liability is less than the Group
expects the ultimate assessment to be,

Inventory

The valuation of inventory requires the Group to estimate obsolete or excess inventory as
well as inventory that is not of saleable quality. Inventory is reduced to the expected
realizable value for any excess uncommitted inventories based on the previous quarter sales,
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order backlog and production plans. To the extent that future negative market conditions
generate order backlog cancellations and declining sales, or if future conditions are less
favorable than the projected revenue assumptions, the Group could be required to record
additional inventory adjustments, which would have a negative impact on the gross margin.

Impairment of long-live'd assets
II

Long-lived assets are tested or reviewed for impairment in accordance with accounting
policies stated in Notes 2.12, 2.13 and 2.14. Considerable management judgments are
necessary to identify unpamnent indicators and to estimate future sales and expenses, which
underlie the discounted! future cash flow projections. Factors such as changes in the planned
use of property, plant and equipment, the closure of fab, lower than anticipated sales for
products which capltahze rights, the change in the use or in the market acceptance of certain
new technologies, coqld result in shortened useful lives or impairment charges to be
recognized in the period in which such determination is made.

Pension obligations

The Group sponsors vanous pensnon schemes for its employees. The expense incurred under
the defined benefit retlrement plans is based upon statistical and actuarial calculations, and is
impacted by assumptlons on discount rates used to reach the present value of future pension
liabilities, expected return that will be made on existing pension assets, future salaly
increases as well as future pension increases and statistical-based assumptions covering
future withdrawals of '|part101pauts from the plan and estimates of life expectancy. The
actuarial assumptions used may differ materially from actual results due to changes in market
and economic COIldlthIlS higher or lower withdrawal rates or longer or shorter life spans of
participants and 51gmﬁcantiy impact the amount of pension costs and pension liabilities to be
recognized in the period in which such determination is made.

Restructuring charges

The Group has undertaken, and may continue to undertake, significant restructuring
initiatives, which have requu'ed, or may require in the future, to develop formalized plans for
exiting activities or to dnspose of certain activities. In accordance with IAS 37 accounting
requirements, the Group recognizes the fair value of a liability for costs associated with an
exit or disposal activity when a probable liability exists and it can be reasonably estimated.
Given the significance] and the timing of the execution of such activities, the process is
complex and involves periodic reviews of estimates made at the time the original decisions
were taken. As the Group operates in a highly cyclical industry, it continues to evaluate
business conditions. If broader or new initiatives, which could include production curtailment
or closure of other manufactunng facilities, were to be taken, the Group may be required to
incur additional charges as well as to change estimates of amounts previously recorded in the
period in which such determmatlon is made.

2.24 — Recent accounting pronouncements
;

a) Amendments to published standards effective in 2006 and early adopted in 2005:

The Group early adopted in 2005 TAS 39 (Amendment), Cash Flow Hedge Accounting of
Forecast Intragroup Transactlons effective from January 1, 2006. The amendment atlows the
foreign currency risk of, hlgh]y probable forecast intragroup transaction to qualify as a hedged
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item in the consolidated financial statements, provided that: (a) the transaction is
denominated in a currency other than the functional currency of the entity entering into that
transaction; and (b) the foreign currency risk will affect consolidated profit and loss. This
amendment is relevant to the Group’s operations, as the Group uses forward contracts to
reduce its exposure to U.S. dollar fluctuations in euro-denominated forecasted intercompany
transactions related to front-end manufacturing production costs of semi-finished goods
incurred on behalf of the Company by subsidiaries. The foreign currency forward contracts
used to hedge exposures meet the criteria for designation as cash flow hedges.

The Company also entered into forward contracts in 2006 and 2005 to minimize the exposure
to eure denominated expenses incurred related to corporate expenses and R&D costs. These
intercompany transactions are not closely linked to ultimate transactions with third parties
and these forward contracts do not qualify as hedging instruments.

b) Amendments to published standards and interpretations effective in 2006 and relevant for
the Group's operations:

IAS 19 (Amendment), Employee Benefits is mandatory for the Group’s accounting periods
beginning on or after January 1, 2006. It introduces the option of an alternative recognition
approach for actuarial gains and losses. It may impose additional recognition requirements
for multi-employer plans where insufficient information is available to apply defined benefit
accounting. It also adds new disclosure requirements. As the Group does not intend to change
accounting policies adopted for recognition of actuarial gains and losses and does not
participate in any multi-employer plans, adoption of this amendment only impacted the
format and extent of disclosures presented in its consolidated financial statements.

IAS 39 (Amendment), The fair Value Option is mandatory for the Group’s accounting
periods beginning on or after January 1, 2006. This amendment changes the definition of
financial instruments classified at fair value through profit or loss and restricts the ability to
designate financial instruments as part of this category. Adoption of this amendment had no
impact on the classification of the Group’s financial instruments.

IAS 39 and IFRS 4 (Amendment), Financial Guarantee Contracts, is mandatory for the
Group’s accounting pertods beginning on or after January 1, 2006. This amendment requires
issued financial guarantees, other than those previously asserted by the entity to be insurance
contracts, to be initially recognized at their fair value and subsequently measured at the
higher of; (a) the unamortized balance of the related fees received and deferred, and (b) the
expenditure required to settle the commitment at the balance sheet date. The Group applied
this amendment in 2006, after assessing the impact of arrangements within the scope of IAS
39, as amended.

IFRIC Interpretation No. 4, determining whether an Arrangement contains a Lease (“IFRIC
4™) is mandatory for the Group’s accounting periods beginning on or after January 1, 2006,
with early application permitted. This interpretation gives guidance on determining whether
arrangements that do not take the legal form of a lease should nonetheless be accounted for in
accordance with International Accounting Standard No. 17, Leases (“IAS 177). It specifies
that an arrangement contains a lease if it depends on the use of a specific asset and conveys a
right to control the use of that asset. The Group adopted IFRIC 4 in 2006 and, after assessing
the impact of arrangements within the scope of IFRIC 4 concluded that IFRIC 4 did not have
any impact on its financial position and results of operations.
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IFRIC Interpretation No. 6, Liabilities arising from Participating in a Specific Market —
Waste Electrical and Electronic Equipment (“IFRIC 6") is mandatory for the Group’s
accounting periods begmnmg on or after December 1, 2005, with early application permitted.
This interpretation gwes guidance on the accounting for liabilities for waste management
costs and clarifies when producers of electrical goods will need to recognize a liability for the
cost of waste management relating to the decommissioning of waste electrical and ¢lectronic
equipment supplied to pnvate households. Upon adoption of IFRIC 6, the Group identified its
obligations for waste management costs and determined that none had an effect on its
financial position or results of operations.

¢} Standards, amendments to published standards and interpretations effective in 2006 but
not relevant for the Group’s operations:

The following standards, amendments and interpretations are mandatory for accounting
periods beginning on or after January 1, 2006 but are not relevant for the Group’s operations:

o IFRS6, Explorzlition for and Evaluation of Mineral Resources;
o IAS 21 (Amendment), Net Investment in a Foreign Operation;

o IFRS 1 (Ameﬁdment), First-time Adoption of International Financial Reporting
Standards and 'IFRS 6 (Amendment), Exploration for and Evaluation of Mineral
Resources; and \‘

o IFRIC 5, RJghts to Interests arising from Decommissioning, Restoration and
Environmental Rehablhtanon Funds;

d) Interpretations that are not yet effective and have been early adopted by the Group:

IFRIC Interpretation No. 8, Scope of [FRS 2 (“IFRIC 8”) is effective for annual periods
beginning on or after May 1, 2006, with early application permitted. This Interpretation states
that International Financial Reporting Standard No. 2, Sharc-Based Payment (“IFRS 27)
applies to arrangements whereby an entity makes share-based payments for apparently zero
or inadequate consideration. IFRIC 8 specifies that if the identifiable consideration appears to
be less than the fair value of the issued equity or the incurred liability, it is an indication that
other consideration has been or will be received and should therefore be accounted under
IFRS 2. The Group early adopted IFRIC 8 in 2006. This early adoption did not have any
material impact on the Group’s financial position or results of operations.

IFRIC Interpretation No. 9, Reassessment of Embedded Derivatives (“IFRIC 9™) is
applicable for annual periods beginning on or after June 1, 2006, with early application
permitted. This Interpi'etatlon applies to all embedded derivatives under IAS 39 to clarify
whether the treatment of an embedded derivative has to be reassessed if certain events occur.
IFRIC 9 concludes that reassessment is prohibited unless there is a change in the terms of the
contract that 51gmﬁcantly modifies the cash flows that otherwise would have been required
under the contract, in Wthh case reassessment is required. The Group early adopted IFRIC 9
in 2006. Such adoptlon did not have any material impact on the Group’s financial position
and results of operations.

[FRIC Interpretation No. 11, Group and Treasury Share Transactions (“IFRIC 117) is
effective for annual periods beginning on or after March 1, 2007, with early application
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permitted. This Interpretation addresses how to apply IFRS 2 to share-based payment
arrangements involving an entity’s own equity instruments or equity instruments of another
entity in the same group. Specifically the Interpretation:

- requires a share-based payment arrangement in which an entity receives goods or
services as consideration for its own equity-instruments to be accounted for as an
equity-settled share-based payment transaction, regardless of how the equity
instruments needed are obtained;

- provides guidance on whether share-based payment arrangements in which suppliers
of goods or services of an entity are provided with equity instruments of the entity’s
parent should be accounted for as cash-settled or equity-settled in the entity’s
financial statements.

This Interpretation is relevant for the Company’s stock-award plans, since the Company
granted in 2006 and 2005 rights to its equity instruments to the employees of its subsidiaries. The
Company early adopted IFRIC 11 in 2006.

e) Standards that are not yet effective and have not been early adopted by the Group:

International Financial Reporting Standard No. 7, Financial Instruments: Disclosures (“IFRS
7") is effective for annual periods beginning on or after January 1, 2007, with early adoption
permitted. Its main objective is the revision and enhancement of the disclosures in
International Accounting Standard No. 30, Disclosures in the Financial Statements of Banks
and Similar Financial Institutions (*IAS 30”) and International Accounting Standard No. 32,
Financial Instruments: Disclosure and Presentation (“[AS 32"). IFRS 7 requires disclosure of
the significance of financial instruments for an entity’s financial position and performance,

which incorporate many of the requirements previously in IAS 32. [FRS 7 also requires -

qualitative and quantitative information about exposure to risks arising from financial
instruments, including specified minimum disclosures about credit risk, liquidity risk and
market risk. The Group will adopt IFRS 7 in 2007 and is cumrently evaluating the effect of
IFRS 7 on its disclosures concerning financial instruments.

International Financial Reporting Standard No. 8, Operating Segments (“IFRS 8”), is
effective for annual periods beginning on or after January I, 2009. IFRS 8 replaces
International Accounting Standard No. 14, Segment Reporting (“IAS 14”) and aligns segment
reporting with the requirements of the US standard Statement of Financial Accounting
Standard No. 131, Disclosures about Segments of an Enterprise and Related Information
{“FAS 131™). IFRS 8 requires an entity to adopt the “management approach” to reporting on
the financial performance of its operating segments. The adoption of IFRS 8 will only impact
the format and extent of disclosures presented in the Company’s consolidated financtal
statements on segment information, which is currently presented in Note 32.

Jf) Interpretations that are not yet effective and not relevant for the Group s operations:

The following interpretations to existing standards that have been published are mandatory
for the Group’s accounting periods on or after March 2006 or later periods but are not
relevant for the Group’s operations:

o IFRIC 7, Applying the Restatement Approach under IAS 29, Financial
Reporting in Hyperinflationary Economies;
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o IFRIC 10, Interim Financial Reporting and Impairment
o [FRIC 12, Service Concession Arrangements

3 — INVESTMENTS IN ASSOCIATES

December 31,2006 December 31, 2005

Beginning 0f the YEaT ..ot s ersara s rases s s msnes e ben s s 35 6
Acquisition of investments:
Hynix ST Investment . 212 38
Hynix ST GUArantee........ouviasirisnsisnins 15 —
Sale of investments:
UPEK, Inc. ..occcnininnninrisiniin dteermebeaan e meseanaa b saseses . — (6)
Share of 1088 OF ASSOCIALES ... v i s s st st s s smsaen (4] 3
Foreign currency transiation differences ... ccecnverevermrrsesessierecressenrarene 6 -
TED OF thE FEAY.....ecevveereserrsearesmeserssansrasssessenssensssessssssssssssssssessasesss ssenas resssasessans 261 k13

The Group’s share of the results of its principal associates, all of which are unlisted, and its
share of the assets, are detalled as follows:

December 31, 2006
Conntry of
Name i incorporation  Assets Liabilitless Revenues  Profit/(loss) % interest held
Hynix ST Investment ’ China 2,100 1,360 243 (19 33%
December 31, 2005
Country of
Natne incorporation  Assets Liabiliies Revenues  Profit/(loss) % Interest held
Hynix ST Investment China 117 14 — (10) 33%
Hynix ST Investment

The Company signed in 2004 an agreement with Hynix Semiconductor Inc. to build a front-
end memory manufacturing facility in Wuxi City, Jiangsu Province, China. Under the
agreement, Hynix Semlconductor Inc. will contribute $500 million for a 67% equity interest
and the Company will \\ ‘contribute $250 million for a 33% equity interest. In addition, the

Company committed to grant a financial guarantee on $250 million in long-term financing to E:
the venture guaranteed by the subordinated collateral of the venture’s assets. The Company :
contributed the total $250 million as previously planned in the venture agreement by o
December 31, 2006, Due to regulatory and withholding issues the Company could not LRl
directly provide the venture with the $250 million long-term financing as originally planned. n
As a consequence, in the fourth quarter of 2006, the Company entered into a ten-year term Mt
debt guarantee agreement with an external financial institution through which the Company o
guaranteed the repayment of the loan by the venture to the bank. The guarantee agreement G
includes the Company placmg up to $250 million in cash on a deposit account. The guarantee =l

deposit will be used by the bank in case of repayment failure from the venture, being $250
million the maximum potent:al amount of future payments the Company, as guarantor, could
be required to make under the guarantee. In 2006 the Company placed $218 million of cash
on the guarantee depqsxt account, which was reported as “restricted cash for equity
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investments™ on the consolidated balance sheet as at December 31, 2006. The debt guarantee
was evaluated under 1AS 39, Financial Instruments: Recognition and Measurements. It
resulted in the recognition of a $15 million liability, corresponding to the fair value of the
guarantee at inception of the transaction. The liability was reported on the line “Other non-
current liabilities” in the consolidated balance sheet as at December 31, 2006 and was
recorded against the value of the equity investment.

The Company accounts for its share in the Hynix ST venture under the equity method based
on the actual results of the venture. Total equity investment amounted to $261 million as of
December 31, 2006, after losses totalling $7 million in the year ended December 31, 2006
recorded as “share of loss of associates” and including the $15 million for the fair value of
the guarantee agreement.

4 — AVATILABLE-FOR-SALE FINANCIAL ASSETS

In 2006, the Company invested $460 million of existing cash in eleven floating rate notes
with primary financial institutions with minimum rating “Al/A+" with a maturity between
twenty one months and six years. These marketable securities were reported as current assets
as at December 31, 2006 since they represent investments of funds available for current
operations. These financial assets are classified as available-for-sale and are recorded at fair
value, which is slightly lower than the carrying value as at December 31, 2006, with changes
in fair value recognized as a separate component of “Other Reserves” .in the consolidated
statement of changes in shareholders’ equity. Subsequently, the Company entered into a basis
asset swap for one floating rate note for a notional amount of $50 million purchased at par.
Even if strictly related to the underlying note, the swap is contractually transferable
independently of the marketable security to which it is attached. As such, the asset swap was
recorded separately from the underlying financial asset and was reflected at its fair value in
the consolidated balance sheet on the line “Other receivables and assets™ as at December 31,
2006. The changes in the fair value of this derivative instrument were recorded in the
consolidated statement of income as part of “Other income and expenses, net” and did not
exceed §1 million for the year ended December 31, 2006.

In 2006 and 20035, no financial asset classified as available-for-sale was sold. As at December
31, 2005, the Company did not report any financial assets classificd as available-for-sale.

5 — TRADE ACCOUNTS RECEIVABLE

Trade accounts receivable consisted of the following:

December 31, 2006 December 31, 2005
Trade accounts receivable .........cooeeeeeeieeineienenne. 1,620 1,517
Provision for impairment.......... (31) @n
TOtAL ...ttt et et st e e e s 1,589 1,490

Impairment losses recognized in 2006 and 2005 were $7 million and $7 million, respectively.
In 2006 and 2005, one customer, the Nokia group of companies, represented 21.8% and
22.4% of consolidated total revenues, respectively. Creation and release of provision for
impaired receivables have been reported as selling, general and administrative expenses in
the consolidated statements of income.
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6 — INVENTORIES

Inventories consisted of the following:

December 31, 2006 December 31, 2005
RAW IMALETIALS ... .0evrersvesaesrerreeeronsenreane omessmmerenssamesbrressessusssssannbsans 80 60
WOTK-ET=PIOCESS 1 evcererreecrnmeisiose stbanis st s msnt s smssarasar 1,033 881
Finished products . 527 472
TOURL.....coviveierierrsenrresnsseremeranesemeemra e sbrest sobaast s bbb R bR b s n b e s bR b b 1,640 1,413

7 — OTHER RECEIVABLES AND ASSETS

Other receivables and assets consisted of the following:

December 31, 2006 December 31, 2005

Receivables from govermment agencies .......ocviemvuvrrvmnvesssoriastssesrase saseses 130 226
Taxes and other government receivables... STV 194 189
Advances 10 SUPPLETS oo e 5 2

Advances to employees 13 10

Prepaid EXpenses .. ... vevse s 37 48
Sundry deblOrS...ouverirriversrsrsessmsesssassisssssnsissssnsssassns sassss 39 67
Other.. e e 74 44
TFOLAL......emurmerrereresersasrmsare semsease somesemsrasrorssens semreresemsi it besb s bbb s AR 592 586

The carrying amounts are assumed to approximate fair value. Receivables from government
agencies relate to research and development contracts, research tax credits, industrialization
contracts and capital investment projects. As at December 31, 2006, the Company identified
certain machinery and equipment to be disposed of by sale, amounted to $4 million, located
in its back-end sites in'Morocco and Malaysia, following the decision of the Company to get
disengaged from certain activities as part of its latest restructuring initiatives. These assets are
reflected at their carrying value, which did not exceed their selling price less selling costs.
These long-lived assets are not depreciated until disposal by sale which is expected to occur
within one year. As at December 31, 2005, assets held for sale amounted to $4 million and
primarily consisted of land to be disposed of by sale located in France. The property was sold
as originally planned in 2006 and generated a gain on sale of non-current assets amounting to
$3 million.

8 — GOODWILL

Changes in the carrying amount of goodwill are presented in the following segment-level
summary of goodwill allocation:

Application Specific Memory

Products Products Other Total
December 31, 2004 123 64 1 188
Goodwill IMpairment ..ot st seirsacrsinns (10) — — (10)
Foreign currency translation......... v essssscssasssssssas — (3) (4] [6)]
December 31, 2005 113 61 —_ 174
Goodwill Impairment ........... (6) — — (6)
Foreign currency translation. ..., — .8 ’ — 8
December 31, 2006 107 69 —_ 176
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Goodwill is allocated to the Group’s cash-generating units (“CGUs”). The recoverable
amount of a CGU is determined based on value-in-use calculations. These calculations use
cash flow projections, on a pre-tax basis, based on financial budgets approved by
management covering a five-year period.

The key-assumptions used for value-in-use calculations are based on a five-year plan of each
CGU tested including average annual revenues growth, in aggregate for relevant CGUs,
higher than Group’s average by approximately 7% resulting from the forecasted faster growth
for these businesses and their incoming new products, and an average gross margin over the
five-year period within a range of 30% and 48%. A mid-point 12% discount rate has been
applied to the cash flow projections.

These assumptions have been used, as applicable, for the analysis of each CGU within the
product segments. Management determined budgeted gross margin based on past
performance and its expectations for the market development. The average yearly growth
rates used are consistent with the forecasts included in industry reports. The discount rates
used are pre-tax and reflect specific risks relating to the relevant CGUS.

In 2006, the Company decided to cease product development from technologies inherited
from Tioga business acquisition. The Company reports Tioga business as part of the
Application Specific Product Groups (“ASG™) product segment. Following this decision, the
Company incurred in 2006 a $6 million impairment charge corresponding to the write-off of
Tioga goodwill. This impairment charge was reported on the line “Impairment, restructuring
charges and other related closure costs” of the consolidated statement of income for the year
ended December 31, 2006 (see Note 20).

In 2005, the Group decided to reduce its Access technology products for Customer Premises
Equipment (“CPE”) modem products. The Group reports CPE business as part of the Access
CGU, included in the Application Specific Products Group (“ASG”) segment. Following the
decision to discontinue a portion of this CGU, the Group, in compliance with 1AS 36,
Impairment of Assets, re-measured using market comparables goodwill associated with the
business to be discontinued on the basis of the relative values of the business to be
discontinued and the portion of the CGU retained. The reassessment resulted in a $10 million
goodwill impairment in 2005.

9 — INTANGIBLE ASSETS

Intangible assets consisted of the following:

Accumulated Amortization
December 31, 2006 Gross Cost and Impairments Net Cost
Purchased technologies & licenses.........ccooevuen. as3 (258) 95
Purchased software... 193 (149) 44
Internally developed soﬁware 134 (62) 7
Capitalized development costs . 543 (25) 518
TOtAL..oonr e rrs s sraersmrs s st s e e 1,223 (494) 729
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Accumulated Amortization

December 31, 2005 Gross Cost and Impairments Net Cost
Purchased technologies & I:ccns:s 309 (199) 110
Purchased software... 2 162 (114) 48
Internally developed softwarc 114 (48) 66
Capitalized development costs 238 @) M4

‘ 823 (36%5) 458

Changes in the net carrying amount of intangible assets are detailed as follows:
Purchased Internally Capitalized
technologles & Purchased developed development
Iicenses software software costs Total

December 31, 2004w vsreeesinersmcsnsanas - 176 48 67 -_— 291
Additions 18 15 29 238 300
Disposals ...oeeerereene SR — @ 1 3) — 4y
TrARSTELS...coccaerreserererererarennresmesensemrasnnas — i2 12 —_ —
AMOTtiZAtON EXPENSE...orvrrmcmnerereererrnns (5% (25) (14 4) (102)
Impairment charges......... (22) — _ _ (22)
Foreign curtency translation.... H ()] ) — (5)
December 31, 2005. 110 48 66 234 458
Additions............ 34 7 40 3 392
Disposals 5 6 (12) — )
Transfers.....oouemen.. 1 9 (N — 1
Amortization expense.. (52) (28) (14) 21 {115)
Impairment charges........ @) — — (6) {10)
Foreign currency translation................. 1 2 1 — 4
December 31, 2008....ccumirmivamerrarsasesens 925 44 T2 518 729

The aggregate amortization expense in 2006 and 2005 was $115 million and $102 million,
respectively. The 2006 amortization expense included $34 million in costs of sales, $50
million in research and development and $31 million in selling general and administrative.
The 2005 amortization expense included $10 million in costs of sales, $61 million in research
and development and $Z|’>l million in selling general and administrative.

Pursuant to its decision to cease product development from technologies inherited from Tioga
business acquisition, the Company recorded in 2006 a $4 million impairment charge on
technologies purchased|as part of Tioga business acquisition, which were determined to be
without any alternative H use. This impairment charge was reported on the line “Impairment,
restructuring charges and other related closure costs™ of the consolidated statement of income
for the year ended December 31, 2006 (see Note 20).

10 — PROPERTY, PI;;ANT AND EQUIPMENT

)
Property, plant and equipment consisted of the following:

December 31, 2006 i Gross Cost Accumulated Depreciation Net Cost
[T T — 3 — 91
Buildings ... tverienre e tens e asneareanare 1,208 (319) 889
Buildings undm- ﬁnance ]ease......! ....... 61 39 22
Facilities and leasehold i 1mpmvemcnts ...... 3,135 (1,668) 1,467
Machinery and equipment........ 14,463 {10,%40) 3,523
Computer and R&D equipment... 551 441 118
Other tangible fixed assets....... 156 (118) k1
Construction in progress.. . 289 3) 286
Tl vt e e s 19,954 {13,528) 6,426
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11 — INVESTMENTS AND OTHER NON-CURRENT ASSETS
I

Investments and other non-current assets consisted of the following:

. December 31, 2006 December 31, 2005
Investments .. : 9 36
Long-term recmvables related to fundmg .............................................. 36 33
Long-term receivables related to tax refund. 33 27
Deposits and other long-term recelvables .............................................. 35 22
Total, 143 118

The funding has been classified as long-term receivable and is reflected in the balance sheet
at its discounted net present value. The effective interest rates on non-current receivables
were as follows:

December 31, 2006 December 31, 2005

Long-term rate related to funding receivables...........oocininnnnnees 4.03% 1.26%

12 — OTHER PAYABLES, ACCRUED LIABILITIES AND PROVISIONS

Other payables, accrued liabilities and provisions consisted of the following:

December 31, 2006 December 31, 2005

Provisions :

Provision for restructuring (N8 20) .....oovecerorrreecvemsemssvassissssassssscnsmenas 29 41
Provision for tegal claims ... — —
Provision for warranty cost .....ceeeecnveees 6 1
Total provisions 35 48
Taxes other than income taxes..... 78 77
Salaries and WAZES «.ceorrruecerene 308 248
Social charges.... e - 135 113
Advances rccewed on govemmeut fundmgs ................ 28 24
Termination and defined contribution plan benefits...... 10 21
Other accrued lHabilities ..o s 79 86
Total 673 617

Other accrued liabilities are composed of individually not material amounts at December 31,
2006 and 2005 respectively.

In addition to the prov:swns listed above, at December 31, 2006 and 2005 the Company had a
total provision related. to income tax potential claims and risk exposures for an amount of $70
million and $123 million, respectively. These amounts are reflected in the “current income
tax liabilities” in the cbmpany consolidated balance sheets.

13 — RETIREMENT BENEFIT OBLIGATIONS

The Group has a number of defined benefit pension plans covering employees in various
countries. The plans provide for pension benefits, the amounts of which are calculated based
on factors such as years of service and employee compensation levels. The Group uses at end
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periods, measurement date for all its plans. Eligibility is generally determined in accordance
with local statutory requirements. The amounts recognized in the balance sheet are
determined as follows:

December 31, 2006 December 31, 2005
Benefit obligations wholly or partially funded ........cceeeueernvnires (353) (303)
Fair value of plan assets ............. S . 241 194
Benefit obligations wholly unfunded ............... (220) (20m
Unrecognized actuarial £ain and 1055 .......e...cc.veveenorresssssmasianss (13) 16
Unrecognized Past SEMVICE COSL ..o rmumessmmssmsssssussssasse esessres 9 -
Total pension liabilities (336) (300)

The movement in the liability recognized in the consolidated balance sheet is as follows:

2006 2005
Beginning of the year 300 303
Exchange differences ........... - 31 (23)
Total expense charged in the income statement 63 50
Contributions paid.........cccoimnemniinneinrenesseeeennes et ean et e eE e (58) (30)
End of year 336 300

The actual return on plan assets was $135 million in 2006 and $21 million in 2005.

The weighted average assumptions used in the determination of the benefit obligations were
as follows:

Assumptions 2006 2005
DHSCOUNE TALE .. .ovece v s s et s s e s 4.34% 47%
Future salary iNCrEases ..o s svere s emsios 3.34% 3.14%

The amounts recognized in the income statement are as follows:

Year ended Year ended
December 31, 2006 December 31, 2005

Cusrent service cost 40 40

Interest Cost .....oonivineereeinns 25 21
Expected return on plan assets............oovrervereerseensssssssssssssssressssnnns {13) (11)
Amortization of unrecognized prior service cost........ocovviiiiiiiiiiinn 12 -
Amortization of actuarial net 1088 (RN ...uerevererneerenceosisninsseresersnrsniees 4 -

Gain on plan setlement ...t e (5} -

Total pension costs, 63 50

The weighted average assumptions used in the determination of pension costs were as
follows:

Assumptions 2006 2008
Discount rate .................. 4.74% 4.34%
Expected long-term rate of return on ﬁ.mds for the pension expense of

the year... 6.05% 6.34%

3.14% 3.34%

Future salary increases

-90 -



The discount rate was determined by comparison against long-term corporate bond rates
applicable to the respective country of each plan. In developing the expected long-term rate
of retum on assets, the Group modelled the expected long-term rates of return for broad
categories of mvcstments heid by the plan against a number of various potential economic
SCENarios. "

Assumptions regarding future mortality experience are set based on advice from published
statistics and experience in each territory.

The Company pension plan asset allocation at December 31, 2006 and 2005 and target
allocation for 2006 are as follows:

Target Percentage of Plan Assets
! allocation at December

Asset Category l 2006 37006 3005
Equity securities | 53% 35% 61%
Fixed income securities 33% 33% 37%
Real estate _ - 5% 4% 2%
Other 9% 8% -
Total I 100% 100% - 100%

The Company’s investment strategy for its pension plans is to maximize the long-term rate of
retumm on plan assets.with an acceptable level of risk in order to minimize the cost of
providing pension benefits while maintaining adequate funding levels. The Company’s
practice is to periodically conduct a review in each subsidiary of its asset allocation strategy.
A portion of the fixéd income allocation is reserved in short-term cash to provide for
expected benefits to be paid. The Company’s equity portfolios are managed in such a way as
to achieve optimal diversity. The Company doe¢s not manage any assets internally.

The expected return dn plan assets was determined by considering the expected returns
available on the assets underlying the cumrent investment policy. Expected yield on fixed
interest investments are based on gross redemption yields as at the balance sheet date.
Expected returns on equlty and property investments reflect long-term real rates of retum
experienced in the respectwe markets.
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0.5% that resulted in a higher principal amount at issuance of $1,400 million and net
proceeds of $1,386 million. The bonds are convertible at any time by the holders at the rate of
29.9144 shares of the Group’s ordinary shares for each one thousand dollar face value of the
bonds, The holders had the option to redeem their convertible bonds on August 5, 2006 at a
price of $985.09, on August 5, 2008 at $975.28 and on August 5, 2010 at $965.56 per one
thousand dollar face value of the notes. As a result of this holder’s redemption option in
August 2006, the out'standmg amount of 2013 bonds was classified in the consolidated
balance sheet as “current portion of long-term debt” as of December 31, 2005. At any time
from August 20, 2006 the Group had the option to redeem for cash at their negative accreted
value all or a portion of the convertible bonds subject to the level of the Group’s share price.

|I
When applying the ﬁrs.t-time adoption requirements as set out in IFRS 1, the Group assessed
for separate accounung in 2005 the two elements of equity and liability for the 2013
convertible bond, because it was the only convertible debt outstanding at the IAS 32 / 39
transition date on Janue:y 1, 2005. The fair value of the liability component and the equity
conversion component were determined at issuance of the bond. The bond terms enable the
holder to receive cash settlement under certain circumstances and, consequently, the Group
has classified the share conversion option as a financial liability. The value at issuance of
this share conversion option was $114 million, which has been reduced and fully reflected in
adjusted retained earnings at January 1, 2005 because of the market expectation that the bond
will be redeemed without any holder converting. Adjusted retained earnings at January 1,
2005 also included the cumulative amortized interest cost recorded on the bond totalling $54
million. The fair value of the debt component of the convertible debt amounted to $1,356
million as of December 31, 2005. Based on the existing market conditions at issuance,
management est1mated| that separately valuing the embedded share conversion option would
not be materially different from calculating the share conversion value as the residual amount
of the total bond proceeds after deducting the fair value of the debt component. The Group
determined the fair value of the debt component using a market interest rate for an equivalent
non-convertible debt over the period of future probable cash flows as estimated on the date of
issuance. This was determined to be a three-year timeframe corresponding to the period to the
first date of redemptlon for cash at the option of the holder. The fair value was calculated
using cash flows discolnted at a rate based on the non-convertible debt rate of 2.96%. The
embedded nghts of the Ibond holder to extend the bond beyond the probable three year period,
by not exercising their redemption option, were measured at fair value through profit and
loss. The fair value of these embedded rights was not material at the end of 2005.

Pursuant to the terms j‘of the convertible bonds due 2013, the Company was required to
purchase, at the option of the holders, 1,397,493 convertible bonds, at a price of $985.09 each
between August 7 and'August 9, 2006. This resulted in a cash payment of $1,377 million.
The Company may be required to purchase, at the option of the holder, the outstanding
convertible bonds for cash on August 5, 2008 and/or August §, 2010 at a price of $975.28 and
$965.56 per converuble bond, respectively. The outstanding 2013 convertible debt amounted
to approximately $2 mllhon as at December 31, 2006, corresponding to the remaining 2,505
bonds.

In February 2006, the Company issued $974 million principal amount at maturity of zero
coupon senior convertible bonds due in February 2016. The bonds were issued at 100% of
principal with a yield to maturity of 1.5% and resulted in net proceeds to the Company of
$974 million less transactlon fees. The bonds are convertible by the holder at any time prior
to maturity at a conversmn rate of 43.118317 shares per one thousand dollars face value of
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the bonds corresponding to 41,997,240 equivalent shares. In the event of any change in
control, the holder has the right to require the Company to purchase for cash all or any part of
the holder’s convertible bonds at its accreted value. The holders can also redeem the
convertible bonds on February 23, 2011 at a price of $1,077.58, on February 23, 2012 at a
price of $1,093.81 and on February 24, 2014 at a price of $1,126.99 per one thousand doilars
face value of the bonds. The Company can call the bonds at any time after March 10, 2011
subject to the Company’s share price exceeding 130% of the accreted value divided by the
conversion rate for 20 out of 30 consecutive trading days. The Company may redeem for
cash at the principal amount at issuance plus accumulated gross yield all, but not a portion, of
the convertible bonds at any time if 10% or less of the aggregate principal amount at issuance
of the convertible bends remain outstanding in certain circumstances or in the event of
changes to the tax laws of the Netherlands or any successor jurisdiction.

The Group assessed for separate accounting at issuance of the bond the two elements of
equity and liability of the compound instrument. The bond terms enable the holder to receive
cash settlement under certain circumstances and, consequently, the Group has classified the
share conversion option as a financial liability in “Other non-current liabilities”, which was
reported at fair value through profit and loss in the consolidated balance sheet at December
31, 2006. Based on the existing market conditions at issuance, management estimated that
separately valuing the embedded share conversion option would not be materially different
from calculating this share conversion value as the residual amount of the total bond
proceeds, less the fair value of the debt component. The fair value of the debt component of
the convertible debt amounted to $700 million at issuance and includes the value of the
holder’s redemption option and the Company’s call options since these embedded derivatives
were considered to be closely related to the host debt contract and could not be accounted for
separately as freestanding derivatives. The Group determined the fair value of the liability
component using a market interest rate for an equivalent non-convertible debt over the period
of future probable cash flows as estimated on the date of issuance. This was determined to be
a ten-year timeframe corresponding to the period from issuance to maturity. The fair value
was calculated using cash flows discounted at a rate based on the non-convertible debt rate of
5.50%, reduced by 0.58% corresponding to the value of the put and call options.

In 2006, the Company entered into cancellable swaps with a combined notional value of $200
million to hedge the fair value of a portion of the convertible bonds due 2016 carrying a fixed
interest rate. The cancellable swaps convert the fixed rate interest expense recorded on the
convertible bond due to 2016 to a variable interest rate based upon adjusted LIBOR. These
interest rate swap hedging transactions are described in further detail in Note 30.

The convertible debt recognized in the balance sheet is calculated as follows:

Convertible debt 2013: December 31,
2006

Face value of the convertible debt issued on August 2003 ........ 1,400
Conversion option classified as a financial liability..... {136}
Accumulated interest recognized on retained carnings 91
Repayment in cash at redemption date ...... . (1,377
Liability component at issuance.... (22)
Interest expense recognized in 2006 consolidated ...

statement of income... 24
Convertible debt 2013 as of December 31 2006 2
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Convertible debt 2016: December 31,
2006

Face value of the convertible débl issued in February 2006 974
Conversion option classified as a financial liability....... . (274)
Liability component at Issunnice . 706
[nterest expense recognized in 2006 consohdmed ..................

statement of INCOME...........ccorerncerecne. 37
Convertible debt 20!6 as of December 31 2006 ..................................................................................... 737

Senior Bonds

In March 2006, STMicroelectronics Finance B.V. (“ST BV™), a wholly owned subsidiary of
the Company, issueqd floating rate senior bonds with a principal amount of Euro 500 million
at an issue price of 99.873%. The notes, which mature on March 17, 2013, pay a coupon rate
of the three-month Eunbor plus 0.40% on the [ 7th of June, September, December and March
of cach year through matunty In the event of changes to the tax laws of the Netherlands or
any successor Junsdlctmn ST BV or the Company, may redeem the full amount of senior
bonds for cash. In the event of certain change in control triggering events, the holders can
cause ST BV or the Company to repurchase all or a portion of the bonds outstanding.

Credit facilities

The Company and its subsidiaries has uncommitted short-term credit facilities with several
financial institutions totalling $1,107 million at December 31, 2006. The Company has also a
$323 million long-term credit facility with the European Investment Bank as part of a funding
program loan, of whlch $140 million were used as at December 31, 2006. The Company
maintains also uncomm:tted foreign exchange facilities totalling $846 million at December
31, 2006. At December 31, 2006, amounts available under the short-term lines of credit were
not reduced by any borrowing. As at December 31, 2005, amounts available under the lines
of credit were reduced by borrowings of $11 million at a weighted average interest rate of
4.40% *‘

15 — OTHER NON CURRENT LIABILITIES

Year ended Year ended
December 31, December 31,
2006 2005
Share conversion option of convertible debt 2016 classified as
FINANCIAL HABILILY cvcvvcrreerrerrerarecsescsrrsrssnsansssenstsesanssnes tesesnm pinssasssanseanes 277 —_—
Other... e . 43 16
Balance u of December 31 2006 320 16

16 — SHARE CAPITAL

The changes in share capital are detailed as follows:

Number of Ordinary  Capital Treasury
Shares outstanding  shares Surplus shares Total

i‘
Balance as of January I, 2005.............cccocnenne 891,908,997 1,150 1,924 (348) 2,716
Employee share award scheme:

Exercise of share options 2,515,223 3 3 — 35
Conversion of bonds.......... 59 — —_ — —
Balance as of December 31, 2005 894,424.279 1,153 1,956 (348) 2,761
Employee share award scheme:
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The treasury shares have been designated for allocation under the Corrfpany s share based
remuneration programs on non-vested shares including such plans as approved by the 2005
and 2006 Annual General Meeting of Shareholders. As of December 31, 2006, 637,109 of
these treasury shares |.were transferred to employees under the Company s share based
remuneration programs followmg the vesting as of April 27, 2006 of the first tranche of the
stock award plan gmnted in 2005 and the acceleration of the vesting of a limited number of
stock awards.

16.4 — Stock option plans

In 1995, the Sharcholders voted to adopt the 1995 Employee Share Option Plan (the “1995
Plan™) whereby opnons for up to 33,000,000 shares may be granted mi instalments over a
five-year period. Under the 1995 Plan, the options may be granted to purchase ordinary
shares at a price not lower than the market price of the shares on the date of grant. At
December 31, 2006, under the 1995 Plan, 7,663,650 of the granted opt.lons outstanding
originally vest 50% after three years and 50% after four years following the date of the grant;
6,189,852 of the granted options vest 32% after two vears, 32% after three years and 36%
after four years following the date of the grant. The options expire 10 years after the date of
grant. During 2005, the vesting periods for all options under the plan were ' accelerated.

In 1996, the Shareholders voted to adopt the Supervisory Board Optloanlan whereby each
member of the Supervisory Board was ¢ligible to receive, during the three-year period 1996-
1998, 18,000 options'for 1996 and 9,000 options for both 1997 and' 1998, to purchase
ordinary shares at the closing market price of the shares on the date of the grant. In the same
three-year period, the professional advisors to the Supervisory Board were eligible to receive
9,000 options for 1996/and 4,500 options for both 1997 and 1998, Under t,he Plan, the options
vest over one year and are exercisable for a period expiring eight years from the date of grant.

In 1999, the Shareholders voted to renew the Supervisory Board Option|Plan whereby each
member of the Supervisory Board may receive, during the three-year; period 1999-2001,
18,000 options for 1999 and 9,000 options for both 2000 and 2001 to{purchase shares of
capital stock at the closmg market price of the shares on the date of the grant. In the same
three-year period, the professional advisors to the Supervisory Board 1may receive 9,000
options for 1999 and 4 ,500 options for both 2000 and 2001. Under the Plan the options vest
over one year and are exercnsable for a period expining eight years from the date of grant.

The reason for grantmg share options to Supervisory Board Members an{d other share-based
compensation is disclosed in the Company’s Governance charter, The Compa.ny believes that
such compensation to Supervisory Board Members enables better ldentrﬁcatlon with
shareholder interest and that share-based compensatlon is conducwe to aftracting and
retaining the most sultable candidates to accept service as Supervisory ]Board Members in
light of worldwide practrces in the semiconductor and technology mdustnes Share-based
compensation for Supervnsory Board Members is subject to a prior shareholders’ approval.

In 2001, the Shareholders voted to adopt the 2001 Employee Share Optlon Plan (the “2001
Plan”) whereby options for up to 60,000,000 shares may be granted in instalments over a
five-year period. The options may be granted to purchase ordinary shares!at a pnce not lower
than the market price of the shares on the date of grant. In connection w1th a revision of its
equity-based compensation policy, the Company decided in 2005 to accelerate the vesting
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period of all outstanding unvested share options. The options expire ten years after the date of
grant.

In 2002, the Shareholders voted to adopt a Share Option Plan for Supervisory Board
Members and Professionals of the Supervisory Board. Under this plan, 12,000 options can be
granted per year to each member of the Supervisory Board and 6,000 options per year to each
professional advisor to the Supervisory Board. Options will vest 30 days after the date of
grant. The options expire ten years after the date of grant.

A summary of share option activity for the plans for the two years ended December 31, 2006
and 2005 follows:

Price Per Share
. Weighted
Number of Shares Range Average
Outstanding at December 31, 2004.........ccooovniiisirennn. 65,424,207 $12.03-362.01 $29.18
Options granted: .
2000 Plaf .......cemerenrimmsniesnrermrsmmse s ssmsaassssersnses 42,200 516.73-817.31 $16.91
Supervisory Board - - -
Plan.....ccocviien i
Options fOrfeited......ocoereremrvermenssirrerersrrmresssssemsemresens (2,364,862) $12.03-362.01 $29.65
Options eXercised......cocriiiriirmnreaorscrsrreresseyessssresnans (2,542,978) $12.03-$14.23 $13.88
Outstanding at December 31, 2005....cccermasrsvissire 60,558,567 $12.03-562.01 $29.80
Options granted: .
Supervisory Board - - -
Plan..ir
Options expired...... (16,832) $12.03 $12.03
Options forfeited (1,912,584) $12.03-362.01 $30.66
OpLons eXercised...  coivrerrreereresreeeevencserssassestesserseres (2,303,899 $12.03-317.08 $12.03
Outstanding at December 31, 2006.............ccosmsersissns 56,325,252 $12.03-562.01 $30.50

The related weighted average market price of options at the time of exercise was $16.00 and
$17.13 for the years ended December 31, 2006 and December 31, 2005, respectively.

Share options exercisable following acceleration of vesting for all outstanding unvested share
options were as follows:

December 31, December 31,
2006 2005
Options exercisable.,....ouinieceeen. . 56,325,252 60,558,567
Weighted average exercise price $30.50 $29.80

The weighted average remaining contractual life of options outstanding as of December 31,
2006 and 2005 was 4.7 and 5.5, respectively.

The range of exercise prices, the weighted average exercise price and the weighted average
remaining contractual life of options exercisable as of December 31, 2006 were as follows:
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Welghted average

: Weighted average remaining
Number of shares . Option price range exercise price contractuai life

189,455 : $12.03-817.31 517,04 78
29,716,135 ! $19.18-824.88 $22,04 5.2
217,360 $25.90-529.70 327,20 6.2
19,990,687 ' $31.09-344.00 $34,37 49
6,211,615 $50.69-§62.01 $55,08 1.6
56,325,252 : 512.03-562.61 $30.50 | 4.7

The range of exercise prices, the weighted average exercise price and the weighted average
remaining contractual lnfe of options exercisable as of December 31, 2005 were as follows:

| Weighted average
Weighted average | remaining

Number of shares | Option price range exercise price 1 contractusl life
2,523,511 ' $12.03-$17.31 $12.43 1.2
30,682,918 | $19.18-524.88 $22.03 6.2
236,990 ' $25.90-$29.70 $27.18 13
20,679,858 ! $31.09-544.00 $34.37 5.9
6,435,290 $50.69-$62.01 $59.08 2.6
60,558,567 $12.03-562.01 §29.80 ] 5.5

The fair value of the Company’s share options was estimated under IFRS 2 using a Black-
Scholes option pricing model since the simple characteristics of the share options did not
require complex aSSumpmons The Group has amortized the compensatlon expense incurred
on the grant of share optxons over the nominal vesting period for employees based on the
graded vesting of each plan. The compensation expense recorded for the year ended
December 31, 2005 included a charge of $80 million relating to the effect of accelerating the
vesting period of all olutstandmg unvested share options during the thu;d quarter of 2005,
which has been recogmzed unmedlately for the amount that otherw:se would have been
recognized ratably over the remaining vesting period. Consequently. no compensation
expense was recogmsed in 2006 on share options. The fair value of share options under IFRS
2 provisions was estimated using the following weighted-average assumpt&ons

\ December 31, 2006 December 31, 2005
Expected option life (YEars) ..o - i 6.1
Weighted average share price .. - $16.91
Historical Company share pnce volatility.... - 41.5%
Risk-free interest rate............... LR - 3.8%
Dividend yield .....ococvvinriineennn eererer e b R s s - 0.69%

Share options were issued at market price. The Company has determined the historical share
price volatlhty to be the most appropriate estimate of future price act1v1ty The historical
share price volatility i 1s based on statistical analysis of daily share pnces over the expected
option life. The we:ghted average fair value of share options granted du.nng 2005 was $5.24.

l
The following table 1111§strates the classification of share-based compensat’mn included in the
consolidated statement’ of income for grants of employee share options during the years
ended December 31, 2006 and December 31, 2005:
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the first tranche of the; plan, representing 17,000 shares, vested as at Apnl 27, 2006. As of
December 31 2006, 34, 000 awards were outstanding,

2006 Share award plan

On April 29, 2006, the Compensation Committee granted 66,000 stock-based awards to the
members of the Supemsory Board and professionals of the Supervisory, Board (“The 2006
Supervisory Board Plan™). These awards are granted at the nominal value of the share of
€1.04 and vest over the following period: 32% after 12 months, 32% aﬁer 24 months and
36% after 36 months followmg the date of the grant. Nevertheless, they are not subject to any
market, performance or service conditions. As such, their associated cou‘xpensatlon cost was
recorded immediately at grant. As of December 31, 2006, 51,000 awards were outstanding.

On September 29, 2006 the Company granted 4,854,280 nonvested shares to senior
executives (of which 100,000 shares to the sole Member of the Managmg Board) and
selected employees to be issued upon vesting from treasury stock (“The 2006 Employee
Plan”™). The Compcnsatlon Committee also authorized on September 29, 2006 the future grant
of 245,720 shares to selected employees upon nomination by the Managmg Board of the
Company. The shares lware granted for free to employees, and will vest upon completion of
three internal performance conditions, each weighting for one third of the total number of
awards granted. Except for employees in one of the Company’s European subsidiaries for
whom a subplan was sunultaneously created on September 2%, 2006, the nonvested shares
vest over the followmg requisite service period: 32% as at April 27, 2007, 32% as at April 27,
2008 and 36% as at April 27, 2009. The following requisite service penod is required for the
nonvested shares granted under the local subplan: 64% of the granted stock awards vest as at
April 27, 2008 and 36% as at April 27, 2009. In addition, the sale by the employees of the
shares once vested is restricted over an additional two-year penod," during which the
employees must still be rendering service to the Company in order to be entitled to the full
rights of the shares. At December 31, 2006 4,735,850 nonvested shares were outstanding, of

which 1,224,440 under the local subplan. |
l

On December 19, 2006, the Compensation Committee granted addmonal 62,360 shares to
selected employees demgnated by the Managing Board of the Company as part of the 2006
Employee Plan. This addmonal grant has the same terms and conditions as the original plan.
At December 31, 2006 62,360 nonvested shares were outstanding as part of this additional
grant, of which 34, 600 under the local subplan.

A summary of the nonvested share activity for the years ended December 31, 2006 and 2005

Awards forfeited

is presented below:
J
Nounvested Shares . Number of Shares | Price
Awards granted-2005 share nw::.rd plan !
2005 Employees Plan 3,940,065 S0
2005 Supervisory Board Plan 66,000 €1,04
Awards forfeited )
2005 Employees Plan ' (25.845) $0
2005 Supervisory Board Plan (15,000) €1,04
Awards vested i
Outstanding at December 31, 2005..........cc.cocoocecccnimninnnne 3,965,220 , $0-€1.04
Awards granted-2006 share award plan
2005 Employees Plan.........L............ 219,850 %0
2006 Employees Plan ..........., . 4,916,640 $o
2006 Supervisory Board Plan 66,000 €104
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2005 Employees Plan (138,615) $0

2006 Employees Plan (118,430) $0

2006 Supervisory Board Plan (15,000) €1,04
Awards Cancelled on fziled vesting conditions:

2005 Employees Plan (1,364,902) $0
Awards vested

2005 Employees Plan (637,109) 30

2005 Supervisory Board Plan (17,000) €1,04
Outstanding at December 31, 2086, ... oo rnrere s sonesern, 6,876,654 $0-€1.04

The weighted average grant date fair value of nonvested shares granted to employees under
the 2006 Employee Plan was $17.28. On the 2006 Employee Plan, the fair value of the
nonvested shares granted, did not reflect any discount since they are not affected by a market
condition, On the contrary, the Company estimates the number of awards expected to vest by
assessing the probability of achieving the performance conditions. As at December 31, 2006,
the Company determined that one of the three performance conditions was met and estimated
that it was probable that the other two performance conditions would be achieved.
Consequently, the compensation expense recorded on the 2006 Employce Plan reflects the
assumption that all of the awards granted will vest, as far as the service condition is met.

For the 2005 share award plan, the Company recorded compensation expense for the
nonvested share awards based on the fair value of the awards at the grant date, which
represents the $16.61 share price at the date of the grant. The fair value of the nonvested
shares affected by a market condition, reflects a discount of 49.50%, using a Monte Carlo
path-dependent pricing model to measure the probability of achieving the market condition.

The following assumptions were incorporated into the Monte Carlo pricing model to estimate
the 49.50% discount:

2005 grant
Historical share price vOLAtIIY ..o e ceassitiistii i esenmscstasssse e st s ettt sbasbascare e 27.74%
Historical volatility of reference index 25.5%
Three-year average dividend yield.. 0.55%
Risk-free interest raEs USEd........oviurssissisisisssvsmnsssmssaressrsssessssss e ravesresssmssssssasssens sors sestsansssns 4.21%4.33%

Consistent with fair value calculations of stock option grants in prior years, the Company has
determined the historical share price volatility to be the most appropriate estimate of future
price activity. The weighted average grant-date fair value of nonvested shares granted in 2005
was $8.50.

In 2006, the Company evaluated the impact of the modification of the Employee 2005 Plan
following the creation of a local sub-plan in one of its subsidiary. However, in compliance
with IFRS No. 2, Share-Based Payment, and considering that the modification of the plan did
not result in an increase of the awards fair value, the Company continued to recognize the
compensation expense of the whole original plan over the remaining original requisite service
period. No incremental cost is recognized over the modified extended service period.

The following table illustrates the classification of share-based compensation included in the
statement of income for grants of nonvested shares during the years ended at December 31,
2006 and 2005:

- 102 -




December 31, 2006 December 31, 2005
. 10

Cost 0f S21€8..... oo e ’ -
Selling, general and administrative ... 22 6
Research and development.....c.ooineeee. 13 3
Total share-based compensation expense...........oee.n. 45 | 9

The compensation expense recorded for nonvested shares in 2006 ana 2005 included a
reduction for estimated forfeitures, reflecting the historical trend of forfe:mres on past stock
award plans. This estimate will be adjusted for actual forfeitures. For employecs eligible for
retirement during the requisite service period, the Company records compensation expense
over the applicable shortened period. For awards for which vesting was accelerated in 2006,
the Company recorded immediately the unrecognized compensation expeuse as at the
acceleration date. ‘

In 2006 and 2005, the Company recognized in the income statement total deferred income tax
benefit related to nonvested share compensatlon expense amounting to $Il million and $2

million respectively. It also recognized in total equity excess tax benefits amounting to $0
million as at December 31, 2006 and $1 million 2005. Compensation cost capitalized as part
of inventory was $5 miilion and $2 million at December 31, 2006 and 2005. As of December
31, 2006 there was $76 million of total unrecognized compensation cost'related to the grant
of nonvested shares, which is expected to be recognized over a weighted average penod of 13
months. !

17— OTHER RESERVES

17.1 — Other reserves
The accumulated balances related to each component of other reserves we‘re as follows:

Unrealized |
Foreign gainon  Unrealized
Share- currency  available- | gain (loss)

Convertible based translation  for-sale . on Total other
debt payment difference securities .derivatives reserves
Balence as of December 31, 2004........., — 78 1,097 - 59 1,234
Convertible debt — equity component ... — ‘ —
Employee share awards schemes: i
Value of services provided........oer. 118 118
Foreign currency translation differences, (764) ‘ o (764)
Cash flow hedge:
Transfer to net income (59 59
‘ (14 (19
6 6
Balance as of December 31, 2005......... — 196 3313 - (8) 521
Convertible debt — equity component ... — —
Employee share awards schemes: ) —
Value of services provided.............. 46 : 46
Foreign currency translation differences. 532 §32
Cash flow hedge: :
Transfer ta net income .........oone . 8 8
Unrealized profit . 7 7
Tax effect.....orerverrrsisiiiscsens ‘ (1} {
Balance as of December 31,2006......... — 242 865 — 6 L1113

Certain prior year items have been reclassified to conform with current year presentation. The
disclosure contained within the consolidated statement of changes in shareholders” equity has
been amended to more appropriately reflect the categorization of other reserves and retained
earnings. ;

|
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17.2 — Dividends

At the Annual General Meeting of Shareholders on April 27, 2006, shareholders approved the
distribution of $0.12 per share in cash dividends. The dividend amount of approximately
$107 million was paid in the second quarter of 2006.

At the Annual General Meeting of Shareholders on March 18, 2005, shareholders approved
the distribution of $0.12 per share in cash dividends. The dividend amount of approximately
$107 million was paid in the second quarter of 2005.

18 — EARNINGS PER SHARE

For the years ended December 31, 2006 and 2005, earnings per share (“EPS”) were
calculated as follows:

Year ended Year ended
December 31, December 31,
2006 2005

Basic EPS
Net profit attributable to shareholders of the Company ... 964 347
Weighted average shares outstanding §96,136,969 892,760,520
BASIC EPS .o ivi oot et ceenrrcs rarssoe st seessse st sean sepraage bt sesas s sant s rra s e e s 1.08 0.39
Diluted EPS
Net profit attributable to sharcholders of the Company ..........c.oueceiciiienvnnnn 964 347
Convertible debt interest, net of tAX ......c.occeveeevecraeeererecr e reeesenene 62 —
Net profit attributable to shareholders of the Company adjusted 1,026 347
Weighted average shares outstanding ..........c.oeeestiinierecreeronrreren it s srenenns 896,136,969 892,760,520
Dilutive effect of share options........... 1,631 648,186
Dilutive effect of nonvested shares. 2,409,309 2,516,646
Dilutive effect of convertible debt ...................... 60,941,996 —
Number of shares used in calculating diluted EPS... 959,489,905 895,925,352
DItEd EPS ... oeeeeeeree e ceeeatieesreresems st sess s s sbs s semeranssasessnns sbtsescusmneanens 1.07 0.39
19 — OTHER INCOME AND EXPENSES
19.1 — Other income
Other income consisted of the following:

Year ended Year ended

December 31, December 31,

2006 2005

Research and development funding ..o eceevevereessinsricec et st serenns 110 92
Exchange gain........orrmnisninens 17 —
Gain on sale of non-current assets .. 2 12
Gain on sale of investment in Accent .. 6 —_—
OMhET ... vaeererse et seenernmransraene 3 —
Total. 138 104

19.2 — Other expenses
Other expenses consisted of the following:
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early 2007, later than originally anticipated to accommodate unforeseen qualification
requirements of the Company’s customers.

In the first quarter of 2005, the Group decided to reduce its Access technology products for
Customer Premises Equipment (“CPE™) modem products. This decision was intended to
eliminate certain low volume, non-strategic product families whose returns in the current
environment did not meet internal targets. Additional restructuring initiatives were also
implemented in the first quarter of 2005 such as the closure of a research and development
design center in Karlsruhe {Germany) and in Malvern (USA), and the discontinuation of a
development project in Singapore.

In May 2005, the Group announced additional restructuring efforts to improve profitability.
These initiatives aimed to reduce the Group’s workforce by 3,000 outside Asia by the end of
2006, of which 2,300 are planned for Europe. The Group plans to reorganize its European
activities by optimizing on a global scale its EWS activities (wafer testing); harmonizing its
support functions; streamlining its activities outside its manufacturing areas and by
disengaging from certain activities.

In 2006, the Company performed the impairment test on an annual basis in order to assess
recoverability of the carrying value of goodwill and other intangible assets. In addition, the
Company decided to cease product development from technologies inherited from Tioga
business acquisition.

Impairment, restructuring charges and other related closure costs incurred in 2006 and 2005
are summarized as follows:

Total impairment,

restructuring
charges and other

Year ended Restructuring Other related related closure

December 31, 2006 Impairment charges closure costs costs

150mm fab plan (0 (6) (12) 19)
2005 restructuring initiativi [45] (33) (5) (39)
2006 impairment review ..., “ (10) — — (10)
Total. ..o (12) 39 an (68)

Total impairment,

restructuring
charges and other

Year ended Restructuring Other related related closure

December 31, 2005 Impairment charpes closure costs costs

[50mm fabplan........oomnnreneee. — (4) (5 (E)]
2005 restructuring initiatives........ 37 49 (2) (88)
Oher ..ot encnes [§}) — — (1)
L . (38) (53) () (98)

Impairment charges

In 2006, the Company performed the annual review for impairment of goodwill and other
intangible assets. As a result of this review and pursuant to the decision of the Company to
discontinue product development from technologies inherited from Tioga business
acquisition, an impairment charge of approximately $10 million was recorded in the third
quarter of 2006, of which $6 million corresponded to the write-off of Tioga goodwill and $4
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million to impairment charges on technologies purchased as part 'of Tioga business
acquisition which were|| determined to be without any alternative use, |

In addition, impairment charges of approximately $2 million were recorded during 2006,
following the decision of the Company to discontinue a production line i m one of its back-end
facilities and for equiprnent and machinery identified without any alternative use in one of the
Company’s European | 150 mm site.

In 2006, the Company identified certain machinery and equipment to beldlsposed of by sale
in one of its back-end sites in Morocco, following the decision of the Company to get
disengaged from SPG Ia,ctmtres as part of its latest restructuring 1mt1atwes These assets did
not generate any lmpdmnent charge and were reflected at their carrymg value on the line

“Other receivables and assets” of the consolidated balance sheet as at December 31, 2006.

In 2005, the Group recorded impairment charges as follows:
I

. $10 million lmpaument of goodwill pursuant to the decision of the Group to reduce
its Access technology products for Customer Premises Equrpment modem products
The Group reports CPE business as part of the Access CGU included in the
Application Spec1ﬁc Products Group (“ASG™) segment. Followmg the decision to
discontinue a pomon of this CGU, the Group, in compliance with IAS 36, Impairment
of Assefs, re-measured using market comparables goodwill associated with the

business to be dlscontmued and the portion of the CGU retamed,]whrch resulted in a

$10 million goodwﬂl impairment in 2005; '

. $22 million of purchased technologies were identified without an alternative use
following the discontinuation of CPE product lines; l

» $6 million for technologies and other intangible assets pursuant to the decision of the
Group to close. its research and development desrgn center in Karlsruhe (Germany),
the discontinuation of a development project in Singapore, the |optimization of its
EWS (wafer testmg) in the United States and other intangibles determined to be
obsolete.

All fabrication sites affected by the restructuring plan are owned by the Group and, with the
exception of the Rancho Bemardo, California facility, were assessed for unpalrment using the
held-for-use model since these facilities did not satisfy all of the criteria requrred for held-for-
sale status, as set forth in IFRS 5, Non-Current Assets Held for Sale and Discontinued
Operations.

Restructuring charges and other related closure costs

Restructuring charges and other related closure costs as at December 31, 2006 are
summarized as follows:
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Total

restructuring
150mm fab 2005 & other
plan Other refated restructuring related
Restructuring closure costs Total initlatives Other closure costs

Provision as at December 31, 2002.... - — — — — —

Charges incurred in 2003 3 1 4 9 13

Amounts paid............... ) - (2) 6) (8}

Currency translation effec - —~ — — —

Provision as at December 31 1 1 1 — 3 5

Charges incurred in 2004 52 21 73 4 77

Amounts paid ... 21) 2n (42) {4} {46)

Currency translation effect........cceerrer 2 — 2 — 2

34 1 35 — 3 38

10 5 15 51 —_ 66

(6) {6) &)

(23) (6) 29} (€3)) 2) (52)

4) — 4) — — @)

11 — 11 30 1 42

Charges incurred in 2006 6 12 18 38 — 56

Amounts paid................. {7 (12) (19 (1)) () an

Currency translation effect . 1 -— 1 1 — 2

Provision as at December u — n 18 — 29
150mm fab plan:

Restructuring charges incurred in the year ended December 31, 2006 primarily related to $6
million termination benefits and $12 million of other closure cost mainly related to
maintenance and decontamination incurred in Agrate (Italy) and Rousset (France) sites.

Restructuring charges incurred in 2005 amounted to $10 million, mainly related to
termination benefits, and $5 million related to other closure costs. In 2005 management
decided to continue a specific back-end fabrication line in Rennes (France), which had
originally been designated for full closure. The decision to continue arose due to unexpected
difficuities in qualifying the line at an alternative back-end facility. This decision resulted in a
$6 million reversal of the provision relating to the 2003 restructuring plan.

2005 restructuring initiatives:
The Group commenced several restructuring initiatives during 2005, including:

. Pursuant to the decision of reducing its Access technology products for Customer
Premises Equipment (“CPE”) modem products, the Group committed to an exit plan
in Zaventemn (Belgium) and recorded $4 million of workforce termination benefits. No
additional cost was incurred in 2006.

. In order to streamline its research and development sites, the Group decided to cease
its activities in two locations, Karlsruhe {Germany) and Malvern (USA). The Group
incurred in 2005 $1 million restructuring charges corresponding to employee
termination costs and $1 million of unused lease charges relating to the closure of
these two sites. These restructuring initiatives were completed in 2005.

. In addition, charges totaling 32 million were paid in 2005 by the Group for voluntary
termination benefits for certain employees. The Group also incurred a $2 million
charge in 2005 related to additional restructuring initiatives, mainly in the United
States and Mexico. No additional cost was incurred in 2006.

. The Group defined a plan of reorganization and optimization of its activities. This
plan focuses on workforce reduction, mainly in Europe, but will, whenever possible,
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encourage voluntary redundancy such as early retirement measures and other special
termination arrangements with the employees. The plan also mcludes the non-renewal
of some temporary positions. For the year ended December 31, 2006 and 2005 the
Group recorded'a total restructuring charge for its new restructunng plan amounting
to $38 million, of which $33 million corresponded to workforce reducnon initiatives
in Europe and $5 million were related to reorganization actions aiming at optimizing
the Company’s |'EWS activities. In 2005, the Company recorded $41 million mainly
related to ter:mnatmn incentives for two of the Company’s subsidiaries in Europe,
who accepted spec1al termination arrangements. ;

Total impairment, restmctunng charges and other related closure costs:

The 2003 restmcmring? plan and related manufacturing initiatives are expected to be largely
completed in early 2007, later than originally anticipated because of ul:lforeseen custorner
qualification requiremehts. |

In 2006, total amounts paid for restructuring and related closure costs' amounted to $71
million compared to $52 million in 2005.

l

|

|
21 — EXPENSES BY NATURE J
Expenses recorded asr cost of sales and operating expenses other than “impairment
restructuring charges and other related closure costs” and “other income and expenses” are
detailed as follows:

!
|
Year ended ’ Year ended
December 31, ‘ December 31,
2006 2005
Depreciation and amortization (1,7'51) | (1,548)
Employee benefit expense (2,578) ] (2,395)
Purchase of materials and subc {3.591) (3,141)
Changes in INVENIOMES.......oceesivnerecrnmsisnrrsrsensionsesssensenn 161 170
Transportation.... (115) (99)
Royalties and palent.s ............................... (96) (98)
Advertising costs ........ (14) (14)
OHhEr EXPENSES. oo i em st s sm s s et s s et st bamemit s seie (820) (837)
Total cost of sales, research and development, and selling, general 1
and administrative expenses. ST (8,844) (8,362)
I
Employee benefit expense is detailed as follows:
]
Year ended Year ended
December 31, December 31,
2006 2005

Wages and SAlaries.... .o cvceecininsm e s et b it e (2,041) (1,707)
Compensation of Sole Member of the Ma.nag;lng Board... 2) )]
Social security costs... - {444) (494)
Stock-based compensatlon expense (28) (116}
Pension Cost..........oceceenrinrenninions . (63) {(71)
Total employee benefit cxpensc. inc in cost of sales, research —I
and development, and selling, general and administrative expenses..... (2,578) (2,395)

The Compensation of SoIe Member of the Managing Board includes a $i million bonus paid
to the sole member of the Managmg Board and President and CEO during the 2006 financial
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year that was approved by the Compensation Committee and approved by the Supervisory
Board in respect of 2005 tinancial year based on fulfilment of a number of predefined
objectives for 2005.

The Compensation of Sole Metmber of the Managing Board includes a $6 million bonus paid
to the former sole member of the Managing Board and President and CEQ during the 2005
financial year that was approved by the Compensation Committee and approved by the
Supervisory Board in respect of 2004 financial year based on fulfilment of a number of
predefined objectives for 2004 and in recognition of his career with the Group.

22 — FINANCE INCOME AND FINANCE COSTS

Total finance income and finance costs consisted of the following:

Year ended Year ended
December 31, December 31,
2006 2005
[NLETESE ECOME. ...c.veesicmrremnieriesnesrssesresesosrsamranre s rnassensnsnensnrssmnsssaneasars 143 53
Total fiNANCE IMCOMIE «..oooeevieececrieteuierraneereseaseenesaeane s srnsseensnees senesanes 143 53
[NETESE EXPEBSE ..uveiririiris st m s s bbbt s b bn s (96) (57)
Total FINANCE COBS .......oceeveererereceuereeeereverereserenseecs sasssmnseranssesessmnsseunas (96) 57

No borrowing cost was capitalized in 2006, while capitalized interest was $2 million in 2005,
The capitalization rate used to determine the amount of borrowing costs eligible for
capitalization was approximately 2.50% for the year ended December 31, 2005.

For the period ended December 31, 2006 $24 million and $37 million correspond to the
interest expense of the liability component of the 2013 convertible debt and the 2016
convertible debt respectively. For the year ended December 31, 2005 $38 million correspond
to the interest expense of the liability component of the 2013 convertible debt.

In 2006, the Group repurchased substantially all outstanding 2013 Convertible Bonds for an
amount paid of $1,377 million. The repurchased convertible bonds were equivalent to 42
million shares and were cancelled. The outstanding long term debt corresponding to 2013
convertible debt amounted to approximately $2 million as at December 31, 2006,
corresponding to the remaining 2,505 bonds valued at the August 5, 2008 redemption price.

Interest expense also included charges related to the amortization of issuance costs incurred
by the Company for the outstanding bonds.

Interest income on floating rate notes classified as available-for-sale marketable securities
amounted to $5 million for the year ended December 31, 2006. In 2005 the Company
invested available cash in credit-linked deposits issued by several primary banks, which
maturity was scheduled before year-end. Interest income on these marketable securities for
the year ended December 31, 2005 amounted to $18 million.

23 — INCOME TAX

Profit before income tax expense is comprised of the following:
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Year ended Year ended
: December 31, December 31,
2006 2005
Profit (loss) recorded in The Neﬂlerlands (64) ! {60}
Profit from foreign operauons ........................ 1,092 ; 447
Profit before income tax expense 1,028 I 387

The Company and 1ts subsidiaries are individually liable for mcome taxes in their
jurisdictions. Tax losses can only offset proﬁts generated by the taxable entlty incurring such

loss.

Income tax benefit (expense) is comprised of the following:

Year ended Year ended
December 31, December 31,
2006 2008
The Netherlands taxes — currenl. .......................................................... (7 (6)
FOreign tAXes — CUITENE ..ol rmstrmrass srs e s s e (47 {49)
Current taxes . (54) (55
Foreign deferred taxes ............ et e s bbs sttt e e s et snes (8) 16
Income tax expense (62) [&3))]

The principal items comprising the differences in income taxes computed at The Netherlands

statutory rate and the effective income tax rate are the following:

|
|
|

Year ended Year ended
December 31, December 31,

2006 2005
Income tax expense computed at statutory rate .. (306) (95)
Non deductible expenses .. 27 (26)
Valuation allowance {8) —
AdJUSHMETIS. 1 uceuiiri it
Impact of final tax assessmcnts l‘elatmg to pnor YEAMS...ovcrimnssesrsssaninens 63 28
Effects of change in tax rates on deferred taxes... — —
Current year credits.. .o vee e borereresemccssiniasssaresesmssns nmanas 4 4
QOther tax and credits....... (n {2)
Benefits from tax holidays...... 134 48
Earnings of subsidiaries taxed at different rates. 79 4
INCOME 1AX EXPENSL.....vevrimsersisssiosisessesssirsersssmsraressrssasinsssesssssssnnssess msses (62) 39

The tax holidays represent a tax exemption period aimed to attract forelgn technologlcal
investment in certain tax jurisdictions. The effect of the tax benefits on basic carnings per
share was $0.15 and $0.05 for the years ended December 31, 2006 and 2005 respectively.
These agreements are present in various countries and include programs that reduce up to and
including 100% of taxes in years affected by the agreements. The Group’ $ tax holidays expire
at various dates througp the year ending December 31, 2013,

Deferred tax assets and liabilities consisted of the following:
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December 31, December 31,

2006 2005
Tax loss carry forwards and investment credits.........co.coevrnicrinscrsrans 95 57
INVERTOrY VAIMAHON. ......cccriiieriinisnecerrecaenessssesnsasas s s enessasrensensessarares 25 28
Impairment charges and TESTUCTUTING. .......oveurereemvrrsisscteisrnsaneneseseoneres 17 25
Fixed asset depreciation inl @ITears...........ieeerercserssnssnsssieseminssiiens 8! 73
Receivables for government fUnding ........c.coeevncreccisvevssrsmnmsnssessmsesars 9 8
Pension service costs .... 29 21
Commercial accruals..... 11 11
Other temporary differences .. Ceresbrene st e e e AE bt e b tereane 63 47
Deferred taX 5Se18........ovvevriscmrer s smesssorsrssremensnsssssrestesssessrararsssssssensans 330 270
Accelerated fixed agsets depreciation .........covevererestennrnreresessseeesseones (118) (116)
Acquired intangible assets .....ccieiinn.. (72) Q2n
Advances of government funding...... 2% 31
Other tlemporary differences .........ovrvvurrsmmrrsssnsesssssssssrsrssmrrersmsrmsereresenes e1)} (19)
Deferred tax HADIIEES ...i.ovveeeeeeeerrerensseessvensnrnrsars sesssmsessenssssssssssasasne (246) {193)
Net deferred income tax asset 84 7
The gross movement of the deferred tax account is as follow:

2006 2005
Beginning 0f the Year.......ccnerurvirvrmsmrrmrrsenssrmsenrssssssastsssersarssaserssasasensens 77 65
Exchange differences.......cceoverrvmnn " 16 am
Income statement benefit {charge) " [¢:3) 16
Tax charge to equity ......coeveeeevrinerinne " (1 6
End Of the YEaT...c.e.cec et ettt sesenet sass et e e s re e aeaas 84 77

As of December 31, 2006, the Company and its subsidiaries have net operating loss carry
forwards and investment credits that expire starting 2007, as follows:

Year

2007 50
2008, 3
2009., 0
2010...... 0
TRETEANIET. ... covensierresesresrrarrrre s serretenrsmas s sssaas b ebbesos v ns se P e e Posates 6504 104 04 sbes b smmsmrms smassrd aesstasss bab sarrren 42
TOtAL e sereive st e ereme e rnasennas et e er—tremeret s st et ranrans 95

Deferred tax assets not recognized in the consolidated balance sheet total $975 million and
mainly relate to an agreement granting the Group certain tax credits for capital investments
purchased through the year ending December 31, 2006. Any unused tax credits granted under
the agreement will continue to increase yearly by a legal inflationary index (currently 7% per
annum). The credits may be utilized through 2020 or later depending on the Group meeting
certain program criteria. In addition to this agreement, the Group will continue to receive tax
credits on future years’ capital investments, which may be used to offset that year’s tax
liabilitics. However, pursuant to the inability to utilize these credits currently and in future
years, the Group did not recognize any of these deferred tax assets in its consolidated balance
sheets as of December 31, 2006 and 2005.

In addition, other tax loss carryforwards for an amount of $54 million were not recognized in

the consolidated balance sheet and corresponded to net operating losses acquired in business
combinations and that will more likely than not, not be utilized against future profits.
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The amount of deferred tax expense (benefit) recorded in other reserves was $1 million
expense and $6 million benefit in 2006 and 2005, respectively. This related primarily to the
tax effects of unrealized gains (losses) on derivatives (Note 17.1).

24 — CASH AND CASH EQUIVALENTS

Cash and cash equivalelnts consisted of the following:

Year ended Year ended
December 31,
2006 2005
Cash at bank and inn hand JetrereereeenEatre TR e a ARt ane e nenaroras 205 438
Deposits at call with banks ......ocvereremsiecenn 1,758 1,589
Cash and cash equIvalEnts ....lv i i s 1,963 2,027

|
|
|
|
: December 3,
;
]
i
1

The weighted average interest rate for the year 2006 and 2005 was 4.28% and 2.28%,

respectively.

25 — SHORT TERM DEPOSITS

J

In the first quarter of 2006 the Company invested $903 million in short term deposits with a
maturity between three months and one year. These deposits are held at vanous banks with a
A3/A- minimum long | term rating from at least two major rating agenmes Interest on these
deposits is paid at maturity with interest rates fixed at inception for the duration of the
deposits. The principal will be repaid at final maturity. In 2006, the Compa.ny did not roll
over $653 million of these short-term deposits, primarily pursuant to the early redemption in
cash of 2013 convertible bonds at the option of the holders which occurred on August 7,
2006. At December 31! 2006 the total amount of short term deposit was S’T’SO million.

26 — CASH GENERATED FROM OPERATIONS

Cash generated from operations is detailed as follows:

R 80 51— earasrana e e e b ey s n s s n s e e e

Deprexiation and amortization
Amortization of discount of convertible debt
Loss an extinguishment of canvertible debt
Other non-cash items s

Deferred income tax,
Accrued income tax .
Share of loss of associates.
Impairment, restructuring cha:gw and other related closure costs,
NEL OF CASH PAYMENLS. ... .vvvccrrmrerer s s sirnmne s s seasesessrssssrsssssnss
Trade receivables, ML ... ..vcierierecieecemscercrsnererererssvrssrstsnnssarsssss s ssnssen:
INVENTOCIES, NEL ..ocoeenee e ccriarieerr s s rre e st secnbesbs b smssassannenans
Trade payables. ... wirtnssn-
Qther assets and LIabilities, NEL.. v cerec e ccerceiris v vesrversaersrrreves sessvenesen

Cash generated from operations.........cocicoreieninncciirins
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Year ended Year ended
December 31, December 31,
2006 2005
966 348
1,791 1,948

18 5
126 163

8 (16)

56 69

7 3

'E)) 46
(104) (117
(161) (170)
36 )
93 {1n
2,833 2,091
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27 — COMMITMENTS

The Group’s commitments as of December 31, 2006 were as follows:

Total 2007 2008 2009 2010 2011 Thereafter

(in millions)
Operating leases.........ooivvireviccmcmreencoscrcnan 304 54 44 40 i 28 107
Purchase abligations ........occernianercvnecesornanen: 1,052 959 68 25 — — —
Of which:

Equipment purchase........cc.ovueeveurerenan: 467 467 — — —_ —_

Foundry purchase............ceeecevernren 373 373 — —_— — — —-—

Software, technology licenses and

AESIGM ..ottt s st 212 119 68 25 — — —
Hynix ST Investment........... 32 32 -— - — — —
Other obligations ............cceenmimmecmrncesvaes e 110 67 23 11 5 1 3
Total 1,498 1,112 135 76 36 29 110

The Group leases land, buildings, plants, and equipment under operating leases that expire at
various dates under non-cancellable lease agreements. Operating lease expense was $56
million in 2006 and $61 million in 2005, respectively.

As described in Note 3, the Company and Hynix Semiconductor signed on November 16,
2004 a joint-venture agreement to build a front-end memory-manufacturing facility in Wuxi
City, Jiangsu Province, China, The business license was obtained in April 2005 and the
Company paid $213 million, including $1 million of deal-related expenses in 2006 and $38
million of capital contributions in 2005. The Company has also entered into a debt guarantee
agreement with a third party financial institution which will loan up to $250 million to the
joint venture. Repayment of the loan by the joint venture is guaranteed by a deposit from the
Company to the bank in an offsetting amount. As of December 31, 2006, $218 miltion has
been loaned to the joint venture and a deposit placed by the Company with the bank in a like
amount. The remaining $32 million is expected to be loaned to the joint venture, with an
offsetting deposit by the Company in the first quarter of 2007. Furthermore, the Company
has contingent future loading obligations to purchase products from the joint venture, which
have not been included in the table above because at this stage the amounts remain contingent
and non-quantifiable

Other obligations primarily relate to contractual firm commitments with respect to
cooperation agreements,

28 — CONTINGENCIES

The Company is subject to the possibility of loss contingencies arising in the ordinary course
of business. These include but are not limited to: warranty cost on the products of the
Company, breach of contract claims, claims for unauthorized use of third party intellectual
property, tax claims and provisions for specifically identified income tax exposures as well as
claims for environmental damages. In determining loss contingencies, the Company
considers the likelihood of a loss of an asset or the incurrence of a liability as well as the
ability to reasonably estimate the amount of such loss or liability. An estimated loss is
recorded when it is probable that a liability has been incurred and when the amount of the
loss can be reasonably estimated. The Company regularly reevaluates claims to determine
whether provisions need to be readjusted based on the most current information available to
the Company. Changes in these evaluations could resuit in adverse, material impact on the
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|
Company’s results of operatlons cash flows or its financial position for the period in which
they occur. ]
The Company previously received a tax assessment from the United Stzltes 1ax anthorities,
which was under an appeals process. In 2006, the Company received the final settlement
from the Joint Commrttee on Taxation with no adjustment to filed tax returns. This resulted in
a reversal of $90 mllllon in income tax provisions that the Company had prevmusly recorded
to cover any potential losses associated with the claim.

The Company has issued guarantees totaling $790 million related to its sul')sidiaries’ debt.
29 — CLAIMS AND ]I:,EGAL PROCEEDINGS !

The Group has received and may in the future receive communications alleging possible
infringements, in partlcular in case of patents and similar mtellectual!property rights of
others. Furthermore, the Group may become involved in costly litigation brought against the
Group regarding patents mask works, copyrights, trademarks or trade secrets in the event
that the outcome of any litigation would be unfavorable to the Group, 'the Group may be
required to license the underlying intellectual property right at economxcally unfavorable
terms and conditions, and possibly pay damages for prior use and/or face an injunction, ali of
which individually or in the aggregate could have a material adverse effect on the Group’s
resuits of operations, cash flows or financial position and ability to compete.

The Group is mvolved‘ in various lawsuits, claims, investigations and proceedmgs incidental
to the normal conduct of its operations, other than external patent ut111zatlon These matters
mainly include the nsks associated with claims from customers or other parties and tax
disputes. The Group has accrued for these loss contingencies when the loss is probable and
can be estimated. The Group regularly evaluates claims and legal proceedmgs together with
their related probable |losses to determine whether they need to be adjusted based on the
current information available to the Group. Legal costs associated with cla1ms are expensed
as incurred. In the event of litigation which is adversely determined wrth respect to the
Group's interests, or m the event the Group needs to change its evaluatlon of a potential
third-party claim, based on new evidence or communications, a material adverse effect could
impact its operations or financial condition at the time it were to materialize.

The Company is currently a party to legal proceedings with SanDlsk Corporation
(“SanDisk™) and 'I'essera, Technologies, Inc. (“Tessera™). Based on management s current
assumptions made with support of the Company’s outside attorneys, the Company is not

currently in a position to evaluate any probable loss, which may arise out of such litigation.
l

On September 15, 2006 the Company filed a criminal complaint with the pubhc prosecutor of
the Canton of Lugano, \Swntzerland, against its former Treasurer for mlsuse of the Company’s
funds in relation to certam foreign exchange transactions. Following such complaint, four
people have been arrested and charged including the Company’s former Treasurer. The
Company is confident that pursuant to such proceedings, it will be able to recover all the
diverted funds which have been misappropriated for personal and individual use following a
fraud organized by the. Company s former Treasurer.
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30 — FINANCIAL INSTRUMENTS AND RISK MANAGEMENT

The Group is exposed to changes in financial market conditions in the normal course of
business due to its operations in different foreign currencies and its ongoing investing and
financing activities. Market risk is the uncertainty to which future earnings or asset/liability
values are exposed due to operating cash flows denominated in foreign currencies and
various financial instruments used in the normal course of operations.

Effective January 2006, Corporate Treasury has been reorganized under the lead of a newly
appointed Corporate Treasurer, reporting to the Chief Financial Officer. Simultaneously, a
Treasury Committee was created to steer treasury activities and to ensure compliance with
corporate pelicies. Treasury activities are regulated by the Group’s policies, which define
procedures, objectives and controls. The policies focus on the management of financial nisk
in terms of exposure to currency rates and interest rates. Treasury controls are subject to
internal audits. Most treasury activities are centralized, with any local treasury activities
subject to oversight from head treasury office. The majority of cash and cash equivalent is
held in U.S. dollars and Euro and is placed with financial institutions rated at least a single
“A” long term rating from two of the major rating agencies, meaning at least A3 from
Moody’s Investor Service and A- from Standard & Poor’s and Fitch Ratings. Marginal
amounts are held in other currencies. Foreign currency operations and hedging transactions
are performed only to hedge exposures deriving from industrial and commercial activities.

30.1 — Foreign Currency Risk

The Group conducts its business on a global basis in various major international currencies.
As a result, the Group is exposed to adverse movements in foreign currency exchange rates.

Foreign Currency Forward Contract and Currency Options Not Designated as a Hedge

The Group enters into foreign currency forward contracts and currency options to reduce its
exposure to changes in exchange rates and the associated risk arising from the denomination
of certain assets and liabilities in foreign currencies at the Company’s subsidiaries. In
addition, forward contracts and currency options are also used by the Group to reduce its
exposure to U.S. dollar fluctuations in euro-denominated forecasted intercompany
transactions that cover a large part of research and development expenditures and certain
corporate expenses incurred on the Group’s behalf by subsidiaries. These intercompany
transactions are not closely linked to ultimate transactions with third parties. Consequently,
these instruments do not qualify as hedging instruments.

At December 31, 2006, foreign currency forward contracts and currency options were
outstanding. The notional amount of these contracts (foreign currency forward contracts and
currency options) totalled $574 million at December 31, 2006 and $1,834 million at
December 31, 2005. The principal currencies covered are the Euro, the SGD, the MYR and
the Japanese yen.

Foreign currency forward contracts and currency options not designated as cash flow hedge
outstanding as of December 31, 2006 have remaining terms of 5 days to 5 months, maturing
on average after 35 days.
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The risk of loss associated with forward contracts is equal to the exchahge rate differential
from the time the contract is entered into until the time it is settled while the risk of loss
linked to currency options is limited to the premium paid to purchase the options.

|

Cash Flow Hedges !

To further reduce its exposure to U.S. dollar exchange rate fluctuations, the Group also
hedged in 2006 and 2005 a portion of its euro-denominated forecasted intercompany
purchases of products whose underlying front-end manufacturing producnon costs of semi-
finished goods are incurred in euros. |

For the period ended December 31, 2006 the Group recorded a posmve impact on cost of
sales of $5 million related to the realized profit incurred on such hedged transactions. For the
period ended December 31, 2006 the Group did not discontinued any of i its cash flow hedpes.
For the year ended December 31, 2005 the Group recorded as cost of sales $51 million
related to the realized loss incurred on such hedged transactions. 'In addition, after
determining that it was not probable that certain forecasted transactions would occur by the
end of the originally specified time period, the Group discontinued in the first quarter of 2005
certain of its cash flow hedges and reclassified a net loss of $23 million : as “other expenses”
into the statement of income from “Other reserves”.

|
The notional amount of foreign currency forward contracts and currency options designated
as cash flow hedges and executed totaled $1,217 million as at December 31, 2006 and $1,048
million for 2005. The forecasted transactions hedged as at December 31, 2006 were
determined to be probable of occurrence.

As of December 31, 2006, $6 million of deferred profits on derivative instruments, net of tax
of $1 million, included in other reserves are expected to be reclassified as earnings during the
next six months based on the monthly forecasted semi-finished manufacturing costs.

At December 31, 2006, foreign currency forward contracts and currency option contracts
were outstanding. The notional amount of these foreign currency forward contracts and
currency option contracts {otalled $250 million at December 31, 2006 and $366 million at
December 31, 2005. |

Foreign currency forward contracts and currency options designated as'i cash flow hedges
outstanding as of December 31, 2006 have remaining terms of 4 days to 4 months, maturing
on average after 44 days.

Fair Value Hedges

In 2006, the Company entered into cancellable swaps with a combined notlonal value of $200
million to hedge the fair value of a portion of the convertible bonds due 2016 carrying a fixed
interest rate. The cancellable swaps convert the fixed rate interest expense recorded on the
convertible bond due to 2016 to a variable interest rate based upon adjusted LIBOR.

As of December 31, 2006 the cancellable swaps met the criteria for designation as a fair
value hedge and, as such, both the swaps and the hedged portion of the bonds are reflected at
their fair values in the consolidated balance sheet. The criteria for designating a derivative as
a hedge include evaluating whether the instrument is highly effective at offsetting changes in
the fair value of the hedged item attributable to the hedged risk. Hedged effectiveness is
assessed on both a prospective and retrospective basis at each reporting period. At December

-117-



31, 2006 the cancellable swaps are highly effective for hedging the change in fair value of the
hedged bonds attributable to changes in interest rates.

Any ineffectiveness of the hedge relationship is recorded as a gain or loss on derivatives as a
component of “other income” or “other expenses™ as appropriate. If the hedge becomes no
longer highly effective, the hedged portion of the bonds will discontinue being marked to fair
value while the changes in the fair value of the cancellable swaps will continue to be recorded
in the consolidated income statement.

The net loss recognized in “other income and expenses, net” for the year ended December 31,
2006 as a result of the ineffective portion of this fair value hedge was not material.

30.2 — Concentration of credit risk

Financial instruments that potentially subject the Company to concentrations of credit risk
consist primarily of interest-bearing investments, foreign currency contracts and trade
receivables.

The company selects banks and/or financial institutions that operate with the ST group based
on the criteria of single “A” long term rating from two of the major rating agencies, meaning
at least A3 from Moody’s Investor Service and A- from Standard & Poor’s and Fitch Ratings.
A monthly review of the counterparty banks is conducted to verify that the credit criteria still
apply and prompt action is taken, if needed. The Company also sets limits for each
instrument used. The maximum outstanding amount per instrument with cach individual bank
is set to a 20% threshold of the total outstanding. The Company monitors and manages its
Treasury activities within these limits. The credit risk exposure is calculated on 100% of cash
and debt capital market instruments and on positive marked to market for foreign exchange
forwards, interest rate swaps and currency and interest rate options.

At December 31, 2006 and 2005, one customer, the Nokia Group of companies, represented
26.2% and 27.3% of trade accounts receivable, net respectively. Any remaining
concentrations of credit risk with respect to trade receivables are limited due to the large
number of customers and their dispersion across many geographic areas. The Company
monitors the creditworthiness of its customers to which it grants credit terms in the normal
course of business. The Company does not anticipate non-performance by counterparties,
which could have a significant impact on its financial position or results of operations.

30.3 — Fair value of financial instruments

The estimates of fair value were obtained using prevailing financial market information
resulting from various valuation techniques.
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December 31, December 31,

2006 2005
Sales & other services.. 118 158
Research and develnpmem expenses {43) (48)
Other purchases (70) (16)
Other income and expens&a 21 (12)
Accounts receivable..........ccouriniiemnresenen.s 20 29
Accounts payable

20 12
OHRET ASSELS......cveesverervrcrnerennesrarerassr s e resnssnessssars snsrasons vovsnraseresarraee - 11

For the years ended December 31, 2006 and 2005, the related party transactions were
primarily with significant shareholders of the Company, or their subsidiartes and companies
in which management of the Company perform similar policymaking functions. These
include, but are not limited to: Areva, France Telecom, Equant, Orange, Finmeccanica, Cassa
Depositi e Prestiti and Thomson.

Additionally the Company incurred in 2006 significant amounts from Hynix Semiconductor
Inc, with which the Company has a significant equity investment, Hynix ST joint venture,
described in detail in Note 3. In 2006, Hynix Semiconductor Inc. increased its business
transactions with the Company in order to supply products on behalf of the joint venture,
which was not ready to fully produce and supply the requested vohumes to the Company. The
amount of purchases and other expenses made in 2006 from Hynix Semiconductor Inc. was
$161 million. The Company had a payable amount of $13 million as at December 31, 2006.

In addition the Group participates in an Economic Interest Group (“E.I.G.”) in France with
Areva and France Telecom to share the costs of certain research and development activities,
which are not included in the previous table. The share of income (expense) recorded by the
Group as research and development expenses incurred by E.I.G during 2006 amounted to $1
million expense and to $5 million expense in 2005. At December 31, 2006, the Company had
no receivable or payable amount. At December 31, 2005, the Company had a net receivable
amount of $! million,

The Group contributed cash amounts totalling $1 million for the period ended December 31,
2006 and $1 million for the year ended December 31, 2005 to the ST Foundation, a non-
profit organization established to deliver and coordinate independent programs in line with its
mission. Certain members of the Foundation’s Board are senior members of the Group’s
management.

In addition pursuant to the Supervisory Board’s approval, the Group paid in 2005 a special
contribution amounting to $4 million to a non-profit charitable institution in the field of
sustainable development and social responsibility on behalf of its former President and Chief
Executive Officer.

The individual remuneration paid to the sole member and the former sole member of the
Managing Board was as follows:

December 31, 2006 December 31, 2005
Wages and Salaries...... ..o v s 1 1
BOMUS...ocieictemeecmtrmcur e ve e sreeset s eaca s eas e st snsaen b bt veeremsneasassmssnanas ] 6

The bonus paid to the former sole member of the Managing Board and President and CEO
during the 2005 financial year was approved by the Compensation Committee and approved
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by the Supervisory Board in respect of 2004 financial year and in recognition of his career
with the Group, based on fulfilment of a number of predefined objectives for 2004.

1
The Sole member of the Managing Board was granted in 2006 and in 2005 for free 100,000

nonvested shares subj ect to the achievement of performance objectives
i

The total amount pald as compensation in 2006 to the Company’s 23 executive officers,
including the sole Member of the Managing Board, and the total amount paid as
compensation in 2005 to the Company’s 22 executive officers, including 'the sole Member of
the Managing Board, was as follows:

December 31, 2006 I December 31, 2005

Wages and salaries. 9 9
Bonus.........oerrerareee 5 ! 3
Other Benefits........ 1 2
Termination Benefits .....cvvvivivrneiiresvsssrmmmsssserenssisssenssmsessssssmssssnrns - j 1
Social Charges... Here bbb s b s e e s nerans 4 3

The Company’s 23 executive officers, including the sole Member of thle Managing Board,
were granted in 2006 for free 803,000 nonvested shares subject to the achievement of
performance objectives. The Company’s 22 executive officers, including ; 'the sole Member of
the Managing Board, were granted in 2005 for free 665,000 nonvested shares subject to the
achievement of performance objectives. |

The bonus paid to the|Company s executive officers corresponds to a Corporate Executive
Incentive Program (the “EIP”) established in 1989 that entitles selected executlves to a yearly
bonus based upon the individual performance of such executives. The maximum bonus
awarded under the EIP,is based upon a percentage of the executives’ salary and is adjusted to
reflect the Groups’ overall performance. The participants in the EIP must satisfy certain
personal objectives that are focused on return on net assets, customer service, profit, cash and
market share. ' %

The executive officers and the Managing Board were covered in 2006 and 2005 under certain
Group life and medical insurance programs, pension, state-run retlrement and other similar
benefit programs and other miscellaneous allowances that are included i in the $5 million of
social charges and other benefits for the year ended December 31, 2006 and 2005.

At the end of the year 2005 the Compensation Committee recommended and the Supervisory
Board decided to grant}an additional pension benefit plan to the Company s former President
and Chief Executive Ofﬁcer and sole member of the Managing Board and a limited number
of senior executives thal have made key contributions to the Group’s success Pursuant to this
plan, the Group will make annual contributions of $200,000 to both its former and current
President and Chief Executlve Officers, $150,000 to its Chief Opcraung Officer and up to
$100,000 to each other beneficiary per year. In order to meet the Group’s future payment
obligations under this plan or to insure for them, the Group paid an initial amount of $10
million in 2006 {of which $3 million to fund payments for the former Pre51dent and Chief
Executive Officer and the balance for the other senior executives demgnated as beneficiaries).
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Individual remuneration paid to Supervisory Board Members in 2006 and 2005 was:

B.Steve ..o
M. Del Fante® ..........ccecrvmnees
A. Turicchi® .oooininiiisrenceninns
F. Gavois........
D. Lamouche.........ccccoceeeeees
R, WHIte.....coervreraerererrrneseesans
T.de Waard......ccoceooveeevcnns
G. Arbola ......ocovvvenieierenarerans
D. Lombard.......ccccovrrirercrnnnnns

2006 2005

USS USs

205,000 92,000

120,500 78,500

6,000 62,000

9,000 71,500

125,000 88,500

213,500 92,000

111,500 -

205,000 68,500

120,000 48,000

111,000 64,500

110,000 -

1,336,500 665,500

Stock awards granted to Supervisory Board Members in 2006 and 2005 were:
2006 2005
Numtber of stock Acquisition price ~ Numtber of awards  Granted price
awards granted EUR granted EUR
6,000 1.04 6,000 1.04
6,000 1.04 6,600 1.04
6,000 1.04 6,000 1.04
- - 6,000 1.04
6,000 1.04 — —

6,000 1.04 6,000 1.04
6,000 1.04 6,000 1.04
6,000 1.04 6,000 1.04
6,000 1.04 6,000 1.04
6,000 1.04 6,000 1.04

* In 2006 and 20035, they declined their grants of stock awards

32 — SEGMENT INFORMATION

Primary Reporting Format — Business Segments

The Company operates in two business areas: Semiconductors and Subsystems.

In the Semicenductors business area, the Company designs, develops, manufactures and markets a
broad range of products, including discrete, memories and standard commodity components,
application-specific integrated circuits (“ASICs™), full custom devices and semi-custom devices and
application-specific standard products (“ASSPs”) for analog, digitat, and mixed-signal applications. In
addition, the Company further participates in the manufacturing value chain of Smart card products

through its divisions, which include the production and sale of both silicon chips and Smart cards.

The Company reports its semiconductor sales and operating income in three segments:

. Application Specific Product Group (“ASG™) segment, comprised of three product
lines — Home, Personal and Communication Sector (“HPC”), Computer Peripherals

Group (“CPG™) and new Automotive Product Group (“APG™);

. Memory Products Group (“MPG”) segment; and
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) Micro, Power, Analog (“MPA?”), previously known as Micro, Linear and Discrete
{(“MLD") segment, has been subsequently renamed with no substantlal change in its
perimeter or organization. i

]

The Group’s principal)investment and resource allocation decisions in :the Semiconductor

business area are for expendltures on research and development and capltal investments in

front-end and back-end manufacturing facilities. These decisions are not made by product
groups, but on the basis of the Semiconductor Business area. All these product groups share

common research and development for process technology and manufactunng capacity for

most of their products. ;

In the Subsystems busliness area, the Group designs, develops, manufactures and markets
subsystems and modules for the telecommunications, automotive andlmdustnal markets
including mobile phonc accessories, battery chargers, ISDN power supplies and in-vehicle
equipment for electronic toll payment. Based on its immateriality to its business as a whole,
the Subsystems segment does not constitute a reportable segment.

The following tables p,resent the Group’s consolidated total revenues and consolidated net
profit by semiconductor product segment. For the computation of thelproduct segments’
internal financial measurements, the Group uses certain internal rules of allocation for the
costs not directly chargeab]e to the Groups, including cost of sales, sellmg, general and
administrative expensés and a significant part of research and development expenses.
Additionally, in compliance with its internal policies, certain cost items aré not charged to the
product segments, including impairment, restructuring charges and other related closure
costs, start-up costs of new manufacturing facilities, some strategic and spec1al research and
development programs; or other corporate-sponsored initiatives, including certain corporate
level operating expenses and certain other miscellaneous charges. Starting in the first quarter
of 2005, the Group allocated the start-up costs to expand its marketing and design presence in
new developing areas to each product segment. There are no intersegment sales.

Total consolidated revenues by product segment [

December 31, December 31,
2006 2065
Application Specific Product GOUPS SEEMENL u..uuvverrerermseresrsssssessrsseress 5,396 4,991
Memory Products Group segment ... R 2,137 1,948
Micro, Power, Analog segman ........................... 2,243 1,882
OHErS 1) e eams e art e sasnms st e et s s et s s 78 61
Total consolidated revenues..... l! ................................................................ 9,854 8,882

{1} Includes revenues from sales of subsystems mainty and other products not allocated to product groups.
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The product segment results for the year ended December 31, 2006

Micro,
Power and
Application Analog
Specific Product Memory Product  Group Other
Groups segment  Group segment  segment Unallocated  Group

Operating profit ... ieciensinennes 635 81 383 (111) 988
Finance income .... 143
Finance cost ..........ce.... (96)
Share of loss of associates.. {7N
Profit before income taxes , 1,028
Income tax expense..... (62)
Net PRofit....icivcie i 966

(1} Operating profit (loss) of “Others” includes items such as impairment, restructuring charges and other related closure
¢osts, start-up costs, and other unallocated expenses, such as: strategic or special research and development programs,
certain corporate-level operating expenses, certain patent claims and litigations, and other costs that are not allocated to
the product groups, as well as operating eamnings or losses of the Subsystems and Other Products Group. Certain costs,
mainly R&D, formerly in the “Others” category, are now being allocated to the groups; comparable amounts reported
in this category have been reclassified accordingly in the above table.

The product segment resuits for the year ended December 31, 2005

Micro,
Power and
Application Analog
Specific Product Memory Product  Group Other'?
Groups segment  Group segment segment  Unallocated Group

Operating profit 395 (118) 256 (139) 394
Finance incomme......oumiieiesesenseeeineneenes 53
Finance Cost ...ecererrens (57)
Share of loss of associates. {3)
Profit before income taxes 387
Income tax expense....... 39
Net profit ....ocoocereirecese e 348

(1) Operating profit (loss) of “Others” includes items such as impairment, restructuring charges and other related closure
costs, start-up costs, and other unallocated expenses, such as: strategic or special research and development programs,
certain corporate-level operating expenses, certain patent claims and litigations, and other costs that are not ailocated to
the product groups, as well as operating earnings or losses of the Subsystems and Other Products Group. Certain costs,
mainly R&D, formerly in the “Others” category, are now being altocated to the groups; comparable amounts reported
in this category have been reclassified accordingly in the above table.

The following tables present the Group’s consolidated total assets and liabilities by
semiconductor product segment as they result from allocation keys.

Inventories, goodwill and capitalized development are directly attributed to each business
segment, Receivables are allocated by business segment revenues which represent a specific
and approximate allocation basis. However, the three product segments share the Group’s
significant Semiconductor business area resources, namely manufacturing capacity and
process developments, throughout the useful life of fabs, production equipment and common
technologies. The majority of these assets and related liabilities are therefore Group resources
that are utilized based on short and medium term Semiconductor area manufacturing resource
planning. Such assets and liabilities cannot be directly attributed or specifically allocated to
the business segments. The Group internally adopts certain allocation methodologies to
establish a performance benchmark to measure the financial return on assets at various levels
of accountability, As a result such methodologies are not the most appropriate accounting
methodology to apply to historic financial results by product segment. A mathematical
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computation has been adopted in this financial report by allocating the]s,e assets based on
revenues, as revenues enable a weighting to both volumes produced and average unit selling
prices achieved. Volume is a reasonable measure of the use of such assets and average selling
prices allows some Wetghtmg of the allocation towards more complex and recent
technologies. This measure therefore gives some account to the greater capltal intensity of the
modern process equlpment such products may require. The allocation keythowever might not
accurately reflect the 51gruﬁcant differences in the capital intensity of the various businesses.
Assets and liabilities by product segments, as reported, might consequently be inaccurate and
cannot be adopted as a basis to compute the return on capital of each product segment.
Consequently, the Company has not allocated and disclosed the’ depreciation and
amortization charges by product segment. l

Baged on a similar allocanon by revenues, the capital expenditures at December 31, 2006 of
$1,555 million would have been allocated as follows: 55% on ASG segment 21% on MPG
segment, 23% on MPA segment and 1% on the “Other” segment. Addltlonally, depreciation
and amortization have been allocated to the operating profit by product segment as follows:

$981 million on ASG segment, $388 million on MPG segment, $408 million on MPA
segment and $14 million on the “Others” segment.

Total consolidated Assets by product segment

December 31, December 31,
2006 ] 2005
Application Specific Product Groups segment ...... 7,805 7,039
Memory Products Group segment............ 3,600 2,897
Micro, Power and Analog Group se 3,067 2,526
Lo OO S 207 | 181
Total consolidated assets ................ et ettt 14,679 l 12,643
Total consolidated Liabilities by product segment
December 31, ' December 31,
2006 2005
Application Specific Product Groups segment 2,463 2216
Memory Products Group Segment ............c..... 976 865
Micro, Power and Analog Group segment. 1,024 835
OFBETS cvvuveecereesssrtestsensssmssoessestsas sanseas semrest s4 504 as st o s ms bt 84 SRS R Rt e 36 27
Total consolidated Habilities ..o evsiimissnririm s ssiion 4,499 3,943
Secondary Reporting Format — Geographical Segments

The following is a summary of operations by entities located within the indicated geographic
areas for 2006 and 2005. Total revenues represent sales to third parties from the country in
which each entity is' located. A significant portion of property, plant and equipment
expendntures is attributable to front-end and back-end facilities, located in the different
countries in which the Group operates. As such, the Group mainly allocates capital spending
resources according to geographic areas rather than along product segment areas.
Consequently, depreciation and amortization expense is also repoxted according to the
geographic segments. IIn addition, the balance sheet positions of assets and liabilities are
managed and revnewed internally by geographic segments, as reported in tlhe tables below.
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Total consolidated revennes

December 31, December 31,
2006 2005
3,114 2,864
240 268
230 203
1.030 1,066
4,698 4,041
400 306
142 134
Total consolidated revenues 9,854 8,882
Capital expenditure
December 31, December 31,
2006 2005
The Netherlands..........cooc ettt reen e esemea et s sre s e sr s senen 1 3
France......conuns 473 294
1715 T 292 336
Other European countries .. 96 56
USA ... 116 160
Smgapore 382 492
Malaysia....... 114 935
OHhEr COUMMIIES. ....rrvvarirereresiesesereseas s nssemsses st seesmsssseasarsu s sermasasssmssesarae 81 87
TOL ccovscire e rmrneasesinss st s amssr s enenasre s o ms s bama s sans sasssrre e seves 1,555 1,523
Total consolidated Assets
December 31, December 31,
2006 2005
The Netherlands...........o.cceeereesieeeeeemsvnnrissssasssessssescorsasstsssesers sessesssens 3,657 2,962
France ... 2,875 2,254
haly........ 2,581 2,310
Other Eu.ropean countnes 451 372
USA e 774 137
Singapore. 3,155 2,946
Malaysia ...... 555 527
OHHET COUNITIBS. ...cer i s veareiee rmrersr st smnssess e se b vaas s penaa e smme senape by dars vans 591 535
TOAL. et r st e e a e st se e e e b ranes 14,679 12,643

33 — SIGNIFICANT CATEGORIES OF REVENUE

December 31, December 31,
2006 2005
Sales 0f BOOUS vt bt e b 9338 8,876
License revenue and patent royalty income 16 6
Research and development funding............. 110 92
FiNANCE INCOMR .ootiieccies et et st s b et e srs s 143 53
TOUAL ... ettt e e et s sh e e e s vare e r s et 0 10,107 9,027
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34 — SUBSEQUENT EVENTS

On January 22, 2007, a new option agreement was enacted with an mde;‘aendent foundation,
Stichting Contmmten ST (the *“Stichting’’), which will have an independent board. The new
option agreement provides for the issuance of up to a maximum of 540, 000,000 preference
shares. The Stichting would have the option, which it shall exercise in its sole discretion, to
take up the pr(:ferencel| shares. The preference shares would be issuable |if the board of the
Stichting determines that hostile actions, such as a creeping acquisition or an unsolicited offer
for the Company’s common shares, would be contrary to the interests of the Company, its
shareholders, or its other stakeholders, If the Stichting exercises its call option and acquires
preference shares it must pay at least 25% of the par value of such preference shares. The
new option agreement, with the Stichting reflects changes in Dutch legal’ Tequirements, not a
response to any hostile Utakeover afterpt.

|
l
|
|
!
!
|
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STMICROELECTRONICS N.V. COMPANY BALANCE SHEETS AS AT
DECEMBER 31

{before proposed appropriation of income)

As at ‘ As at
Dec, 31, Dec. 31, : Dec. 31, Dec. 31,
In million of U.S. dollars Note 2006 2005 | 1n million of U.S. dollars | Note 1006 2005
SHAREHOLDERS ‘
EQUITY AND ‘
ASSETS LIABILITIES )
Non-current assets: Shareholders’ equity........., )
GoodWill ..o 4 128 128 | Issued and paid in capital.... : 1,247 1,118
Other intangibles assets............ 4 681 413 | Additional paid in capital.... 1,585 1,561
)
Property, plant and equipment.. 5 7 9 | Retained carnings............... ) 5,121 5,182
Investments in subsidiaries....... 6 7.438 7,241 | Lepal reserve ....ooniinnnnns : 621 (84)
Investments in |
associates...........euee.. 261 0 | Other Reserves.....oen.e......d ) 588 526
Restricted cash for eqmty
investments... 218 44 | Income for the year............. , 966 147
Investments and othcr non- Total shareholders’ e
current assets... 38 12 | eQUItY vueeceemacmomemssronaramsstsasie 11 10,128 8,650
LONG-TERM ‘
Total fixed assets ..... 8,771 7,847 | LIABILITIES .
Non-current 83sets......coeusureee Long-termdebt................... 12 877 —
Retirement benefit '
Long-term deferred tax assets .. 2 | obligations .......ceocoverrerennee , 3 2
Total non-current assets ........ 3 2 | Deferred tax liabilities ........ | il 25
Current as5efS ..o uccumcronsvansansss Other long-term liabilities.., : 296 6
Total long-term
Inventories... . 97 73 | lHabilithes weeomemeermmeonsemmeeses) 1,252 33
Trade account recewable 431 392 | Shert-term linbilites.........
Group companies shon-term Current portion of long- )
JORDNS. e eceeeeceearvrrnmceeeeeesns 9 66 123 | termdebt...cvevere e 12 2 1,356
Other group companies - |
receivable.......ocvoveevesviriearrnand 10 1,514 1,306 | Trade accounts payable....... i 20 14
Group companies short !
Other receivable and assets ...... 61 36 | term 10ans .....c.occeceverrrrenr 10 10 11
Available for sale financial Other group compames '
BSSOLS 1vvvrrsrnreseseseresenrerererarsassses 15 460 -— { payable.... T 10 1,230 1,511
Other payables and '
Short-Term deposits................. 16 250 — | accrued liabilities... 50 96
Cash and cash equivalents........ 1,072 1,898 [ Accrued income tax.......... 33 6
Total current assets ... 3,951 3,828 t Total short-term liabilities .. . 1,345 2,994
TOTAL '
SHAREHOLDERS’ !
EQUITY AND '
TOTAL ASSETS.....cccourcnureanns 12,725 11,677 | LIABILITIES ...ocvcrmicarense | 12,725 11,677
|

The accompanying notes are an integral part of these financial statements. 3
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STMICROELECTRONICS N.V. COMPANY

STATEMENTS OF INCOME FOR THE YEAR ENDED DECEMBER 31

2006 2005
{In millions of U.S. dollars)
Profit after taxes 496 208
[NCOME fTOM SUDSIAIAIIES....cvoverisemvcrscesreesrinnrssnsnssns seesnssassenrssmsnenss sensnssrasss sessssmss sonenssesanssamsren 470 139
Net Profit 966 347

The accompanying notes are an integral part of these financial statements.

- 130 -




! STMICROELECTRONICS N.V. _|
NOTES TO THE COMPANY FINANCIAL STATEMENTS
1- GENERAL : |

A description of STMncroelectromcs N.V. (“the Company™), its activities and group structure
are included in the Consolldated Financial Statements, prepared on the basns of accounting
policies that conform thh International Financial Reporting Standards (“IFRS") as endorsed
by European Union. The Company holds investments in sub31d1anes operating in the
semiconductor manufactlmng industry. Additionally, the Company operates through a branch
in Switzerland, which markets a broad range of semiconductor integrated circuits and devices
used in a wide variety of microelectronic applications,

2 - BASIS OF PRESENTATION
The functional and preséntation currency of the Company is the U.S. dollar.

Certain prior year ltems have been reclassified to conform with current year presentation.
Other and legal reserves at January lst 2006 have been amended to more appropriately reflect
categorization. |

3 - SUMMARY OF SI.GNIFICANT ACCOUNTING POLICIES |

General

In accordance with article 2:362 Part 8 of the Netherlands Civil Code, STMicroelectronics
N.V. (“the Company”)| has prepared its company financial statements m accordance with
accounting |, principles Netherlands applymg the accounting
principles as adopted in'the consolidated financial statements. l

Valuation of Subsidiaries |

Investments in subsidiaries are stated at net asset value as the Company eﬂ'ectwely controls
the operational and financial activities of these investments. The net asset value is determined
on the basis of the IFRS accounting principles applied by the Company lm its consolidated
financial statements. ' }

The Company provides for any negative net asset values in its subsidiaries.i

l
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4 - INTANGIBLE FIXED ASSETS

Technologies and
licenses, internally
developed software Capitalized
(USD in millions) Goodwill and purchase software development costs Total
HISTORICAL COST
Balance at January 1, 2006 .........ccoeviinaes 128 420 236 784
Additions rreressseenessarasaens - 70 3 381
Disposal . teeearenentaearas " - (13) - 13y
Impairments .........coee.e - (17 {6) 23
Balance at Decernber 31 2006 128 460 541 1,129
ACCUMULATED AMORTIZATION
Balance at January 1, 2006 .........ccccceneee - 241 2 243
Charge for the year.......cocecvenne - 69 21 90
Impairments ... e - (13) - (13)
Balance at Deccmber 31 2006 .................. - 297 23 320
NET BOOK VALUE
At December 31, 2006.... 128 163 518 809
At December 31, 2005 .......cooniviivienrennans 128 179 234 541
5- TANGIBLE FIXED ASSETS
Furniture and  Compauter and
(USD in millions) fixtures R&D equipment Other Total
HISTORICAL COST
Balance at Janua.ry 1, 2006 ...ocooveeeiiecicienene 3 16 2 21
Additions... ()] - 1 -
Disposals........... .- - (4) - (4)
Balance at December 31 2006 2 12 3 17
ACCUMULATED DEPRECIATION
Balance at January 1, 2000 .......ocoeeriniiinnninne 2 9 1 12
Charge for the year.....c.occvieven (1) 2 1 2
Disposals............... - @ - (4)
Balance at December 31 2006 ........................ 1 7 2 10
NET BOOK YVALUE
At December 31, 2006 ......cccervrveccrcernenneeiennns 1 5 1 7
NET BOOK VALUE
At Decernber 31, 2005 .....ocovvviviivinneininnnenens 1 7 1 9
6 - INVESTMENTS IN SUBSIDIARIES
(USD in millions) 2006 2005
Balance January 1 ......... ettt aee et eeaen 7,241 7,696
Income from subsidiaries rerner e s 470 139
Other reServes ..o rceeece e ettt 47 (1
Dividends paid e reas (953) (608)
Capital iNCrease™ ... cvcrermreronsareassacsonens 107 778
Translation effect of exchange rates ............... 526 (763)
Balance .....cccvcceernnrnersensnsnssnnnenns 7,438 7,241
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4 2006 capital increase mainly relates to capital contribution to subsidiaries in Canada and Chyina., for a total amount of
$105 million. 2005 capital increase mainly relates to capital contribution to subsidiaries in Singapore, for a total
amount of $750 million. | |

The investments in significant consolidated group companies as at Dece;mber 31, 2006 are

presented below: ;] )
‘ !
' f Percentage Ownership
Legal Seat Name . (Direct or Indirect)
Australia — Sydney STMicroelectronics PTY Ltd 4 100
Belgium — Zaventem STMicroelectronics Belgium N.V. ! 100
Belgium — Zaventem | Proton World International N.V. 1 100
Brazil — Sao Paolo " STMicroelectronics Ltda } 100
Brazil — Sao Paolo ' Incard do Brasil Ltda ! 50
Canada — Ottawa STMicroelectronics (Canada), Inc. ; 100
China — Shenzhen » Shenzhen STS Microelectronics Co. Ltd ! 60
China — Shenzhen STMicroelectronics (Shenzhen) Co. Ltd | 100
China — Shenzhen STMicroelectronics (Shenzhen) Manufacturing Co. Ltd ' 100
China — Shenzhen STMicroelectronics (Shenzhen) R&D Co. Ltd ' 100 -
China — Shanghai STMicroclectronics (Shanghai) Co. Ltd | 100
China — Shanghai STMicroelectronics (Shanghai) R&D Co. Ltd l 100
China — Shanghai Shanghai Blue Media Co, L1d 65
China — Shanghai . STMicroelectronics (China) Investment Co. Ltd 100
China — Beijing ! STMicroelectronics (Beijing) R&D Co. Ltd 100
Czech Republic — Prague STMicroelectronics Design and Application s.r.o. 100
Finland -— Lohja STMicroelectronics OY 100
France — Crolles STMicroelectronics (Crolles 2) SAS 100
France — Montrouge " STMicroelectronics SA 100
France — Rousset . STMicroelectronics (Rousset) SAS 100
France — Tours STMicroelectronics (Tours) SAS 100
France — Grenoble STMicroelectronics (Grenoble) SAS 100
Germany — Grasbrunn STMicroelectronics GmbH 100
Germany — Grasbrunn STMicroelectronics Design and Application GmbH 100
Hong Kong — Heng Kong -~ STMicroelectronics LTD ] 100
India — Noida STMicroelectronics Pvt Lid ! 100
Israel — Netanya STMicroelectronics Ltd ) 100
Italy — Catania CO.RLM.ME. 100
ltaly — Aasta DORA S.p.A. ] 100
Italy — Agrate Brianza ST Incard S.r.l. 100
Italy — Naples STMicroelectronics Services S.r.l. 100
Italy — Agrate Brianza STMicroelectronics S.r.l. 100
Japan — Tokye ‘ STMicroelectronics KK 100
Malaysia — Kuala Lumpur STMicroelectronics Marketing SDN BHD 100
Malaysia — Muar i STMicroelectronics SDN BHD 100
Malta — Kirkop « STMicroelectronics Ltd 100
Mexico — Guadalajara ' STMicroelectronics Marketing, 8. de R.L. de C.V. 100
Mexico — Guadalajara i STMicroelectronics Design and Applications, S. de 100
R.L.de C.V.

Morocco — Rabat Electronic Holding S.A. 100
Morocco — Casablanca STMicroelectronics S.A. 100
Netherlands — Amsterdam STMicroelectronics Finance B.V. 100
Singapore — Ang Mo Kio | STMicroelectronics ASIA PACIFIC Pte Lid 100
Singapore — Ang Mo Kio ;  STMicroclectronics Pte Lid 100
Spain — Madrid . STMicroelectronics S.A. 100
Sweden — Kista ' STMicroelectronics A.B. 100
Switzerland — Geneva i §TMicroelectronics SA 100
Switzerland — Geneva - INCARD SA 100
Switzerland -— Geneva - INCARD Sales & Marketing SA 100
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Percentage Ownership

Legal Seat Name (Direct or Indirect)

Turkey - Istanbui STMicroelectronics Elektronik Arastirma ve 100
Gelistirme Anonim Sirketi

United Kingdom — Marlow STMicroelectronics Limited 100

United Kingdom — Marlow S$TMicroelectronics (Research & Development) 100
Limited

United Kingdom — Marlow Synad Technologies Limited 100

United Kingdom — Bristol Inmos Limited 100

United States — Carrollton STMicroelectronics Inc. 100

United States — Wilmington  STMicroelectronics (North America) Holding, Inc. 160

United States — Wilsonville The Portland Group, Inc. 100

7 - INVENTORIES

The balance for inventories contains only finished goods.

8 - TRADE RECEIVABLES

Trade receivables are expected to be recovered within one year except for a $5.5 million
receivable expected to be paid in 2008. This amount has been discounted in order to reflect

its net present value,

9 - SHORT-TERM INTERCOMPANY LOANS

Shori-term intercompany loans consist of the following:

December 31, 22006

December 31, 2005

ST Incard Srl (Italy)

Loan due 2006 bearing interest at 3-month LIBOR plus 0.50%.......... 59
STMicroelectronics Ltd. (Israel)

Loan due 2006 bearing interest at 3-month LIBOR plus 0.50%.......... 5

ST Microelectronics Inc. (Canada)
Loan due 2006 bearing interest at 3-month LIBOR plus 0.375%........ —
ST Microelectronics A.S, (Turkey)
Loan due 2006 bearing interest at 1-month LIBOR plus 0.063%........ 2
Total short-term intercompany loans 66

10 - GROUP COMPANIES

(USD in millions)

53
5
65

123

December 31, 2006  December 31 2005

Trade receivables .........coovireeee e rsnecscsrnnene s nssn s ssars sae e rane 1,293 1,101
Other receivables .......... OO OO VO PO VOO VO TSV O 221 205
Total group companies Receivables..........ovvvoerriiiserinicnnvccneneneeens 1,514 1,306
TrAde PAYADLES 1ovvc e esaene e erraesersaraseses e s e raeebsstecs s eres 1,015 1,277
Short-term Notes PAYABLE . i s s e 11
Other payables ........c.orevmmeeecir e . 215 234
Total group companies payables.........ooereenrecerninins 1,240 1,522
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11 - SHAREHOLDERS” EQUITY ) f

Issued  Addition i Encome

and paid al paldin Retained Treasury Other Legal  for the
(USD in millions) ln capital capital earnings Shares Reserves Reserve  year Total
Balance January 1,2006......... 1,118 1,561 5,182 (348) 874 (84) 347 3,650
NEL INCOME .ereeecaerarierreresersornss 347 . (347 -
Rights acquired on vested stock 16 ; 16
AWANAS ....cvvsvvsivsemrrrireiens '
Issuance of shares ** ..........c..c.. 3 24 , 27
Stock-based compensation........ (16) 46 ! 30
Dividends paid ..........cocoocvnvvunre- (107 ‘ (107)
Net income...........ovveecoemeeeemeeenas ' 966 966
Development expenditures........ {285) 285 -
Unrealized gain on derivatives, .
net of tax .. ]4 14
Translatlon adjuslment‘ ............ 126 406 532

Balance December 31, 2006.... 1,247 1,585 5,121 (332) 920 621 966 10,128
!

®  The share capital of the Company is denominated in euros and the period-end balance is translated into U.S. dollars at
the year-end exchange rate (euro/USD 1.317). The translation differences are taken to the non-d:stnbutable cumulative
translation adjustment account.

**  [ssuance of shares is free of tax,

i

Certain prior year items have been reclassified to conform with current year presentation. Other and
legal reserves at January 1st 2006 have been amended to more appropriately reflef:t categorization.

Other reserves and legal reserve consist of fair value of services provided under share award
schemes, unrealized gains or losses on marketable securities classified as available-for-sale and
foreign currency transiation adjustments, ail net of tax.

Ordinary shares: Euro 1.04 nominal value, 1,200,000,000 shares autho:rized, 910,157,933
shares issued, 897,395,042 shares outstanding.

Preferred shares: 540,000,000 shares authonzed not issued. '

The euro equivalent of the issued share capital at December 31, 2006 amcunts to euro
946,564,250 (2005: euro: 944,137,250). For the changes in issued and paid in capital,
additional paid in capital and other reserves, see the consolidated financial statements of the
Company.

Treasury stock
In 2002 and 2001, the Company repurchased 13,400,000 of its own shares for a total amount
of $348 million, which were reflected at cost as a reduction of the shareholders equity. No

treasury shares were acquired in 2003, 2004, 2005 and 2006. |

Treasury shares of 9,200,000 have been designated to be used for the Company’s share-based
remuneration programs. As of December 31, 2006, 637,109 of the ordinary shares
repurchased had been transferred to employees under the Company’s share-based
remuneration programs, following the vesting as of April 27, 2006 of the first tranche of the
stock award plan granted in 2005. For details on the Company’s stock award plans, see the
consolidated financial statements of the Company.
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12 - LONG-TERM LOANS

In August 2003, the Group issued $1,332 million principal amount at maturity of zero coupon
unsubordinated convertible bonds due 2013. The bonds were issued with a negative yield of
0.5% that resulted in a higher principal amount at issuance of $1,400 million and net
proceeds of $1,386 million. The bonds are convertible at any time by the holders at the rate of
29,9144 shares of the Group’s ordinary shares for each one thousand dollar face value of the
bonds. The holders had the option to redeem their convertible bonds on August 5, 2006 at a
price of $985.09, on August 5, 2008 at $975.28 and on August 5, 2010 at $965.56 per one
thousand dollar face value of the notes. As a result of this holder’s redemption option in
August 2006, the outstanding amount of 2013 bonds was classified in the consolidated
balance sheet as “current portion of long-term debt” as of December 31, 2005. At any time
from August 20, 2006 the Group had the option to redeem for cash at their negative accreted
value all or a portion of the convertible bonds subject to the level of the Group’s share price.

When applying the first-time adoption requirements as set out in IFRS 1, the Group assessed
for separate accounting in 2005 the two e¢lements of equity and liability for the 2013
convertible bond, because it was the only convertible debt outstanding at the IAS 32 / 39
transition date on January 1, 2005. The fair value of the liability component and the equity
conversion component were determined at issuance of the bond. The bond terms enable the
holder to receive cash settlement under certain circumstances and, consequently, the Group
has classified the share conversion option as a financial lisbility. The value at issuance of
this share conversion option was $114 million, which has been reduced and fully reflected in
adjusted retained earnings at January 1, 2005 because of the market expectation that the bond
will be redeemed without any holder converting. Adjusted retained earnings at January 1,
2005 also included the cumulative amortized interest cost recorded on the bond totalling $54
million. The fair value of the liability component of the convertible debt amounted to $1,356
million as of December 31, 2005. Based on the existing market conditions at issuance,
management estimated that separately valuing the embedded share conversion option would
not be materially different from calculating the share conversion value as the residual amount
of the total bond proceeds, after deducting the fair value of the debt component. The Group
determined the fair value of the debt component using a market interest rate for an equivalent
non-convertible debt over the period of future probable cash flows as estimated on the date of
issuance. This was determined to be a three-year timeframe corresponding to the period to the
first date of redemption for cash at the option of the holder. The fair value was calculated
using cash flows discounted at a raie based on the non-convertible debt rate of 2.96%. The
embedded rights of the bond holder to extend the bond beyond the probable three year period,
by not exercising their redemption option, were measured at fair value through profit and
loss. The fair value of these embedded rights was not material at the end of 2005.

Pursuant to the terms of the convertible bonds due 2013, the Company was required to
purchase, at the option of the holders, 1,397,493 convertible bonds, at a price of $985.09 each
between August 7 and August 9, 2006. This resulted in a cash payment of $1,377 million.
The Company may be required to purchase, at the option of the holder, the outstanding
convertible bonds for cash on August 5, 2008 and/or August 5, 2010 at a price of $975.28 and
$965.56 per convertible bond, respectively. The outstanding 2013 convertible debt amounted
to approximately $2 million as at December 31, 2006, corresponding to the remaining 2,505
bonds.

In February 2006, the Company issued $974 million principal amount at maturity of zero
coupon senior convertible bonds due in February 2016. The bonds were issued at 100% of
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principal with a yield to maturity of 1.5% and resulted in net.proceeds to the Company of
$974 million less transactton fees. The bonds are convertible by the ho]der at any time prior
to maturity at a convers:on rate of 43.118317 shares per one thousand dollars face value of
the bonds correspondmg to 41,997,240 equivalent shares. In the event of any change in
control, the holder has the right to require the Company to purchase for cash all or any part of
the holder’s converttble bonds at its accreted value. The holders can also redeem the
convertible bonds on Febmary 23, 2011 at a price of $1,077.58, on February 23,2012 ata
price of $1,093.81 and on February 24, 2014 at a price of $1,126.99 per one thousand dollars
face value of the bonds: The Company can call the bonds at any time after March 10, 2011
subject to the Company s share price exceeding 130% of the accreted value divided by the
conversion rate for 20 out of 30 consecutive trading days. The Company may redeem for
cash at the principal amount at issuance plus accumulated gross yield all, but not a portlon of
the convertible bonds at any time if 10% or less of the aggregate principal amount at issuance
of the convertible bonds remain outstanding in certain circumstances or in the event of

changes to the tax laws of the Netherlands or any successor jurisdiction. ;
h

The Group assessed for separate accounting at issuance of the bond thle two elements of
equity and liability of the compound instrument, The bond terms enable the holder to receive
cash settlement under certain circumstances and, consequently, the Group has classified the
share conversion optlon as a financial ltablhty in “Other non-current llablhtles which was
reported at fair value through profit and loss in the consolidated batance sheet at December
31, 2006. Based on the existing market conditions at issuance, management estimated that
separately valuing the embedded share conversion would not be matertally different from
caiculating the re31dual amount of the equity conversion as total bond proceeds, after
deducting the fair value of the debt component. The fair value of the llabl]lty component of
the convertible debt amounted to $700 million at issuance and mcludes the value of the
holder’s redemption optton and the Company’s call options since these embedded derivatives
were considered to be closely related to the host debt contract and could not be accounted for
separately as freestandmg derivatives. The Group determined the fair value of the liability
component using a market interest rate for an equivalent non-convertible debt over the period
of future probable cash ﬂows as estimated on the date of issuance. This wets determined to be
a ten-year timeframe correspondmg to the period from issuance to matunty The fair value
was calculated using cash flows discounted at a rate based on the non-convemble debt rate of
5.50%, reduced by 0. 58% corresponding to the value of the put and call optlons

In 2006, the Company entered into cancellable swaps with a combined notional value of $200
million to hedge the falr value of a portion of the convertible bonds due 201 6 carrying a fixed
interest rate. The cancellable swaps convert the fixed rate interest expense recorded on the
convertible bond due to 2016 to a variable interest rate based upon adjusted LIBOR. These
interest rate swap hedgmg transactions are described in further detail in Note 30.

f.
|
|
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The convertible debt recognized in the balance sheet is calculated as follows:

Convertible debt 2013: December 31,
2006

Face value of the convertible debt issued on August 2003 ... 1,400
Conversion option classified as a financial liability.......... (136}
Accumulated interest recognized on retained earnings 91
Repayment in cash at redemption dAte .......ccceo e eere sttt st et st e sy e es sy (1,377
Liability component at issuance............ccovvniicnrceciienensnns 22)
Interest expense recognized in 2006 consolidated ...
statement of INCOME.......oivirieiniinsccier e e 24
Convertible debt 2013 as of December 31, 2006 2
Convertible debt 2016: December 31,
2006
Face value of the convertible debt issued in February 2006 ... iovccnicionsnecsisnrsesss s sresesessssssassssnesas 974
Conversion option classified as a financial Hability........ccouerreriiiinciisiinirrs e ssessesse s (274)
Liability component at issnance... 700
Interest expense recognized in 2006 consohdated
statement of INCOME ......cveecieeere e cemeeceaseesarnee 37
Effect of interest rate swap .. -
Convertible debt 2016 as of Decemher 31 2006 737

13 - LOANS AND BANKS

The Company has revolving lines of credit agreements with several financial institutions
totalling $269 million at December 31, 2006 (2005: $221 million). At December 31, 2006 no
amounts were drawn on these available lines of credit (2005: nil).

14 - GUARANTEES

Guarantees given by the Company to its subsidiaries for the benefit of third parties amounted
to approximately $1,379 million at December 31, 2006 (2005:; $906 million).

15 - AVAILABLE-FOR-SALE FINANCIAL ASSETS

In 2006, the Company invested $460 million of existing cash in eleven floating rate notes
with primary financial institutions with minimum rating “Al/A+" with a maturity between
twenty one months and six years. These marketable securities were reported as current assets
as at December 31, 2006 since they represent investments of funds available for current
operations. These financial assets are classified as available-for-sale and are recorded at fair
value, which is slightly lower than the carrying value as at December 31, 2006, with changes
in fair value recognized as a separate component of “other reserves” in the consolidated
staternent of changes in shareholders’ equity. Subsequently, the Company entered into a basis
asset swap for one floating rate note for a notional amount of $50 million purchased at par.
Even if strictly related to the underlying note, the swap is contractually transferable
independently of the marketable security to which it is attached. As such, the asset swap was
recorded separately from the underlying financial asset and was reflected at its fair value in
the consolidated balance sheet on the line “Other receivables and assets™ as at December 31,
2006. The changes in the fair value of this derivative instrument were recorded in the
consolidated statement of income as part of “Other income and expenses, net” and did not
exceed $1 million for the year ended December 31, 2006.
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In 2006 and 2005, no financial asset classified as available-for-sale was sold. As at December
31, 2003, the Company did not report any financial assets classified as avaj'lable-for-sale.

16 - SHORT TERM D“EPOSITS :

In the first quarter of 2006, the Company invested $903 million in short term deposits with a
maturity between three months and one year. These depos1ts are held at vanous banks with a
A3/A- minimum long term rating from at least two major rating agencnes Interest on these
deposits is paid at matunty with interest rates fixed at inception for the duration of the
deposits. The principal will be repaid at final mamrity. In 2006, the Company did not roll
over $653 million of these short-term deposits, primarily pursuant to the earty redemption in cash
of 2013 convertible bonds at the option of the holders which occurred on Aug'ust 7, 2006. At
December 31, 2006 the total amount of short term deposit was $250 million.

17 - WAGES, SALARIES AND SOCIAL CHARGES

|
}
)
|
!

{USD in millions) 2006 2008
Wages and salaries ... 43 43
Social charges ... resnresesnsessr o 3 6
Stock award compensation eXpense ... 3 7
Pension service costs......... et tes et be bttt e bbb bbb b 8 6
Complementary pension sCheme fOr EXECULIVES .ivimisnnsiniiiniesimisssssssassssssiesnnis (2) 9
Other employee benefits ....... 3

: 57 74

The average number of ipersons employed by the Company during the year ended December
31, 2006 was 254 out of which 235 outside The Netherlands (2005: 259 out of which 239
outside The Netherlands)

18 - REMUNERATION TO MANAGING BOARD AND SUPERVISORY BOARD
MEMBERS

For details on the remuneration to Managing Board and Supervisory Board members, see the
consolidated financial statements of the Company (Note 31). i

March 20, 2007 . ‘
Sole Member of the Managing Board, ’
Carlo Bozotti l
Members of the Supervisory Board:
Gérald Arbola

Bruno Steve

Tom de Waard

Matteo Del Fante

Douglas Dunn
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STMICROELECTRONICS N.V. '
OTHER INFORMATION j

DECEMBER 31, 2006 :

1. AUDITORS’ REPORT

The report of the auditors, PricewaterhouseCoopers Accountants N.V., is presented in the
following pages.

2 APPROPRIATION OF RESULT — PROVISIONS IN COMPANY S
ARTICLES OF ASSOCIATION

The Managing Directors, with the approval of the Supervisory Board, are allowed to allocate
net profit to a reserve fund. The Articles of Association provide that thé net result for the
year, after deduction of the aforementioned allocation to the reserve ﬁmd, is subject to the
disposition by the AGM. !

In the case that a net loss for the year exceeds retained carnings, no d1v1dend payments are
allowed until the loss has been recovered from net profit in future years.

3.  PROPOSED 2006 CASH DIVIDEND AND RETAINED EARNINGS AND
PIVIDEND POLICY |

Upon the proposal of the Managing Board, the Supervisory Board decide;i to recommend to
the 2007 AGM a cash dividend of $0.30 per share. :

This recommendation is consistent with the Company’s dividend pohcy as communicated
and discussed at the 2005 AGM whereby: |

a.  The Company seeks to use its available cash in order to develop and enhance its
position in the very capital-intensive semiconductor market while at the same
time managing its cash resources to reward its shareholders for their investment

and trust in the Company.
|

b.  Based on its annual results, projected capital requirements as well as business
conditions and prospects, the Managing Board proposes each year to the
Supervisory Board the allocation of its earnings involving whenever deemed
possible and desirable in line with the Company’s ob_]ectlves and financial
situation, the distribution of a cash dividend, and

¢.  The Supervisory Board, upon the proposal of the Managing Board, decides each
year, in accordance with this policy, which portion of the profits shall be retained
in reserves to fund future growth or for other purposes and makes a proposal to
the shareholders concerning the amount, if any, of the annual cash dividend.
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4.

SUBSEQUENT EVENTS

On January 22, 2007, a new option agreement was enacted with an independent
foundation, Stichting Continuiteit ST (the ‘‘Stichting™), which will have an
independent board. The new option agreement provides for the issuance of up to a
maximum of 540,000,000 preference shares. The Stichting would have the option,
which it shall exercise in its sole discretion, to take up the preference shares. The
preference shares would be issuable if the board of the Stichting determines that hostile
actions, such as a creeping acquisition or an unsolicited offer for the Company’s
common shares, would be contrary to the interests of the Company, its shareholders, or
its other stakeholders. If the Stichting exercises its call option and acquires preference
shares, it must pay at least 25% of the par value of such preference shares. The new
option agreement with the Stichting reflects changes in Dutch legal requirements, not a
response to any hostile takeover attempt.
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To the General Meetixxlg of Shareholders of |
STMicroelectronics N.V. |

AUDITOR’S REPORT .

Report on the financial Statements

We have audited the "accompanying financial statements 2006 of STMicroelectronics N.V.,
Amsterdam as set out on pages 57 to 140. The financial statements consist] of the consolidated
financial statements ancl|| the company financial statements. The consclidated |financial statements
comprise the consolldated balance sheet as at 31 December 2006, the profit and loss account,
statement of changes in equlty and cash flow statement for the year then ended1 and a summary of
significant accounting policies and other explanatory notes. The company lf inancial statements
comprise the company balance sheet as at 31 December 2006, the company profit and loss account for
the year then ended and the notes.

i.
The directors’ responsibility ]

The directors of the company are responsible for the preparation and fair presenlatxon of the financial
statements in accordance with International Financial Reporting Standards|as adopted by the
European Union and wnh Part 9 of Book 2 of the Netherlands Civil Code, and for the preparation of
the management board report in accordance with Part 9 of Book 2 of the Netherlands Civil Code. This
responsibility includes: d&clgmng, implementing and maintaining internal co:;ntrol relevant to the
preparation and fair presentatlon of the financial statements that are free from material misstatement,

whether due to fraud or error; selecting and applying appropriate accounting policies; and making
accounting estimates that are reasonable in the circumstances. }

‘
I

Our responsibility is to express an opinion on the financial statements based on our audit. We
conducted our audit in accordance with Dutch law. This law requires that we|comply with ethical
requirements and plan and perform the audit to obtain reasonable assurance whether the financial
statements are free from malenal misstatement.

Auditar’s responsibility

An audit involves performing procedures to obtain audit evidence about the amounts and disclosures
in the financial statements. The procedures selected depend on the auditor’s judgment, including the
assessment of the risks of material misstatement of the financial statements, whether due to fraud or
error. In making those nsk assessments, the auditor considers internal control relevant to the
company’s preparation and fair presentation of the financial statements in order to design audit
procedures that are appropnate in the c1rcumstanccs, but not for the purpose of cxprcssmg an opinion
on the effectiveness of jthe company’s intemal control. An audit also includes evaluating the
appropriateness of accountmg policies used and the reasonableness of accounting estimates made by
the directors, as well as evaluatmg the overall presentation of the financial statements

We believe that the audit evidence we have obtained is sufficient and appropnate to provide a basis
for our audit opinion.
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Opinion with respect io the consolidated financial statements

In our opinion, the consolidated financial statements give a true and fair view of the financial position
of STMicroelectronics N.V. as at 31 December 2006, and of its result and its cash flows for in
accordance with International Financial Reporting Standards as adopted by the European Union and
with Part 9 of Book 2 of the Netherlands Civil Code,

Opinion with respect to the company financial statements

In our opinion, the company financial statements give a true and fair view of the financial position of
STMicroelectronics N.V. as at 31 December 2006, and of its result in accordance with Part 9 of Book
2 of the Netherlands Civil Code.

Report on other legal and regulatory requirements

Pursuant to the legal requirement under 2:393 sub 5 part e of the Netherlands Civil Code, we report,
to the extent of our competence, that the report of the managing board is consistent with the financial
statements as required by 2:391 sub 4 of the Netherlands Civil Code,

Amsterdam, 23 March 2007
PricewaterhouseCoopers Accountants N.V.

R.M. van Tongeren RA
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