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PROFILE

Fuji Heavy Industrics Ltd. (FHI) is a global manutac

and acrospace- elated products and the maker ol
FHI's roots go back to 1917, when Japan’s first-
g

tory (later Nakajima Aircraft Co., Ltd.) was cstablish

While some of the world’s automakers have their roots in t aircraft n)(l
FHI is the only automaker who continues to build aircraft roday. .

On July 15, 2003, the 50th anniversary of tl1é-(j')01_'i‘)i?zin'\j"s. Foun'diﬁg in
1953, FHI introduced the six-star (“mutsuraboshi”) SLﬂ)_g_;"u"'Ell.lttjnn()l‘)"

cmblem design as its new corporate symbol. The Company has been using

this symbol to further fortify its brand image and awareness on a global basis.
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Disclaimer Regarding Forward-Looking Statements

Statements herein concerning plans and strategics, expectations or projections about the future, FHI's efforts
with regard to various management issues, and other statements, except for historical facts, are forward-
looking statements, These forward-looking statements are subject 1o ancertainties that could cause actual
resulis to differ materially from those anticipated. These uncertainties include, but are not limited 10, general
econutnic conditions, demand for and prices of FHE's products, FEIs ability 1o continue to develop and market
advanced products, raw material prices, and currency exchange rates. FHI disclaims any obligation to update
any forward-looking statements, whether as a result of new information, luture cvents, or otherwise,
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To the Stakeholders of Fuji Heavy Industries Ltd.

Taking the Helm as President

Having become president and CEO of FHI following approval at the annual meeting of shareholders and by the

Board of Directors Meeting on June 27, 2006, 1 would like to take this oppartunity to say a few words to our

stakeholders. The year to March 2006, or fiscal 2006, was a major period of transition for FHI. We reviewed our
five-year medium-term business plan, Fuji Dynamic Revolution-1 (FDR-1), unveiled a revised version, and strove
to restore profitability by implementing urgent total cost reductions and other measures. At the same time, we
terminated our alliance with General Motors Corporation (GM} and agreed to a new partnership with Toyota
Motor Corporation. Presently, in the final year of the revised FDR-1 plan, we are putting the finishing touches on |
the work we have engaged in under the plan. Our previous president, Kyoji Takenaka, played a central role in |
formulating and carrying out the FIDR-1 plan. Picking up where he left off, lintend to devote myself to charting a

new course, transitioning from the establishment of an operating foundation to a focus on growth into the future.

Fiscal 2005 Review and Effects of the Revised FDR-1 Plan

Consolidated net sales in the vear under review increased 2.1% over the previous year, to ¥1,476.4 billion, owing

to an increase in overseas sales volume, sales from the Aerospace company and additional businesses other than
Automobiles exceeding the previous year, and favorable exchange ratcs. We reported operating income of #58.3
billion, which represents an increase of 38.8% over the previous year, This was due in part to reducing material
costs and administrative expenses and streamlining research and development (R&D). While we did register both
increased sales and income, this outcome is nevertheless bittersweet since our core Subaru Automotive business did
not really contribute to this result.

Under the revised FDR-1 plan, we worked to achieve five strategic goals aimed at rebuilding our operating
foundation, while at the same time downwardly revising our performance targets for fiscal 2007. The first strategic
goal was to implement urgent total cost reductions, and in fiscal 2006 we made respectable progress as evidenced
by our operating income, With respect to restructuring product planning, we launched a new minicar madel,

Stella, on the market in June 2006, and will attempt to invigorate the Japanese market with new model entries.
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And, starting in 2007, we plan to introduce Full Model Changed (FMC) vehicles (completely redesigned models)
on an annual basis. For restructuring sales processes and networks, we did make steady progress in network
development, but are only halfway there in terms of improving customer satisfaction. Finally, with respect to
sircamlining the corporate structure, we made substantial progress in shifting to structure supporting higher
carnings in our three internal companies. Doing so, however, required us to make the agonizing decision of hastening
the retirement of over 700 employces.

On the whole, our efforts under the revised FDR-1 plan delivered a certain level of results. With our goals

going forward clear, we intend to accelerate initiatives under the new regime to propel us to our next stage of growth,

Issues and Initiatives Ahead of Qur Next Medium-Term Business Plan
I will first explain the major issues that Subaru is currently facing.

The first involves our orientation 1o customers, which is a perpetual issue for Subaru. Over the past five years,
the entire company engaged in work related to this issue, but looking back, [ am forced to conclude that our efforts
did not deliver adequate results. [ have the scnse that our FDR-1 plan did not fully change our corporate.culture
that for many has believed that if we make a good product it will certainly sell. For Subaru, making good products
is not enough; we must be oriented more to our customers, and unforwunatety, as of the present, we are still not
where we should be. We must first raise customer satisfaction in every phase—product development, manufacturing,
sales and services—which will consequently lead to sales of new cars. It is essential for us to build a customer-
centered value chain, so it is incumbent upon all of Subaru, including exccutives, to change its way of thinking,

We started by identifying three issues. The first is to achieve the targets of the revised FDR-1 plan. The sccond
is to clarify the substance of our alliance with Toyota and make it a success. And the third is to formulate a new

‘medium-term business plan for our growth in the next fiscal year and beyond. .

‘Finishing Up the Final Year of the FDR-1 Plan

Our most important agendas for the final year of the FIDR-1 plan are to continue to strengthen our Total Cost
Structure Revelution (TSR), work to improve the efﬁcicncy of R&D costs and administrative expenditures, and
-raise our overall cost competitiveness. On the sales side, we will further rationalize dealer management in Japan by
merging some dealerships starting April 2006 and allocate the resulting resources to bolstering our sales force in
order te improve sales productivity, In the W.8., we arc working to strengthen our dealerships by launching the
Site Control program involving direct invesiment in dealer facilities by Subaru of America, Inc. (SOA), our U5/
*marketing & distributing subsidiary. Through these initiatives, we plan to reform our sales structure into a high-

qualit\‘ operation directed at customer satisfaction.

OVERVIEW OF FDR-1 ¢gillicrs of yen)

2003

2004

2005

2006

2007
(Forecast)

oP Actual Unit Szles &P Net Sales sl Gperating Income
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Alliance with Toyota

Next, through our alliance with Toyota Motor Corporation, we intend to absorb Toyota's sophisticated expertise,
improve Subaru’s productivity and enhance our product strength by producing Toyota vehicles, and share technolo-
gies at Subaru of [ndiana Automotive, Inc. (SIA), our LS. production subsidiary. We hope to build a robust, long-
standing relationship with Toyota by enhancing synergies in arcas other than production and development as well,

and continuing to deepen the trust between the two companics.

Formulating Our Next Medium-Term Business Pian

Along with steadily carrying out the aforementioned two major agendas to shore up the company’s management
base, we will also formulate our next medium-term business plan for FHI going forware, a task that I personally
consider a major undertaking. FHI urgently needs to develop a system for aggressively developing unique Subaru
products that reflect the wishes of customers and for delivering high-quality, cost-competitive products to the
market in a timely manner, Bolstering our overall sales capabilitics both in Japan and overseas is also a pressing
issue. S0 along with raising efficiency, we intend to ercate a plan for making necessary investment in dealer infra-
structure and devote effort to personnel-related issues, including improving the quality of customer service. In

doing so, we will seck to realize a high-quality brand of sales and service that engenders true customer satisfaction,

Conclusion

Along with engaging in the business activities outlined above, we will proactively carry out activities to fulfill our
social responsibilities as a corporation, including environmental conservation and compliance-related initiatives,
and will seck to be an attractive company with a strang market presence—a company that is trusted by sharchold-
ers, customers, and all other stakcholders. By focusing our efforts on brand development and marketing rooted in
orientation to our customers, we will take our first steps toward a new stage of growth. [ hope that you share in

our expectations for the potential of Subaru going forward.

P/

lkuo Mori
Representative Dizecior of the Board, President and CEQ
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What are the strengths of the Subaru brand

EUJI HEAVY INDUSTRIES LTD.

[BRAND]

ANNUAL REPORT 2006

that are capable of ‘generating value for customers and the Company?

PRODUCT PORTFOLIC
2006 2007~ ‘
Stella S rue 1@ FMC
‘ (@3B0 Tribeca (Europe, Australia) «€/B9 Tribeca (Japan) : > New model

'€ Legacy (United States)

Legacy (Japan, Europe, Australia)

|

)

i
O FMC/New Model € Major Face-Lift - |
}
t
i
!
|
I

ANSWER

Subaru has products capable of carning the strong support of customers-—namely, the Legacy, lmpreza and
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Forester. However, when looked at from a long-term perspective, the Subaru brand as it Cllrfentl)' stands does
not always adequately deliver high levels of customer satisfaction. In the pursuit of high qualitl\', we have been
scrupulous about manufacturing and have made repeated efforts aver many years to raise ofr technical
capabilities, Our cfforts, though, have not incorporated the customer’s perspective as robustlg' as they should.
In order to draw up a new growth strategy for. Subaru, we have to re-establish the brand f':rr)m the
customer’s perspective. This means we have to start with imagining the type of customer whc: wants to buy our

cars, then offer products, prices, quality and service that are suited to that customer, We \\11] make thle

4

perspective the basis of the Subaru brand. E

In addition, duc to the lackluster recognition of our brand in markets overseas, it is ilnpor.tanl that we have
a strategy for raising recognition in cach region. In the U.5., a key market, we will work to co:nvcrl to a brand
image that suggests a highly refined balance of environmental considerations and performance! We have already
started to carry out a strategy leveraging high-value-added models, introducing the turbo-char‘ged Legacy, for
example. With regard to raising brand recognition, competing at the World Rally Champitms}:ﬁp has been
extremely helpful to promote the strength of our brand in Europe in particular and regions wh‘erc we're new
market entrants. What is important is that we grasp the orientation of customers in each rcgio:n and devise a
strategy for cach market. ?

Brand building is the never-ending task for a company. Ralsmg the value of our brand inv 01\ es steadfastly
improving certain lunctional and design characteristics of our cars. Subaru has the ability to create appealing
products. We just have to know where 1o aim—what features to improve for what type of Cus;tomcr. Going
forward, we will attempt to understand the needs of our customers, first by actually listening to their apinions,
then by quantitatively assessing that information and incorporating it into our products. Stella, '\\ ‘hich was
unveiled this year, truly represents a step in this direction. A car that is fun for both the driver a‘md passengers—
this is one of the new images we want to become associated with Subaru cars. \
Furthermore, another important agenda will be to fuse vatues connected with the envirom%mm and fuel

economy. Once this value has been established, we will add an intrinsic appeal, meet customer expectations and

deliver excitement—this is our ideal for Subaru cars and the direction of the next incarnation of the Subaru brand.

I
|
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[MARRETING]

What are your strategies and agendas for marketing,
which holds the key to growth and profitability?

H& INFSRWAEIRY Under the FDR-1 medium-term business plan, FHI has worked to shore up its sales capabilities for cach region,
raising the quality of the sales network and upping the number of dealers in the U.S., and improving the profit-
ability of dealers in [Japan. However, while our majar aim was a substantial increase in sales volume, this was
not associated with improved sales quality, and as a result we were not able to achieve our valume targets and
had to make a series of downward revisions.

The issue remains then of what to do in order to improve the quality of sales. A hint can be found in our
success in the Australian market. Marketing activities have been developed around an appeal wo the quality of
our crossover madels and high-performance models. Subaru is perceived as a premium Japanese brand and has
captured a fixed share of the market. Morcover, we have not resorted 10 gimmicks to further raise our market
share, but rather have limited the number of dealers and carcfully managed the volume of inventory made
available to them. This has proven successful in maintaining the pi‘cmium image associated with the brand, In
Japan and the U.5., on the other hand, the fact that we were not able 1o fully implement this strategy is a
source of regret, but going forward we plan to thoroughly carry out a strategy of improving not only volume
but also sales quality,

Looking at our plans on a region-by-region basis, in the U.S. market, the key location for Subaru’s turn-
around, there is sull considerable potential that has yet to be tapped. Our strategy for the U.5. market differs
depending on the state. In northern states, where the brand is recognized, we will work to shilt the image
associated with the brand from practical to performance. Also, in major urban areas where brand awareness is
not adequately developed, including in the West, Midwest, and South, U.S. subsidiary Subaru of America will
promote our Site Control program, which invests in dealerships and consigns operations to publicly recruited
managers, in an effort to u])grade the quality of our sales network. For the Japanese market, which is in the
process of maturation, we will emphasize customer relationships and carry out activities that prioritize profit-
ability by developing more detail-oriented services,

In the European market, which stands as the third pillar of our operations, we are currently enjoying
volume growth. We plan to further increase sales volume by introducing madels equipped with harizontally
opposed diesel engines, as well as develop new markets. In Russia and China, where Subaru’s high brand value

is recognized, we will implement a marketing strategy that leverages the features of Subaru cars, namely,

driving pleasure and safety.
}
We firmly belicve that we can return the company to pruﬁlabilil}' by fully understanding the expectations

customers have for the brand in each market and by building a value chain around their needs.
.

AUTOMOBILE SALES BY REGION (Thousands of units)

R Japan a1 U.5, O Europe B Australia 3 Others

FAGEY



FU]l HEAVY INDRISTRIES LTD. ANNUAL REPORT 2006

[TECHNOLOGY]

How does Subaru’s technology development currently stand and
what will its direction be going forward?

!
i
[
i
!
I

ANSWER

There are basically two directions available for producing automobiles, The first is a product-oriented approach
- . 1
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in which the manufacturer proposes products 1o the customer; the second is a markct-t:ricntc}l approach
whereby products the customer wants are produced. Truly outstanding products fuse these twol approachcs at a
very high level. Subaru needs to side more with the market-centered approach than it has in‘t}iu: past to produce
highly unique cars—with Boxer engines and symmetrical ail-wheel drive as their core lcchnulogics—mlhal arc
based on a customer-first apprunch but does not sacrifice Subaru's distinctive characteristics, |

With regard to technology, lhu'e will be several important issucs related to car dev clnpmcm going forward.
Envisioning a flagship model for the future that will support the company’s growth, there are Ima]or changes in
demand currently taking place in the U.S., the model’s would-be target market. An SUV, for:cxamplc, would
have good fuel ccfonom)' and a spacious cabin while maintaining appropriate exterior dimensio:ns. As evidenced
by demand for good fuel cconomy, the road-ahead for technology development will be characterized by
considerable focus being placed on the environment, FHI will alse develop its technologies in this direction,

With respect to the development of new environmental technologies, we will put priorit}% on development
that further cleans the exhaust gases of Boxer turbo-charged engines and work to accomlmodattc mounting
demand for clean exhaust in European, American and Japanese markets. In Europe, dicsel cng'ines arc the
mainstream, so Subaru is alse developing a Boxer dicsel engine. Already, we have completed L)hc R&D phase
and have entered the final stages before moving to commercial production. A general weak po.inl of diesel
engines is their substantial vibration, but this vibration is ameliorated b}- the superior balance and rigidity inherent
in Boxer engine configuration. The engine is expected 1o successfully harness such advantage. We think that the
U.S. is a potential market for the engine in the future, not only Europe. !

In the area of eco-cars, we have worked for some time on the dev elopmun of h\bnd \CthlL systems, but
the large costs involved in mass production have proved problematic. We plan to stake outa p()sm\e direction
for these efforts through our alliance with Toyota. Electric cars, the most extreme type of cco-:c:ars, require the
development of efficient batteries that can be recharged in a short period of time. Using (lozcn% of the Rle that
we developed ourselves, we are currently involved in testing an electric car system for commercial use in the
Tokyo area, in partoership with Tokyo Eleetric Power Co., Inc (TEPCO). | |

[n this way Subaru will leverage the technological capacities it has accumulated over many :vcars, starting
with Boxer engines, to work to develop new technologies, while firmly rooted in the customel’;'s perspective
and values and with an eye on the future of the automobile. !

At the same time, our Aerospace company, the carly heritage of FHI, will work tuwlard a f:ull-ﬂcdgcd
recovery in profitability and further polish its technological capabilities to try to raise its sales u:: over ¥100.0
billion and operating margin to over 8%. With respect to commercial-sector customers, we have added a new
praject te our existing Bocing business, the Boeing 787, for which we have succeeded in d;:vcloping center
wing made of carbon fiber reinforced plastics and started on structural assembly ahead of the rest of the
worldwide suppliers. In the business jet segment, we will soon start production on the wings f'c!)r the Eclipse
500 jclt by incorporating production technologies from our Automotive Business Unit. The jet as a whole will be
mass-produced in groundbreaking fashion in the ajrcraft industry. For the Japan Defense Agenc;l’. we started
deliveries of the wings for the next-generation Maritime Patrol Aircraft and Cargo Transport Ajreraft (PX/
CX). The wings represent the largest wings ever developed in Japan. In addition, in March 2006 we have
successfully made first delivery of the AH-64D Apache Longbow, which will scrve as the next generation of air
power for the Japan Ground Self-Defense Force, The Aerospace company will strive for furthc:;' growth by

taking on the challenge of new businesses such as these. |
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What progress have you made in your total cost reduction poliC)r and

in otherwise Controlling costs?

TSR (Reduction Ratio %) . .
United States {SIA”)

i

THH

3 L1 ) "
; i 2004 || 2005 Y 2006 | 2007 [ 2005 I 2006 % 2007
+ CSR-1" Target ® (CSR-1 Actual 4 TSR** Target # TSR Actual * CSR-1 Target # CSR-1 Actual & TSR Target ® TSR Actual

*C&R-1—Cost Structure Revolution-1 " TSR—Total Cast Structure Revolution *$IA—Subaru of Indiana Automative, Inc.

ANSWBR

The Total Cost Structure Revolution (TSR) program, which is laid out in the revised FDR-1 plan, is proceeding
almost exactly according to schedule. Specifically, we have made progress in the initial year of the program
toward achieving our targets of reducing direct materials costs by 16% in Japan and by 13.5% in the U.S. over
a periel of two years. We have alrcacly reduced manufacluring costs more than targctcd, s0 on the whole we
think we will be able to achieve our profit estimates.

However, the high prices of raw materials have been beyond our expectations. Prices for precious metals
in particular have spiked incredibly high, prices for oil and nonferrous metals have also surged, and these increases
are starting to have a major impact. The business climate is such that it is difficult to pass on the costs by raising
product prices, and the current price spikes for raw materials have approached a level that makes them impos-
sible 1o fully absorb through cost-cutting initiatives. In terms of countermeasures, we arc doing everything we
possibly can, including expediting development aimed at extricating ourselves from dependence on precious
metals and initiatives to reduce amounts used. We intend 10 progrcssi\'eiy imp]cmenl these chnngcs with the
development of new car models.

In developing new models, it will be essential for us 10 totally revolutionize our cost structure, We have
spent too much on development in the past and from the customer’s vantage point, some of those costs were
not necessary. We must first make Changcs at this stage, Efforts to reduce costs after implementing production
are extremely inefficient, so we will make achieving cost targets belore production begins a fundamental goal.
Another issue as a manufacturer is that no matter how inexpensive the car, we must proceed with development
in a way that is commensurate with its cost structure. This is actually the biggest challenge facing Subaru. We
must devise a cost structure that allows technologies to be developed in line with costs and finished products to
be provided at appropriate prices. We belicve that ence we accomplish this it will be possible to develop a

flagship model to shoulder the company’s next generation,

Another issuc is the overall excessive capital investment made by suppliers with a connection to Subaru,
Up until now, new model development has involved Subaru taking the lead without any regard for the facilities
of suppliers. Moving forward, though, we must further slrcngtheo collaboration with suppliers and carry out
total cost reductions not merely by pushing for low prices but by increasi.ng common parts among the models,
striking a balance between existing and new product development, and taking other actions together.

Automobile development is now entering a transition period. We must limit the arcas we invest in and
rethink the relationship between development and cost from a long-term perspccli\:c, which will guide us in

making decisions regarding which suppliers to use and what type of group to form.
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FUJI HEAVY INDUSTRIES LTD. ANNUAL REPGRT 2006

[BUSINESS ALLIANCE]

What role does the alliance with Toyota play in Subaru’s
growth strategy?

- ! !
ANSWER The auto industry must face both global markets and individual customers. Naturally, competition is fierce.

A number of challenges are also emcrging'in the industry that are too difficult for a single company 10 handie,
like environmental performance, fucl economy and safety, It is indispensable for Subaru 10 have a strategy for
alliances with other companies. Qur tic-up with GM was based on this pelicy. Afier ending this partnership the
policy did not change, and we entered an alliance with Toyata, Subaru and Toyota are quite similar in terms of
aur orientation toward manufacturing products with value and the passion with which we do it. We are con-
vinced that we can learn a great deal from Toyota that can be used to bolster our business while further advanc-
ing our own technologies,

Preparations are under way for starting production in the spring of 2007 of the Camry at SIA, our North

American production site. This consignment production is an extremely bald undertaking for both companies.
Plans call for launching production at an unprecedented pace for both companies and installing Toyota’s cutting-edge
manufacturing technologics. This holds significant meaning for Subaru in that it will serve to upgrade our production
tcchm)lugics. Technical collaboration in various fields is alse under way, such as engincering (}oopcralion in
developing Toyota vehicles by FHI and leveraging Toyota's system in developing Subaru’s hybrid system.
Receiving access to TU)’Ota's state-of-the-art 1echnology, which has a strong reputation around the world, will
generate substantial value for us. From 2008, the benefits of this alliance should begin to take .s,hapc.
Of course this opportunity also presents Subaru with issues that we must overcome, The alliance with
* Toyota will surely play a major part in changing the corporate culture of Subaru. Most importantly, we should
| not only build a solid operating foundation through this alliance, but better clarify Subaru’s identity and try harder
| to meet the needs of our customers, ‘
Looking at the alliance from a medium- to long-term perspective, cooperation with Toyota will invigorate
the corporate culture of FHL. Secondly, in terms of concrete synergies, the alliance will lead lr; the construc-
| tion of efficient development systems, maximize our cost competitiveness, strengthen sales and otherwise
improve corporate activitios across the board, These improvements will in turn enhance our blj'an(l strength,

pivoting on Subaru, helping maximize the corporate value of FHI.

'

‘

e
.

157,262,925 shares Sell FHI Shares TOYOTA
. {20.1%) 68,000,000 sharas (8.7%)
' Wa, . L
**=-..Digsolve Business
Sell FHf Shares strategic dlkance, Collabi:ragion

TORYO SLOCKEXChanDE Share buyback @ 62,504,000 shares

8.0%
SUBARU (8.0%)
Progress in Alliance with Toyota
W SIA production of Toyota Camry for North America B FHI development of Toyota venlcles . B Hybrld System
* Commencement around spring ot 2007 - Sacendment ¢f around 100 FHI englneers to Toyota * Davelopment of FHI hybeid cars based

+ Annual preduction capacity of approx. 100,000 unlts = Possibility of joint product development and mutual on Toyota Hybrid System
- Capital invesiment of approx. $230 million ! of lop .
capabilities oves the medium and long terms

1
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[NEXT GENERATION]

How do you plan to develop human rcsoﬁrccs capable of shouldcrmg

the next generatmn and winning on the global market?

Left : Ikuo Mori

1 Representative Director of the Board,
President and CEO

Right : Kyoiji Takenaka
. . ’ Direttor of the Board,
Senior Corporate Advisor

The p_crsunncl required by the automobile market, where change and competition will enly increase, arc
talented individuals with a global outlook. Our management 1cam is already staffed with some fairly young
talent and many are gaining experience overseas. One of the issues we face is how to harness the strengths of
our personnel o meet the challenge t‘J['global competition,

Another important consideration is the extent to which our various staff members have a viewpoint and
awareness that is oriented toward the customer’s needs. We actually think that our awareness is lacking in this
regard, in development, sales and everywhere else. To put it another way, it secins as though Subaru’s
traditional corporate culture, which is marked by a belief that if we make a good car it will definitely sell, still
has an !mpaét on development, marketing, sales and every other aspect of the company. A change in awareness
is cssential,

Accumulating experience is another important issue. We have made the experience we have gained since
the inception of the auto industry the sustenance of our growth, While we have the high level of expertise and
experience for development necessities, when considering today’s cars and society, frontline skills and experience
that draw on these capacitics become even more meaningful. In order 10 solve the problems we face one at a
¥ time and usher the company into the future, we need personnel who have the ability to frame problems accurately

and the practical skill to come up with real solutions. Our basic, concrete method for developing human resources
1o this end is on-the-job training. We must also consider an approach that returns to fundamentals in order to
‘ provide a variety of experiences that serve to foster an incisive intuitive sensc grnur;dcd in expcricnée.

Our human resources development now stands at a turning point. The present marks a period of transition
from a seniority-based to a more performance-based system. FHI too must Sclecti\'cly foster talented employecs
who demonstrate abilit'}'. Developing personnel in a way that leverages the respective orientations of adminis-
trative positions and specialized positions is an urgent requirement, as is the develapment of specialists whe
will manage the company lor the coming generation, These are imporlani issues directly tied to Subaru’s
chances of coming out ahead on the global markétplace.
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: |
. . |
On May 2, 2006, the Board nf Dirccmrs,l pursuant to Article 362 of Japanese Corporate Lml', cstablished
fundamental guidelines regarding systems'of internal control. Among other points, these guidelines stipulate
systems for ensuring that dircctors execute their dutics in accordance with the law and the Cumpanv 5 0Wn
Articles of Incorporation, as well as systems required to ensure all of the Company’s Upcraulom are properly
conducted as a joint-stock company (kabuskiki kaisha). FHI turther contributes to the rcadmchs of these systems
of internal control through an active compliance system and organization—the most fundamental element of

|

risk management. In terms of compliance, the Company has announced a compliance policy and set up a

Compliancc Committee dedicated to promoting compliance company-wide. To enhance Group compliance,
- 1

FHI has also extended the “Compliancc-Hot]ine System” to some Group subsidiaries in Japan isincc April 2006,

MANAGEMENT

Based on its Voluntary Plan for the Environment, the *FHI Environmental Conscrvation Program,” FHI is
undertaking activitics aimed at reducing the burden on the envirenment at cvery stage of busiincss_—from
product development to meurcmcnt production, use and disposal, . . |

With the most recent five-year plan ending in fiscal 2007, FHI has formulated its fourth NC\\ Voluntary
Plan for the Environment that will run from fiscal 2008 through fiscal 2012, Along with 1hc pursuit of
conmstcntly hlghcr environmental conservation targets, the plan mcmrpurates steps E(\)r a more preuse envi-
ronmental response with respect to relevant laws and regulations and industry affiliations. For FHI, the goal
is to make contributions to society on this front that surpasses its previous cfforts to date. Mé)rco\'cr, this new
voluntary plan will guide the environmental actions not only of FHI, but also of all Group colmpanies. As the
Subaru Group, these companics will strive to achieve continuous improvements as they positively address a
host of environmental challenges, Details of the Group’s environmental activities can be Foqu(l in its “2006

Environmental and Social Reports™. .

Fm

[——
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FUJI HEAVY INDUSTRIES LTD.

and minicars, for which the introduction of new models is scheduled.
Inventory in the 11.S,, however, increased 8.7 thousand units year on
year to 59.6 thousand units largely as a result of greater inventory of
the B9 Tribeca and the Forester.,

FHI reported operating income of ¥51.6 billion, which constitutes
an increase of ¥10.6 billion, or 25.9%, over the previous fiscal year.
The increase was the result of reducing the cost of materials, cutting
SG&A and other expenses, and efficiently streamlining R&D cost,

among other factors,

Automebile Inventory (1.000 units

ANNUAL REPORT 2006

= Japan 335 229 284 245 18.5
== |Inited States 412 4.7 51.2 59.6

Consolidated Automobile Sales (Number of units) |
2006 2005 2004 ‘2003 2002

Japan J‘
Legacy 50,619 56,977 65,907 47,130 55,850
[mpreza 26,911 25,194 21,200 24,b77 23,416
- Forester 17,405 17,709 18,988 24,426 21,745
Others 2,747 4,138 5,000 7,031 6,627
Minicars 132,483 150,021 134,446 142,861 156,619
Subtotal 230,165 254,039 245,541 245525 264,257

Export Units I
United States 193,562 193,917 189,633 192,389 191,381
Canada 16,384 16,506 16,154 17,699 15,632
Europe 64,724 60,517 53,578 41,;325 32373
Australia 36,506 35,414 30,685 29,455 26,923
Others . 30,034 21,241 15,652 14,%)51 12,675
Subtotal 341,210 327,595 305,702 294,919 278,984
Legacy 132,236 150,987 128,994  — —
Impreza 72,790 66,670 72,729 I_ —
Forester 104,059 95,173 98,941 } — —_
B9 Tribeca 24,187 — — |— —
Others 7,938 14,765 5,038 lﬁ —
CKD* Overseas 0 0 2,800 ' 1,500 3,288
Total 571,375 581,634 554,043 541.‘944 546,529
- SIA Consignment Production 0 13,150 25,239 ‘ ‘——— —

* CKD: Complete Knocked Down
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Non-Consolidated Automobile Sales by Model (Number of units)

2006 2005 2004 2003 2002

Domestic Units:

Legacy 57,013 - 59,843 73,676 49,179 59,209
Impreza 30,063 27,437 22,263 25,471 24,899
Forester 19,256 19,457 20,097 25,389 22,922
Others 0 1397 2,479 4,174 4,244
Subtotal 106,332 108,134 118,515 104,213 111,274

" Minicars 138,398 164,624 143,502 147,712 167,265
Total 24-4,730. 272,758 262,017 251,925 278,539

Export Units:

Legacy 42,809 44,101 33,865 21,421 24,727
jrnpreza 75,935 69,946 67,349 75,354 75,700
Forester’ 104,425 90,131 99,463 99,145 72,629
Others 1,538 8,324 161 — —
Subtotal 224,707 212,502 200,838 195,920 173,056
Minicars 16 ) — — — 22
Total . 224,723 212,502 - 200,838 195,920 173,078

CKD Overseas B 119,784 115,317 90,158 107,576 104,234
(SIA Portion) 119,784 1 ]é‘3i7 87,358 106,076 100,946

u.s. Rctail Sales*: '

. Legacy 87,788 89,453 79,839 85,359 95,291
Impreza 33,637 32,209 36,525 38,226 35,612
Forester 53,541 58,424 59,761 53,922 55,041
Baja 6,239 7,316 - 10,694 2,513 —
B9 Tribeca . 14,797 — — — —_
Total 196,002 187,402 186,819 180,020 185,944

U.S. Production Units*:

Legacy ) 91,510 105,550 96,993 102,813 103,010
B9 Tribeca 27,481 — _ — —

* 1,5, Retail Sales and LLS. Production Units are the aggregate figures for the calendar year from Janwary through December.

Domestic Sales Units by Model (Number of units)_ Export Units by Model (Number of units)
©300000 {777 e 300,000 rt .

. i
200,000 a H H , H 200,000 o
D L L L
. _.41 Cooo "rfij‘-f o ..Taﬁ | % -
mooo0 < § - 'l | K f P - W = {- e ) oo i
- } = N B B ﬂl | : SN R N B -/
B i!a i!} R Faccfa i N ' LI - DR l rl
2002 2003 2004 2005 © 2006 02 2003 2004 2005 2006
Total 278539 251925 262017 272758 244,730 Total 173078 195920 200838 212502 2478
EX logary B impeeza MR Forester W Others B Minicars ™ logacy B imprezz B Forester M Others B Minicars = KD Overseas
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Change in Units Sold b}’ Model (Comparison of units sold in fiscal 2006 and fiscal 2005)

Domestic (Non-consolidated} Number of units}

ANNUAL REPORT 2006

i
|
|

Export Units {(Non-consolidated) {Number of units)

10,000 S I 15,000
10,000
0 "
“ Ll
5,000 -
-10.000 ’L
., |
| 0 H
]
20,000
5,000
o
=30,000 -10,000 .
. Total Legacy Impreza  Forester Travig Minicars Total Legacy Impeeza  Forester Others
Change  -28,028  -2830 2626 201 -13%7  -262%6 Change 1221 1292 5988 14294 - -6,786 .
11.5. Retail Sales (Number of units) - | .
15,000 |
|
i
)
10,000 \
5.000 1
|
|
0 ' ™ I
Wl it 1
-5,000 I
|
|
! |
10,000 |
Total legacy (mpreza  Forester 83 B9 Tribeca .
Change 8,600 1665 1428  -4883 1077 14797 ’
|
Consolidated Automobile Sales (1,000 units) |
2002 - 2003 004 - 12005 2006
5432 5404 551.2 " 581.6 By I

Industrial Products Division

_ Total sales of the Industrial Products division increased ¥5.6 billion, or
12.0% over the prcvic.)us fiscal year, to set a record high at #52.4
billion, Sales in Japan rose compar'c.d 1o the previous fiscal year thanks-
to increased sales volume for pump engines and generator engines,
while overseas the mainstay EX series of gasoline engines, which
feature environmentally-conscious high pcrformance., gamnered a
strong reception.

Operating income was up ¥1.2 billion, or 140.0%, to ¥2.0 billion.

PAGE 28

Aerospace Division
Total sales of the Acrospace division jumped ¥22.4 bi]]ior-l, or 37.6%,
over the Prcvious year to notch a _record high ar ¥81 .:B billion, owing in
large parlt to the contribution of major new pl:ujccls.ISpeciﬁtall}', FHI
d;livered the AH-64D) attack he]icopter to }hc Jap_an:Dcfense Agency
along witha prt;tot)'pe of the next-generation, ﬁxcd-EW'ing Maritime
Patrol Aircraft and Cargo Transport Aircraft (PX/éX), and also
commenced shipment of new unmanned Flying Forward Reconnaissance
System. For the commercial sector, there was an incrcnsc in deliverics

of existing products to Boeing; production began on j:he main wing of
|

t

b
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the Eclipse 500, a light business jet; and sales started in conjunction
with the development of‘thc' 787 next-generation passenger aircralt.

A Operating income, which came in at ¥0.2 billion the previous
fiscal year, recorded a substantial increase, rising by ¥2.6 billion, to
¥2.8 billion. '
Other Businesses

Sales in this segment decreased ¥7,7 billion, or 37.1% compared to

Net Sales by Division (Excluding intersegment sales)

ANNUAL REPORT 2006

the previous fiscal year, to ¥13.0 billion. Sales dropped substantially

in connection with domestic suhsidiary Yusoki Kogyo K.K. terminat-

ing certain business operations, which more than offset higher year-on-

year unit sales of the Fuji Mighty.sanitation trucks in the Eco

chhnologies Company.

The division posted operating income of ¥1.2 billion for the year-,lan

impl:m'emcnt of ¥1.8 billion compared to the previous term’s ¥0.6

billion operating loss.

Billions of yen

2006 . 2005 2004 2003 2002
Automobilcs ¥1,329.2 ¥1,319.6 ¥1,316.9 7 ¥1,229.8 ¥1,219.7 .
Industrial Products 52.4 46.8 42.2 41.5 394
A‘crospacc - 81.8 5%.4 56.6 63.0 66.2
Other 13.0 206 236 . 37.9 37.0
Total ¥1,476.4 ¥1 ,446.5 ¥1,439.4 ¥1,372.3 ¥1,362.4
Opei‘ating-lncomé (Loss) by Division

) ’ Billions of ven

2006 . 2005 2004 2003 2002

" Automobiles ¥51.6 ¥40.9 ¥52.1 ¥87.3 ¥85.6
Industrial Products . 2.0 0.8 (©.2) (0.8) (0.2)
. Acrospace 28 . 0.2 (0.3)‘ 33 7.4
- Other _ 1.2 (0.6) (1.4) NER) *+.2)
Corporate and Elimination 0.7 0.6 03 0.8 (0.0
Total ¥58.3 ¥42.0 ¥50.3 ¥67.5 ¥YB8.4

- Operating Income {Loss) by Division Bittions of yem)

e B L
W |
w | - .
40 H ".,I='

(-]
T
—
—— |
——.—
———

l L - -
-20 . _\'-' ._A‘ ) @ Y - .n
2002 2003 2004 2005 2006
Total - 88.4 675 50.3 420 '58.3

Automobiles D3 Industrial Products B Aerospace I Other
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Cost of Sales, Expenses and Operating Income
The cost of sales rose ¥17.6 billion, or 1.6% compared to the previous
fiscal year, to ¥1,125.3 billion, and the cost of sales ratio improved 0.4
percentage point ta 76.2%. Impravement in the cost of sales ratio for
the term was the result of reducing the net cost of materials by ¥12.8
billion, as cost-cutting initiatives more than made up for the surge in
parts prices (caused hy. sharp increases in raw material prices), which
a;i\'ersely affected income by some ¥11 billion, Operating income
increased ¥16.3 billion, or 38.8%, to ¥58.3 billion. Positive factors
inclided a ¥6.1 billion reduction in R&D expenditure from utilizing
common platfon;ms and otherwise improving efficiency,; an ¥8.6 billion
decline in SG&A and other expenses from cutting fixed manufacturing
costs; and currency gains of ¥13.2 billion resulting from the weak

value of the yen against the U.5. ‘dollar, Canadian dollar and Eure. A

Analysis of Increases and Decreases in Operating Income (Conéolidated) {Billions of yan) -

420

P

|
ANNUAL REPORT 2006
|

v

lower sales volume and decterioration in the modc]imix in Japan
combined with increased costs for complying with énvironment and
safety regulations overseas to put downward pressure on operating
income in the amount of ¥24 .4 billion,

Net other income {expenses) decreased ¥8.7 billion, or 41.6%
compared to the previous year, to a loss of ¥23.7 hillion, While FHI
slam(:l a ¥3.0 billion gain on sale of securities, net, u “"as more than
offset by foréign exchange losses, loss on revaluatior!x of derivatives, and
¥8.0 billion in additional retirement payments associallcd with conducting
a voluntary retirement program, Other factors inc]u{(lc(‘l a loss of ¥7.1

. P
billion from loss on termination of development projects with Saab -
o

Automobile as a result of dissolution of the strategic alliance with GM

. i . i -
. and discontinuing development of Supply Chain Management systems

for internal business processes, and an impairment loss on property,

i ‘.
|
|‘
|

| Amortization ot
consolidation
adjustments
33

P

|

Decraase of
R&D Expenses

Reduction in cost
of materials

Operating income
FYE March 2005

Total assets, Shareholders’ equity and Equity ratio (Binions of yen)

Decrease of SG&A
expenses and others

Deterioration of sales Operating income

Gain on currency
’ volume & mixture and others | FYE March 2006

exchange

ROE and ROA (%) ; '

I
. , !
1,600 a 10 ) |
8 "-—A |
1,200 3 ; .
1
4 i
B :
80O 20 .
. 4 P
400 Do ! ' ' 10
1 2
o l ; l ! | ' l 0 0
2002 2003 2004 2005 2006 2002 2003 2004 2005 2006
B Total assets | left scale] 1,270 1,344 1,350 . 1,357 1,348 = ROE 8.0 8.3 Bg 9 33
[+ ] s[l:;e;:::;;s shuity 6 m 454 a7 455 = ROA 7.5 53 39 ?.3 46
ROA was calcutated a< "(aperating Income + interest and dividend income] / [average of asse i the beginning snd end of term)”
== Ratio of sharehokders” - |
equity o fotal aseets (%) 312 . 308 336 My 35

[ right scafe ]
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plant and equipment of 4.1 billien. Income before income taxes and
.minority interest rose ¥7.6 billion, or 36.1%, to ¥28.7 billion.
Because of an increase in income taxes, however, net income for the

term declined ¥2.6 billion, or 14,4%, to ¥15.6 billion.

Liquidity and Financing

Securing Liquidity

FHI manages cash and cash equivalents with a view to maintaining a
level equivalent to average mon;h]y sales,

Cash and cash equivalents at the end of the year totaled #112.4 billion,
While this amount is less than average monthly sales for the term
(¥123.0 billion), the difference is due to limiting assets in order to
improve asset turnover and using cash to fund for the FHI share huyback
in October 2005. Liquidity is covered by a corﬁmitmcnt line of credit.

7 Cash and cash equivalents, combined with the amount of credit available,
is sufficient to secure liquidity at the level of average monthly sales,

FHI targets a debt/equity ratio of one or less when managing its
interest-bearing debts. Interest-bearing debts at the end of the year
totaled ¥374.1 billion, a year-on-year decrease of ¥38.1 billion. The
debt/equity ratio improved 0,07 poimllo (.80, as FHI maintained a
sound financial position. -

FHI plans to reduce interest-bearing debts 20% by the end of fiscal
2008, from fiscal 2005’s total of ¥412.2 billion.

Financial Position

Total assets ;lccreaseti ¥9 1 billion, or 0.7% compared to the previous
[iscal year, to ¥1,348.4 billion. An increase caused by the weak value
of the yen on currency markets is factored into the change in total
assets for the term, but whgn excluding the impact of exchange rates,
assets were effectively reduced hy-around ¥50 hillion. Total current
assets were ¥619.2 billion, down ¥29.9 billion, or 4,6%, from the
previous year. Major factors causing this change included using market-
able securities to fund the FHI share buyback.-

Property, plant and equipment rose ¥12.2 billion, or 2:3%, to ¥556.0
billion, a change primarily attributable to currency gains due to a weak yen.
Investments and other assets totaled ¥173.2 billion, an increase of
¥8.6 billion, or 5.2%, over the previous year that was largely due to .
application of the equity metl;oci for some existed affiliates and an

increase in investment securitics.

Total liabilities edged down ¥2.2 billion, or 0.3%, to 5‘5880.6 billien.
While there was an increase from exchange rate differences, interest-
bc:iring debts dropped ¥38.1 billion, or 9.2%, (o ¥374.1 billien as a
result of redeeming cbrpor;atu bonds and repaying commercial paper.

ANNUAL REPORT 2006

Total sharcholders” equity declined ¥5.6 billion, or 1.2%, to
¥465.5 billion. This change is primarily attributable to FHI share
buyback when dissolving the alliance with GM, which resulted in
treasury stock increasing ¥39.3 billion over the previous fiscal year, to
¥41.5 billion. FHI plans to hold the acquired treasury stock and not to
cancel it for the immediate future in order to provide for the flexible
implcmc;ltalion of its capital policy.

As a result of the above, return on equity (ROE) at the end of year
was 3.3%, 2 0.6 per.cemagc point decrease compared 1o the previous
fiscal year. Return on assets (ROAY}, which factors in operating income
and interest and dividend income, improved by a substantial 1.3 per-

centage points, to 4.6%.

Cash Flows

Cash flows from operating activities increased ¥80.2 billion, to ¥137.5
billion, which resulted from an increase in income before income taxes
and minority interest, a rise in dcpreciatiun and amortization expenses,
and improved working r;npital owingtoa decrease in notes and accounts
receivable, trade and an increase in notes and accounts payable, trade,

Cash flows from investing activities declined ¥14.0 billion year on
year, to ¥75.8 billian, There was ¥29.4 billion in proceeds from the
withdrawal of restricted col‘latcra] cash'recorded in the previous
fiscal year included in Other, net item that was not stated in the year
under réview, which had a negative impact on cash flow, but these
were outweighed by positive factors that included a decline in purchases
of property, plant and equipment and an increase in collection of

loans receivable.

Interest-Bearing Debt Balance and D/E Ratio (Billions of yen)

i, P
300 e
. . ks
vos
© 100, x .

™ interest-bearing debt

{16t scale | 397 3891 a0 4122 I

== [/E ratio [right scale] 1.00 0.95 084 - 087 0.80
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As a result, free cash flow, which was negative ¥32.4 billion in fiscal
2005, improved by ¥94.1 billion, to positive ¥61.7 billion. .

Cash flows from financing activities totaled negative ¥88.9 billion,
which represents an increase in outlays of ¥115.1 billion due to free
cash flow being allocaied}o reducing interest-bearing debts and share
buyback in conjunction with ending the capital alliance with GM.

In addition to the above, exchange rate changes.produccd a positive
impact of ¥7.9 billion, C;;sh and cash equivalents decreased ¥19.3
billion during the term, to total ¥112.4 billion ‘at the end of the year.

Capital Expenditures
Capital expenditures declined ¥29.1 billion, or 34.1% over the previ-
ous fiscal year, to ¥56.2 billion owing te the fact that there were no

outlays associated with SIA’s leased facilities as were stated last year.

Depreciation increased ¥6.4 billion, or 12.5%, to ¥57.5 billion largely.

because depreciation began on facilities involved in the launch of the

Legacy and B9 Tribeca at SIA.

Research and Develépment Expenses

Research and development expenses at FHI as a whole decreased ¥6.1

billion, or 11.5%, to ¥46.9 billion, mainly as a result of promoting the
digitalization of automobile development and improving the efficiency

‘of crash testing by utilizing common platforms.

Capital ExpendituresMDepreciation Expenses (Sillions of yen) '

I
I
ANNUAL REPORT 2006

\
t

| !
Outlook :
While the ]ap‘mese economy is likely to remain stroing owing 1o recov-
eries in consumer spending and capital investment, ilt is unlik_e])' that
there will be substantial growth in domestic automobile demand. The
U.S. economy also has much cause for concern, in ulerms of-exc]'ljange
rates and interest rates going forward and because oil and raw material
prices are predicted to continue to rise. Accordingly, operating condi-
tions surrounding FHI in the fiscal year 2007, ending March 31, 2007,
are difficult to forecast. - : .
Given this situation, FHI anticipates gl.obal sales voll.;lme for_ automobiles
in fiscal 2007 to be 610.8 thousand units, which would represent an
increase of 39.4 thousand units, or 6.9%, over the fiscal year under
review. The increase will be driven largely by highcé sales volume in
]ai:a.n. Although increases are projected for the l.ega%:y, for which a
major face lift is scheduled, and the Forester, the null'nher of passenger
vehicles sold in Japan is expected to edgé down by 0.8 thousand in
reaction to the strong performance of the Impreza lhirough the previous
fiscal year. Unit sales of minicars in Japan are forecast to rise by 34.1
thousand, however, as the new car effect of introduc‘tion of the brand-
new Stella overcomes decreases in the Pleo, R2 and R1. As a result,
sales volume in Japan is projected to increase 33.4 throusand units, or
14,5%, to 263.5 thousand units. Overseas sales volume is expected to
increase 6.1 thousand units, or 1.8%, to 347.3 thousand units on the

back of a strong performance by the Impreza in the U‘.S.

|
|
I
|
Research and Development Expenses (Billions of yen) l
|
i
i

2003 2004 2005 -

B3 Capital Expenditures  70.6 64.6 7456 8523

R Depreciation Expenses  45.0 48.8 532 511 51.5
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Ne.t sales in fiscal 2007 are forecast to increase ¥73.6 billion, or
5.0%, to ¥1,550.0 billion as a result of increased sales volume and
other factors. Operating income is projected to finish at ¥50.0 billion,
which would constitute a decline of ¥8.3 billion, or 14.2%, over fiscal

2006. While an improved sales mixture and cost reduction of materials

Forecast for Global Automobile Sales (1,000 units)

ANNUAL REPORT 2006

will help generate income, fixed manufacturing costs, SG&A expenses,
and R&D expenditure are projecte_d to rise along with the price of raw
r.naten'als. Net income is forecast to increase ¥14.4 billion, or 92.2%,

to ¥30.0 billion. These forecasts are premised on an exchange rate for

sales (non-consolidated) of ¥110 to the U.5. dollar,

2007 2006 Change
Japan
Passenger cars ’ 96.9 97.7 -0.8
Minicars 166.6 132,56 - © 340
Subtotal 263.5 230.2 33.4
Overseas
us. 202.6 193.6 9.0
Canada 17.6 16.4 . 1.3
Europe 65.3 64.7 0.6
Australia 369 36.5 0.3
Other . 24.8 30.0 -5.2
Subtotal 3473 1.2 6.1
Total 610.8 571.4 394

Principal Risks

Business risks faced by FHI with the potential 1o have a significant
'in;lpact on investor decisions are as follows. These are not an exhaustive
list, so for more details please see FHE's website at

htep:/ /ir.fhi.co.jp/english/ finance/fr html.

Currency Fll‘.lctuation§
FHI's opcrating income for the year increased compared to the previous
fiscal year, but one factor was the substantial i;npact of currency
fluctuations. Overseas sales account for a majority (59.1%) of FHI's
net sales, and some items associated with net salés, operating income,
.
asscts, etc. are denominated in local currencies, primarily the U.S.
dollar. These items are converted to;_t.lle Japanese yen for preparation
of the consolidated financial statements. Accordingly, if there isa
discrepancy between the exchange rate assumed for forecasts for the
coming year and the actual exchange rate at closing, there is a chance
that it will have a negative impact on FHI’s results and financial -
position if the yen is reia‘tive]y strong, or a positive impact if the yen is

relatively weak,

" In order to minimize currency exchange risk, FHI performs hedge
operations with forward exchange contracts depending c;n the condi-
tions prevailing. However, extremé Currency‘ﬂuctuations at the end of
the term may impact gains or losses on the revaluation of derivatives

and may substantially affect other income {expenses),

Purchase of Specific Raw Materials and Parts -

FHI procures raw materials, parts and other products from a large
number of suppliers; and is at times dependent on certain suppliers. If
supply and demand cenditions tighten and FHI is unable to procure
these goods at stable costs, deliw;ery and quality, it could substantially

affect the FHI Group’s operating. results and financial position.

Legal Regulations Pertaining to the Environment and ~

Other Areas

" FHlis subject to a varicty of legﬂ regulations both in Japan and overseas

on emissions, energy conservation, noise, recycling, levels of discharge
of pollutants from manufacturing plants, and automobile safety, etc.
Cost increases resulting from more stringent regulations in the future

have the potential to affect the FHI Group's financial results.
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Consolidated Balance Sheets
FUJI HEAVY INDUSTRIES LTD. AND CONS(.)L[DATED SUBSIDIARIES
As of March 31, 2006 and 2005
Thousands of
LS. dollars
i : Millions of yen {Note 1)
ASSETS ) . ‘ 2006 © 2005 2006
Current assets: ’ ’ 1
Cash and time deposits (Note 4) . ¥ 65524 ¥ 40,742 ' $ 557,793
Marketable securities (Notes 4 and 5) 37,444 87,003 318,754
Notes and accounts receivable, trade (Note 9) - 104,972 1 i6-,278 893,607
Allowance for doubtful accounts ) . - (2,163) (1 ;25;’) (18,413)
Inventories (Note 6} ‘ 216,396 175,087 1,842,138
Short-term loans (Note 4) 118,414 - 128,202 1,008,036
Deferred tax assets (Note 12) 32,992 34;859_ 280,855
Other current assets ' . 45,604 . © 68,158 388,218
_Total current assets : : 619,183 649,070 | 5,270,988
|
Prope‘rty, plqnt and equipment (Notes 7, 8 and 9) : 1,245,642 £,174]358 ‘ 10,603,916
Less — accumnulated depreciation S - (639,6609) (630:632) (5,871,022.) .
Net property, plant and equipment : 555,973 543,726 | 4,732,894
Investments and other ‘assets: ! .
Investment securities (Note 5) : ' 69,963 65,323 ! 595,582
Investmenlts in non-consolidated subsidiaries and affiliated companies 11,532 6,970 |- . 98,170
Long-term loans ) 8,141 5,976 I 69,303
Goodwill . ' . 18,928 16,961 161,130
intangibles, net - ) 19,283 26,250 164,153
Deferred tax assets (Note 12) - 23,612 24,14-8 I 201,004
Other assets (Note 9) _ | PTREE 21,453 205,439
Allowance for devaluation of investments . — - :(4—1) —
Allowance for doubtful accounts ' . (2,348) (2,-710) o (1 9,988)
Total investments and other assets 173,244 164,663 1 1,474,793
Total assets : ‘ ¥1,348,400  ¥1,357,459 |  $11,478,675

1
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Thousands of
T Millions of yen uil\?ﬂkﬁ
LIABILITIES AND SHAREHOLDERS® EQUITY 2006 2005 " 2006
Current liabilities: N _
Short-term borrowings (Note 9) ¥ 19?,784 ¥ 217928 § 1,700,723
Current portion of long-term debts (Note 9) 24,223 34,667 206,206
Notes and accounts payable, trade 211,412 190,790 I;799,7| 1
Accrued expenses (Note 2} 100,667 110,093 856,959
' Ag'crued income taxes (Note 12) 11,472 8,872 97,659
Other current liabilities (Note 12) 80,555 47,961 685,750
_Total current liabilities 628,113 610,311 5,347,008
Long-term liabilities:
Long-term debts (Note 9) 150,072 159,595 1,277.,535
Accrued peﬁsion and severance liability (Note 11) 52,322 59,002 445,407 .
Consolidation adjustments (Note 3) 2,995 12,352 25,496
Other long-term liabilities (Notes § and 12) 47,112 41,583 401,055
Total long-term liabilities 252,501 272,532 2,149,493
Minority interest in consolidated subsidiaries '2;264 3,467 19,273
Contingent liabilities (Note 21}
Sharcholders’ equity (Note 13):
Common stack
Authorized — 1,500,000,000 shares
Issued — 782,865,873 shares 153,795 153,795 1,309,228
Capital surplus 160,071 160,071 1,362,654
Revaluation reserve for land (Notes 8 and 12) 290 421 2,469
Retained earnings 189,996 178,022 1,617,400
Net unrealized holding gain on securitics 21,145 16,945 180,004
Translation adjustments ) (18,230) (35,874) (155,189)
Less — treasury stock, at cost, 2006 — 66,193,286 shares (41,545) — (353,665)
2005 — 3,761,921 shares — (2,231)
Total shareholders’ equity 465,522 471,149 3,962,901
Total liabilities and sharcholders’ equity ¥1,348,400  ¥1,357 459 $11,478,675

The accompanying notes are an integral part of these balance sheets,
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Consolidated Statements of Income-

FUJI HEAVY INDUSTRIES LTD. AND CONSOUDATED SUBSIDIARIES
Years ended March 31, 2006, 2005 and 2004 K
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Thousands of

1.5 dollars
Millions of yen _ (Note 1)
2006 2005 w04 | 2006
Net sales ¥1,476,368 ¥1,446.451  ¥| ,439,%&5{ ".$12,568,043
Cost of sales 1,125,293 1,107,718 1 ,085,716 . 9,579,408
Gross profit " 351,075 " 338,773 353,735 2,988,635
) -Sellin-g, general and administrative expenses (Note 14) 292,736 296,756 303,411, 2,492,006
Operating income 58,339 42,017 50,324 | 496,629
Other income (expenses): . .
-Interest and dividend income 3,421 2,393 2,081 29,123
* Interest expenses . (3,181) (2,437) (2,}4-16) (27,079)
Gain on sale of securities, net 3oz - 541 4,;1 53 25,717
Foreign exchangé gains (losses) ' (10,597) 95 7,348 (90,i10)
Loss on devaluation of securities (16) (23) (221) B (136)
Loss on sale and disposal of property, plant and equipment, net - (401) (4,752) . (3,b89) (3.414)
Loss on revaluation of derivatives A , (2,470} (3,129) — (21,027)
Impairment loss on property, plant and equipment (Note 15) (4,064) - = — (34,596)
Additional retirement payments (Note 11) ' (7,99]) — "'— (68,026)
Loss on termination of development projects (Note 16) (7,094) — -— (60,390)
Loss on devaluation of inventories at . '
Aerospace Division (Note 17) — (8,122) pa— —_
Loss on discontinued operations (Note 18) — (3,467) — —
 Amortization of consolidation adjustments (Note 3) 3,296 6,868 4912 28,058
Loss on compensation'to suppliers (Note 19} = (4,174) ' ‘ﬁ —_
Prior period adjustment _ — 1,049 —_
Pension and severance cost (Note 11) — — (1,268) —
Other, net ' ' (3,589) (5.564) (6,607 (30,553)
_ (29,665) (20,951) 15,942 | - (252,533)
Income before income taxes and minority interest 28,674' 21,066 56,266 244,096
Income taxes (Noté 12): I I
Current 13,231 5,913 12,030 112,633
Deferred (303) ' (3,264) 5,603 (2,580)
12,928 2,649 17,633 | 110,053
Income before minority interest 15,746 " 18,417 38,633 134,043
Minority intcrest in {earnings) loss : ‘ - o
" of consolidated subsidiaries ) (135) . (179) 116 . (1,149)
Net income ¥ 15611 ¥ 18238 ¥ 38,649 |  $ 132,894
{ .
l WS, dollars
 Yen (Nate 1)
Per share data (Note 2) : .
Net income — Basic - ¥20.66 ¥23.27 ¥50.62 $0.18.
— Diluted 20.66 23.27 49.66 0.18
Cash dividends (Note 13) 9.00 9.00 9.00 | 0.08

The accompanying notes are an integral part of these statements.
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Consolidated Statements of Shareholders’ Equlty
FUJIHEAVY lNDL[SI'R[ES LTD AND CONSOLIDATED SUBSIDIARIES
Years ended March 31, 2006, 2005 and 2004 -
Thousands Millions of yen
Net .
unrealized Less - \
Number of Revaluatan holding Total
s Cammon Capital reserve Retained gains on Translation stock, shareholders
. - issued stock *_surplus for land earnings securities dj at cost * equity
Balance, March 31, 2003 746,521 ¥144,455 ¥150,766 ¥ 389 ¥133,186 ¥ 3446 ¥(18,237) ¥ (2,753)  ¥411,252
Foreign currency translation adjustment ‘ (15,063) (15,063)
Cash dividends (6,846) : (6,846)
Pa)}ment of bonuses to directors
and statutory auditors (171) {171}
Shares issued upon conversion : :
of convertible bonds 16,345 9,340 9,305 18,645
Increase in (rca:iury stock {45} {45}
Gain on disposal of treasury stock 36 36
Reversal of revaluation reserve for land [€1)) 31
Revaluation reserve for land 32 ' 32
Increase in unrealized holding gams
on securities 6,845 6,845
Other comprehensive i.ncome
of foreign subsidiary 405 ‘ 405
Net income ) 38,649 . - 38,649
Balance, March 31, 2004 782,866 153,795 160,107 421 165,192 10,291 (33,300)  (2,798) 453,708
Foreign currency translation adjustment (2,574} (2,574
Cash dividends (7,013 (7,013)
Payment of bonuses to directors . ’ '
and statutory auditors - (457 (157
Increase in the number of companies
accounted for by the equity method 1,496 1,496
Decrease in treasury stock - 567 567
Loss on disposal of treasury stock {36) @n (113)
Increase in unrealized holding gains c
*  on securities 6,654 6,654
Other comprehensive income ’
of foreign subsidiary 343 343
Net income 18,238 18,238
Balance, March 31, 2005 782,866 153,795 160,071 421 178,022 16,945 (35,874) - (2,231 471,149
Foreign currency translation adjustment - 17,644 17,644
Cash dividends (7,015) (7,015)
Payment of bonuses to directors -
and statutory auditors (nn (1nuy -
Increase in the number of companies
accounted for by the equity method 3,466 3,466
Increase in treasury stock (39,314) (39,314)
Loss on disposal of treasury stock ®) (8)
Revaluation reserve for land (131) {131)
Increase in unrealized holding gains
on securities - 4,200 4,200
Other comprehensive income .
of foreign subsidiary 31 1
Net income 15,611 15,611
Balance, March 31, 2006 782,866 ¥153,795 ¥160,071 ¥ 290 ¥189,996  ¥21,145  ¥(18,230) ¥(41,545) ¥465,522
- . Thousands of U.S, dollars {MNote 1}
Balance, March 11, 2005 782,866 $1,309,228 $1,362,654¢ 5 3,584 51515468 $144,250. $¢305,38% § (18,992) 34,010,803
Foreign currency translation adjustment 150,200 150,200
Cash dividends {59,718) {59,718)
. Pa)'amcnt of bonuses to directors .
‘ and statutory auditors (945) {945)
X Increase in the number of companies
* accounted for by the equity method 29,505 29,505
I Increase in treasury stock (334,673) (334,673)
‘ ~ Loss on disposal of treasury stock (68) (68)
! Revaluation reserve for land {1,115) (1,115)
Increase in unrealized holding gains
on securities ) 35,754 35,754
Other comprehensive income
of foreign subsidiary 264 264
.. Net income 132,894 132,894
Balance, March 31, 2006 782,866 $1,309,228 $1,362,654 § 2,469 $1,617,400 $180,004 §(155,189) $(353,665) §$3,962,901

The ancnmpan)ﬂng notes are an I.nlegral pan of these statements.
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~ Thousands of
1.5, dollars
Millicns of ven {Note 1)
2006 2005 2004 2006
Cash flows from operating activities: ;
Income before income taxes and minority interest ¥ 28,674 ¥ 21,066 ¥ 56,266 $ 244,09
Adjustments to reconcile income before income taxes and -
minhority interest to net cash provided by operating activities: : :
Depreciation and amortization expenses 80,073 71,010 71,112 681,646
Loss on sale and disposal of property, plant and equipment, net 401 4,752 3,089 3,414
Increase (decrease) in accrued pension and severance liability (6,859) (2,730y 73 (58,389)
Gain on sale of sccurities (3,021) (541) (4,153) (25,717)
Loss on devaluation of securities 16 23 221 136
Decrease in notes and accounts rccci\"a.hle, trade 13,893 5,353 1,191 118,268
{Increase} decrease in inventories (9,944) (11,272) 5,889 ' (84,651)
Increase (decrease) in notes and accounts payable, trade 16,555 33 (13,979) 140,929
Increase in ﬂeposits received 23,964 150 - 692 -204,001
Income taxes paid (9,201} (6,197} (18,374} (78,326)
Impairment loss on property, plant and equiprment . 4,064 — p— 34,596
Loss on termination of development projects 7,094 — — 60,390 *
Loss on compensation to suppliers — 4,174 — —
Loss on discontinued operations — 3,467 l— —
Amortization of consclidation adjustments (3,296) (31,675) 4,912) (28,058)
Prior period adjustments — — - (1,049) —_
" Other, net (4,928) (286) - 3,708° (41,95])
Net cash provided by operating activities 137,485 57,327 99,774 | 1,170,384
Cash flows from investing activities: ' ‘L : .
' Purchase of property, plant and equipment (120,875) (137,998) {125,351) (1,028,986)

Proceeds from sale of property, p]ant and equipment 38,115 36,411 38,634 324,466

Purchase of investment sccurities (9,063) (7,690) (11,718) (77,153}

Purchase of marketable securities (2,489) (37,119 (54,152) (80,778)

Proceeds from sale of investment securities 13,092 5,395 11,178 111,450

Proceeds from sale of marketable securities 21,908 50,474 43,239 186,499

Purchase of intangible assets (5,127) (8,009) (8,070) (43,645)

Disbursement of loans receivable (124,989) (122,633) (90,041). (1,064,008}

Collection of loans receivable 127,450 101,195 70,101 1,084,958

Price adjustment of investments in subsidiary {Note 4) (7,087) — — (60,330)

Other, net 290 30,213 (920 2,469

Net cash used in investing activities (75,775) (89,761) (127,140)- | (645,058)
Cash flows from financing activities: - i :

Proceeds from long-term debts 15,301 49,867 5,269 130,255

Repayment on long—term debts (28,996) (37,166) (28,635) (246,837) )

Issuance of bonds ' — 20,000 20,000 —

Redemption of bonds (10,300) {10,000 (IO,JI 29y (87,682) -
- Net increase {decreasc) in short-term borrowings {18,538) 10,898 22,662 (157,811)

Purchase of treasury stock (39,352) {399) :(4-9) (334,99¢)

Proceeds from disposal of treasury stock 0 24 . i 255

Dividends paid (7,015) (7,013 (6,846) (59,7117)

Other, net (15) - (12) €] (128)

Net cash provided by (used in) financing activities (88,885) 26,199 2,335 | (756,661)
Effect of éxchange rate changes on cash and cash equivalents 7,856 (1,481) 5,512y | 66,876
Net decrease in cash and cash equivalents (19,319) (7,716) (30,543) | (164,459 -
Cash and cash equivalents: :

Balance at beginning of year 131,685 139,401 169,944 T 1,121,010
Balance at end of year (Note 4) ¥ 112,366 ¥ 131,685 ¥ 139,401 | $ 956,551
Supplementary information on cash flows: . T _ )

Cash paid during the year for interest ¥ 2,920 ¥ 2,432 ¥ 2,361 $ 24,857

Conversion of convertible bonds : — — 18,645 —

The accompanying notes are an integral part of these statements,
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Notes to Consolidated Financial Statements

FUJt HEAVY INDUSTRIES LTD. AND éONSOL[DATED SUBSIDIARIES

1. Basis of Presentation of the Financial Statements

The accompanying consolidated financial statements have been prepared in accordance with the provisions set forth in
the [apanese Securities and Exchange Law and its related accounﬁﬁg regulations, and in conformity with accounting
principles generally accepted in Japan ("apanese GAAP"), which are different in certain respects as to application and
disclosure requ‘ircmcnr_q of International Financial Reporting Standards.

The accounts of overseas subsidiaries are based on their accounting records maintained in conformity with generally
accepted accounting principles prevailing in the respective countries of their domicile, The accompanying consolidated
financial statements have been restructured and translated into English (with some expanded descriptions and the
inclusion of consolidated statements of shareholders” equity) from the consolidated financial statements of the .
Company prepared in accordance with Japanese GAAP and filed with the appropriate Local Finance Burcau of the .
Ministry of Finance as required by the Japanese Securities and Exchange Law. Some supplementary information
included in the statutory fapanese language consolidated financial statements, but not considered necessary for fair
presentation, is not presented in the accompanying consolidated financial statements.

The translation of the Japantese yen amounts into U.S. dollars is included solcly for the convenience of readers
outside Japan, using the prevailing exchange rate a1 March 31, 2006, which was #117.47 to U.8.31, The convenience
translations should not be construed as representations that the Japanese yen amounts have been, could have been, or

could in the future be, converted into U8, dollars at this or any other rate of exchange.

2. Summary of Significant Accounting Policies
Consolidation
The accompanying consolidated financial statements include the accounts of Fuji Heavy Industries Lid. (the “Company™)
and its significant subsidiaries. All significant intercompany transactions and balances have been eliminated in
consolidation. The fiscal year-end of the conselidated domestic subsidiaries is the same as that of the Company, while
the fiscal yvear-end of the consolidated foreign subsidiaries is December 31. Although these consolidated foreign
subsidiaries are included based on their fiscal year ended December 31, significant i.nlcrvening transactions that occurred
for t}_m period between December 31 and March 31 are reflected in the c"onsclidatcd financial statements,

The consolidated financial statements include the accounts of the Company and 68 subsidiaries in the fiscal years
2006 and 2005, and 66 subsidiaries in.thc fiscal year 2004,

In addition, 10 non-consolidated subsidiaries and an affiliated company are ‘accounted for by the equity method in
the ﬁsc.al year 2006, whi]e there was 4 non-consolidated subsidiaries and an affiliated company accounted for by the
cquity method in the fiscal year 2005, and there was no affiliated company accounted for by the equity method in the
fiscal year 2004,

Investments in insigniﬁcam non-censolidated subsidiaries and affiliated companies not accounted for by the equity
method are carried at cost. The difference between the cost and the underlying net equity of investments in subsidiaries
and affiliated companies is allocated to identifiable asscts based on their fair value at the date of acquisition. The
unallocated residual vatue of the excess of the cost uver the fair value of the underlying net equity is recognized as
goodwill or consolidation adjustments, and is amartized over a period of S years on a‘straighl-iihe_ basis. However,

" the consolidation adjustments (credit side), which arose from making Subaru of Indiana Automotive, Inc. (SIA) a

wholly owned subsidiary of the Company, are amortized diiferently. The portion that clearly corresponds to the

forecasted futire losses is amortized according to the generation of those losses, and the remaining portion of the
- consolidation adjustiments is being amortized by the straight-line method over § years,
All assets and liabilities of subsidiarics, which include not only the Company’s interest in the subsidiary but also the

minority interest portion, are valued baséd on their fair value at the time the Company first consolidates the subsidiary.
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Translation of forelgn currcncy-denommatcd accounts .
Under the [apanese accounting standards for foreign currency translanon monetary assets and liabilities denominated
in foreign currencies are translated into Japanese yen at the exchange rates prevailing at ca_ch balance sheet date with

the resulting gain or loss included currently in the statement of income, .

The assets and liabilities of foreign subsidiaries and affiliated companies are translated inl‘to Japanese yen at the
exchange rates in effect at the balance sheet dates of the foreign subsidiarics and affiliated Companics, except for
common stock and capital surplus, which are translated at historical rates. Revenue and expense accounts are translated -
at the average exchange rates during the respective years, The resulting foreign currency tr;ms]atlon adjustments are
included in “Translation adjustments” in the shareholders’ equity, and minarity interest in the accompanying

~

consolidated balance sheets.

Cash equivalents . : .

, Cash and cash equivalents include all highly liquid investments, generally with original miturities of three months or

less that are readily convertible to known amounts of cash and have negligible risk of changes in value due to their

short maturities. v

Revenue recogniti_ori ) ' ‘
Revenue from sales of finished products is generally recognized when the products are ship}';cd to dealers or customers.
Revenue from opcraiing' leases is recognized on a straight-line basis over the lease term. : 1
{Change in accounting palicy)
{Fiscal 2004)
The Company changed its revenue recognition policy for the Acrospace Division's production contracts with production
terms exceeding one year and the amount of each contract exceeding ¥5,000 million, from the completed-contract
basis to the perccntage -of-completion method beginning in the liscal year 2004. The Company changed the account-
ing policy for the purpose of more accurately matching revenue against costs in the erlO(l in wl'uch they are incurred
in light of the recent trend that terms of production contracts of the Aerospace Division tcnd' to extt‘znd over a one-year
period and the amounts of such contracts tend to become larger, and such trend is expcctetii to continue. )

As aresult of the c}la:ngc. net s?les increased by 4,013 million and grass profit, operating income and income
before income taxes and minorify interest \increascd by ¥231 million in the f‘lscal-year 2004 as éompared with the
amounts resulting from application of the previous policy. ' :

The impact of such change on segment information is stated in Segment Information (Note 23}
Allowance for doubtful accounts . .
Allowance for doubtful accounts is provided based on the amount calculated based on the historical ratio of bad debt
for ordinary receivables, and an estimated amount of uncollectible account for spéciﬁc over-due receivables.

* ]

Allowance for devaluation of investments ' Co !
Allowance for devaluation of investrnents is provided for estimated losses from a declmc in the value of investment
securities for which fair value is'not readily available and investments in non-consolidated subsidiaries and affiliated

companies, based on the evaluation of the investees' financial conditions, such as net assets and the probability of
' !

recovering the value.

Marketable securities and investment securities i ‘ : i

Under the [apanese accounting standards for financial instruments, securities for which fair value ig available are
stated at their fair value as of the balance sheet dates with unrealized holding gains and losses includeld as a component
of shareholders’ equity until realized, while securities for which fair value is not readily available aric stated at cost as |

determined By the i'noving-a\'erage method, after taking into consideration devaluation, if any, for permanent
1 .

impairment. Held-to-maturity debt securities are stated using the amortized cost method.
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Derivative financial instruments and hedge accounting -
The Japanese accounting standards for financial instruments requires the Company and consolidated domestic
subsidiaries to state derivative ﬁngﬁcia] instruments at their fair value and to recognize cha;lgcs in the fair valuc asa
gain or loss unless such derivative financial instruments are used for hedging pilrposes.

For interest rate swap contracts used as a hedge which mect certain hedging criteria, the net amount to be paid or
received under the interest rate swap contract is added to or deducted from the interest on the assets or liabilities for
which the sw ap contract is exccuted, )

[Derivative financial instruments quallfymg as a hedge, along with the underlying transactions, asscts and liabilities

are as follows:

Financial Instrument . Transaction, Assets and Liabilities

Interest swaps Borrowings

The risk exposures to movements in interest rates are hedged according to the Company’s and consolidated
subsidiaries’ risk management polic:);. An evaluation of hedge effectivencess is not considered necessary as the terms
and notional amounts of these hedging instruments are the same as those of the underlying transactions, assets and
habllmes and therefore they are presumed to be hlghly cffective in offsetting the effect of mov ements in interest rates

at thenr inception as well as during their terms.

(Change in accbt_mling policy)‘
(Fiscal 2005)
In the fiscal year 2005, the Cornpany discontinued applying the hedgc accounting for its forelgn exchange contracts.
The reason for the change was that the Company reconsidered appropriateness of application of the hedge accounting
in connection with its review of the hedge policy and the management activities for foreign exchange contracts.

Prcfiously, for foreign exchange contracts used as a hedge which meet certain hcdging criteria, the Company
translated hedged foreign currency-denominated assets and liabilities using the contracted forward rates, and for
forward exchange contracts hedging future transactions, the Company deferred the recognition of gains or losses
resulting from ch.angcs in fair value of the foreign exchange cantracts until the related gains or losses on the hedged
items are recognized in carnings. . .

As a result of this change, operating income increased by ¥141 million and income before income taxes and
minority interest decreased by ¥1,623 million in the fiscal year 2005 as compared with t.}-m amounts resulting from
application of the previous hedge accounting policy.

The impact of such change on segment information is stated in Segment Information (Note 23).

Inventories
Finished products are stated principally at cost determined by the moving-average method. Raw materials, work in

process and supplies are stated principally at cost determined by the first-in, first-out method.

Property, plantand cquipmcni
Property, plant and cquipment are stated at cost. Significant renewals and additions are capitalized; ordinary
maintenance, ;rdinary repairs, minor renewals and minor imprb\'émcnts are charged to the consolidated statements
of income as incurred.

Depreciation of the propcrty, plant and equipment of the Company and consolidated domestic subsidiaries is
principally computed by the declining-balance method, except for the buildings (excluding b.l._lilding improvements)
acquired on or after April 1, 1998, for which the straight-line method is app!i}:d Depreciation of the propcfty plant
and equlpmenl of consolidated foreign subsidiaries is computcd by the straight-line method at rates based on thc
estimated useful lives of the assets according to their general class, type of construction, and use.

Estimated uscful lives for depreciable assets are as follows:

Buildings and structures: | : 7-50 years

Machinery, equipment and vehicles: " 2-11 years

K PAGE4]



PAGE42

EUJI HEAVY INDUSTRIES LT, ANNUAL REPORT 2006

{Change in accounting policy}
(Fiscal 2006)

In the fiscal year 2006, the Company and the domestic consolidated subsidiaries adopted the new accounting standard
for impairment of fixed assets (“Opinion Concerning Establishment of Accounting Standard for Impairment of Fixed
Assets” issued by the Business Accounting Deliberation Council on'August 9, 2002) and the implementation guidance
for the accounting standard for impairment of fixed assets (the Financial Accounting Standard |mplcmcn:ati0n Guidance
No. 6 issued by the Accounting Standards Board of Japan on October 31 § 2003). As a result of L}]iiﬁ change, income
before income taxes and minarity interest decreased by ¥:3,263 million (LIS$27,777 thousand). (Impairment loss on
property, plant and equipment in the Consolidated Statements of Income in the fiscal year. 2006 was ¥4,064 million
(USs 34,596 thousand), of which ¥801 million (U$56,819 thousand) was related to consolidated subsidiaries in the
United States.) The impact of such change on segment information is stated in Segment Information (Note 23).

An accumulated impairment loss is recorded as direct deduction in the book value of the respective assets.

Accounting for leases
In pr‘inciplc finance leases are accountcd fo.r on a simi]ar basis to sales bv lessors or. purchascs b\' lessees. However,
ﬁnan(_(, ]LJSCS W h]Ch (lO not 1ran.sf'(,r oum‘rshlp Of lhe lCaﬁL(l asscts to ICSSLLS as %tlpufﬂtcd m' {hE ](,il.bL Contrncls can bL
accounted for as operating leases. Thercfore, as a lessee, the Company and consolidated subsidiaries account for those
leases as operating leases and charge pefiodic lease payments to expenses as incurred. Ceértain® ‘as-if capitalized” pro

.

forma information is disclosed in Note 20 to the consolidated financial statements.

Goodwill and intangible assets ]
Goodwill is principall}' amortized by the slraighl-line method based on the ﬂccounling principles g(-ncra]]y accept(:(l in
the respective countries of demicile. Howéver, goodwill of the consolidated subsidiary in the U.5.jis not amortized in
accordance with SFAS No. 142, while other identifiable assets are being amortized by the sti"aighi-lini: method,
Computer software used internally by the Company and consolidated subsidiaries is amortized by the straight-line
method over the relevant cconon‘{ic_ useful lives of 3 or 5 years.

Accrucd pension and severance liability

Lpon termination of employment, employees of the Company and consolidared suhSIdlarlcs in Japan are entitled,
under mast circumstances, to lump-sum indemnities or pensions as described below, based on current rates of pay,
length of service, and conditio_ns under which the termination occurs. The minimum pa)'mcl;lt is aniamounl based on
voluntary retirement, In addition to the minimum pavment based on voluntary retirement, employees receive
additional benefits for retirement due to age limit, death or other defined reasons. 4

_ Certain consolidated subsidiarics in Japan have contributory funded defined benefit pension plans, which are
pursuant to the j;:panesc Welfare Pension Insurance Law. The contributory pension plans cover a p‘ortion of the
governmcntal welfare pension program, under which the contributions are rnadt; by the cémpanies and their
employees, and an additional portion representing the corporate noncontributory pension pl:ans.

Under the Japanese accounting standards for pension and severance benefits, accrued pcnsi.on and severance Hability
for employces is provided based on the estimated amounts of projected pension and severance obhg‘auon and the fa:r
value of plan assets at the end of the fiscal year. Prior service cost is being amortized by the stralght ]1ne method over
a pu.rlo(.l (14-18 years), which is shorter than the average remaining service period of the ellgl_blc employees. Actuarial -

. . . . Al . .
gains and losses are amortized from the following fiscal year by the straight-line methed over'a period (primarily 18

years), which are shorter than the average remaining service peried of the cligible employees.

Accrued pension contribution [or defined benefit pension plans is incleded in accrued pénsion and %cvcrancc liability.
Directors and statutory auditors of the Company and consolidated domestic subsidiaries are cntill‘cdrto receive a
lump-sum Pa}'"‘“'“," at the time of severance or retirement, subject to approval of the sharcholders. The liabilities for
such benefits are determined based on the Company's and consolidated subsidiaries internal rules, and are included .

in “Other long-term liabilities” in the accompanying consolidated balance sheets. i
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Accrued warranty claims
The Company and consolidated subsidiarics provide for accrued warranty claims on products sold based on their past
experience of warranty services and estimated future warranty costs, which are included in “Accrued expenses” in the

accompanying consolidated balance sheets.

Research and development costs

Research and development costs are expensed as incurred and amounted to ¥46,893 million {L1S$399,191.thousand),
¥52,962 million and ¥.57,54-] million for the fiscal years 2006, 2005 and 2004, respectively. .

Income taxes T )

The provision for income taxes is computed based on the pretax income for the financial reporting purposes. Deferred
tax assets and liabilities are recognized for expected future tax consequences of tempaorary differences between the
financial statement carrying amounts and the tax bases of assets and liabilities, A valuation allowance is recorded to
reduce deferred tax asscts when it is more likely than not that a tax benefit will not be realized.

Effective April 1, 2004, “Corporation Size-Based Enterprise Tax System” for the enterprise was intreduced. Due
to the introduction, Accounting Standards Board of Japan issucd Practical Solutions Report No. 12, “Practical Solution
on Presentation for Size-Based Components of Corporate Enterprise Tax on Income Suatement” on February 13,
2004, which prescribes new accounting standards for enterprise taxes. In compliance with the report, the value-added
and the capital compenents of the enterprise taxes, which are not related to income, are included in selling, general
and administrative expenses from the fiscal year 2005, ‘

-As a result, selling, general and administrative expenses increased by ¥1,009 million, and operating income, ordinary
income and income hefore income taxes and minority interest decreased by the same amount in the fiscal year 2005.

The impact of such change on segment information is stated in Segment Information (Note 23).

Net income per share
Basic net income per share (EPS) is computed based on the average number of shares ‘of comman stock outstanding
during each year, Diluted EPS assumes the potential dilution that could occur if all the convertible securities were

converted or other contracts to issue common stock were exercised to the extent that they are not anti-dilutive.

* Reclassifications

Certain reclassifications within the consolidated financial statements for the fiscal years 2005 and 2004 have been

made to conform to the presentation for the fiscal year 2006.

3. Aéquisition of Isuzu’s Share of Subaru of Indiana Autompti&c, Inc.

Subaru of Indiana Automotive, Inc. (“SIA,” formerly Subaru-Isuzu Automotive Inc.), a consolidated subsidiary in the
United States, had been a joint venture company of Isuzu Maotors Limited (“Isuzu”) and the Company (the Company
had held a 51% interest in SIA). On January 1, 2003, as a result of dissolution of the joint venture relationship with
Isuzu and execution of an agreement for the consignment of produciion, the Company acquired [suzu's share of SIA
to make SIA a wholly owned subsidiary of the Company, and SIA was assignc'd to produce certain Isuzu vehicles as
well as Subaru vehicles.

The acquisition cost of the lsuzu’s share of SIA was determined in consideration of certain losses on disposal of
property, plant and equipment, losses on cancellation of opcrating leases, and losses related to personnel reduction,
to be incurred during and after the consigned production activities. Consequently, consolidation adjustments
(credit side) arose. ]

The portion of the consolidation adjustments that clearly corresponds to the forecasted future losses has been
amortized according to the generation of those losses, and the remaining portion has been amortized by the

straight-line method over 5 years.
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The Compan) rcuscd this amortization schedule following the settlement of actual losses with Isu7u according to

the Master Agreement for Cancellation of Joint Venture Relationship and Consignment of Producuon dated Du:cmbt_r

20, 2002.

As a result, the consolidation adjustments (credit side} became ¥1,949 million (US$16,591 thousand) as of March

31, 2006, \:-'hich arc to be fully amortized by the end of the next fiscal year.

As a result of this scttlement, the consolidation adjustments account (credit side) decreased by ¥7 ;087 million

(LiS$60,330 lhousand) and the amortization of consolidation adjustments (other income) decrcased by ¥1 ,221 million

{USs10,394 thousand) in the fiscal year 2006.

(a) Cash and cash equivalents as of March 31, 2006, 2005 and 2004, consnsted of the foliowing:

. N “Thousands of

Millions of yen ULS. dollars

: . 2006 2005 - 2004 . 2006

Cash and time deposits ¥ 65,524 ¥ 40,742 ¥ 246,68;4 . $§ 557,793

Marketable sccurities - 37,444 87,003 l 13,490 318,754

Short-term loans - 118,414 128,202 101,871 1,008,036

o ‘ 221,382 255,947 262,045 . 1,884,583
Less maturity over three months ‘ - (109,016} (124,262) ) {1 22, 644) (928,032)
Cash and cash equivalents ¥ 112,366 ¥ 131,685 ¥ 139,401 , $ 936,551

(b) Assets and Habilitics of newly cansolidated subsldmry through acquisition of shares:

(Fiscal 2004)

for the fiscal year 2004, were as follows:

- The acquired assets and liabilities of NIIGATA SUBARU Inc. and a reconciliation between tlhc acquisition cost and the

. net cash outflow of such acquisition, which is included in “Other, net” under the cash flows from investing activities

Millicns of ven

Current assets

r ¥ 2,268
Long-term assc‘Ls‘ - E 4,065
Goodwill 212
Current liabilities (3,145)
Long-term liabilitics . S I . (1,217
Acquisition cost of NIIGATA SUBARU Inc. 2,183
Cash and cash equivalents of NIIGATA SUBARU Inc. ) (324)
Net cash used for acquisition of NIIGATA SUBARLE Inc.. | 7 %1859

{c} Signiﬁcam non-cash transactions:

(Fiscal 2005)

On August 2004, the Company exccuted a share exchange agrcement to make Yusoki Kog)o K.K!

subsidiary of the Company. As a result of the share exchange, goodwﬂ] increased by ¥833 million
decreased by ¥942 million in the fiscal year 2005. T ‘ V
{Fiscal 2006) ‘

None,

() Price adjustment of investments in subsidiary

"Pric&.. atljuslml,m of investments in subsidiar‘vn included in the cash'flows from inv esting activities

a.wholly owned

and treasury stock

represents a cash

payment related to the adjustment to the price of SIA shares transferred from Isuzu under Lhe scttlement of actual

losses in the fiscal year 2006, in accordance with the Master Agreement for Cancellation of jomt Vmiurc Rdatlom}np

and Consignment of Production with {suzu, as described in Note 3. Acquisition of [suzu’ 5 Share of’

Automotive, Inc.

Suharu of Indiana
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5. Marketable Securities and Investment Securities
Information as to the value of marketable securities and investment securities as of March 31, 2006 and 2005, was
as follows:

(1} Other investment securities (available-for-sale securities) for which fair market value was available:

(a) As of March 31, 2006:

Millions of yen

Acquisition cost Book value Difference
Book value exceeding acquisition cost: .
Equity securities ¥20,162 ¥55,671 ¥35,509
Debt securities )
Other © 35 344 309
Sub-total 20,197 56,015 35,818
, Book value not exceeding acquisition cost;
Equity securities ) 223 196 (27)
Debt securities ]
Government and municipal bonds ) 11,297 11,154 (143)
Corporate bonds 3,632 ) 3,572 (60)
Other ‘ : 1,335 1,314 (21
Sub-total T 16,487 16,236 (251)
Total - ’ ¥36,684 ¥72,251 ¥35,567

Thousands of L1.5. dollars

Aoquisition cost Book value Difference
Book value exceeding acquisition cost:
Equity securities - $171,635 $473,917 7 $302,282 .
Debt securities ’ - ) o
Other 298 : 2,928 2,630
Sub-total i 171,933 476,845 304,912
Baok value not exceeding acquisition cost: ’
Equity securities ' 1,898 1,668 (230)
Debt securities )
Government and municipal bonds : . 96,169 94,952 (1,217)
Corporate bonds 30,919 30,408 (51~
Other _ 11,365 11,186 (179)
Sub-total 140,351 138,214 (2,137)
Total ' $312,284 $615,059 $302,775
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(b) As of March 31, 2005:

|
f‘
|
|
i
|

Millions of yen

Acquisition cost Book value Difference

Book value exceeding acquisition cost: i , .
Equity securitics ¥20,761 ¥49.214 ¥28,453

Dcbt securities ]
Government and municipal bonds 100 100 0
Corporate bonds - 2,500 2,501 1
Other . ) . 36 181 145
Other 4,281 ' ;4,282 1
Sub-total 27,678, 56,278 28,600
Book value not exceeding acquisition cost: 7 I
Equity securitics } 256 205 ' (51
Debt securities |
Government and municipal bends 6,656 6,627 : (29)
Corporate bonds ‘ 4,740 4,724 (16)
Other ‘ . so1 | soo )
Other ’ 2,344 2,338 (6)
Sub-total ‘ 14,497 14,394 (103)
Total , : ¥42175  X70,672 ¥28,497

]
(2) Other investment securities (available-for-sale securities) sold during the fiscal years 2006 and 2005:

(a) For the year ended March 31, 2006:

Salcs amount Total gains ‘| Total losses
¥615,171 million ¥5,475 million - l ¥2,313 million
US55,236,835 thousand ~US$46,608 thousand 1 LIS$ 19,690 thousand

The above sales amount included sales of short-term investments in commercial paper and other amounting to

580,171 million (L1S$4,938,887 thousand). '

"T'atal losses

¥56 million

Sales amount - Total pains

(b) For the year ended March 31, 2005: . ' 1
[
¥640,095 million %633 million |

The above sales amount included sales of short-term investments in commercial paper.and other amounting to
¥584,226 million.
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i ' . (3) Bouk value of major securities without available fair market value as of March 31, 2006 and 2005:

Thousands of

Millions of ven W.5. doltars

2006 2005 2006

Money management fund ¥313,679 ¥47.688 $286,703
Commercial paper —_ 19,838 . —_—
Unlisted stocks (excluding over-the-counter stocks) 1,469 6,544 12,505
Negotiable certificated deposit —_ 5,000 —
Beneficial interests in the trust —_ 2,579 —_
Hcld-to-maturity ;[ebt securities ! — 6 —

(a} As of March 31, 2006:

Nate: The Company and censalidated subsidiaries recognized #16 million (US$136 thousand) and ¥23 million in loss on devaluation of securities for
the fiscal vears 2006 and 2005, respecii\'e]y. .
Far the purpose of recording a loss on devaluation of securities, the Company and consolidated subsidiaries consider all the securities whose
fair market value has fallen below 50% of the book value to be pesmanently impaired, and record the relevant loss on devaluation. For securities
whase fair market value has declined between 30% to 50% in relation to their book values, the Company and vensclidated subsidiaries specifivally
vonsider the probability of recovery af the [air value, and record a loss on devaluation in an ameant deemed permanently impaired.

(4} Scheduled redemption of other securities (available-for-sale securities) with maturity and held-to-maturity debt

securities as of March 31, 2006 and 2005:

Millions of ven

Thuousands of U.S. dollars

Within 1 1ta b St 10 Ower 10 Within t ltol St Over 10
year vears years vears vear vears vears vears
Debt securities
! Government and
municipal bonds ¥2.846 ¥ 7,086 ¥ 693 ¥ 529 $24,228 S§60,322 55,899 84,503
Corporate bonds 743 2,632 196 — 6,325 22,406 1,669 —
Other 174 469 175 . 4% 1,481 - 3,992 1,490 4,223
Total ¥3763  ¥10,187 ¥1,064 ¥1,025 $32,034 586,720 S$9,058 $8,726
(b} As of March 31, 2005:
Milliuns of ven
Within | ttos St 10 Over 10
rear years years Vears
Debt securitics
Government and
municipa] bonds ¥ 1,412 ¥3,393  ¥1,420 ¥501
Curporate boids 4,195 2,747 262 22
Other 21,805 e — —
Other 5,763 425 54 59
Total ¥33,175  ¥6,565 ¥1,736 %882
6. Inventories
Inventories as of March 31, 2006 and 2005, consisted of the following:
Thousands of
Millions of ven LS. dollars
. 2006 2005 2006
Finished products ¥121,866 ¥103,285 51,037,422
Work in process 74,000 54,110 630,714
Raw materials 18,583 15,882 158,194
¥ Supplies 1,857 1,810 15,808
|‘ ¥216,396 ¥175,087 $1,842,138
| PAGE4T
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7. Property, Plant and Equipment

Property, plant and equipment as of March 31, 2006 and 2005, are summarized as follows:

" ANNUAL REPORT 2006

L Thousands of

Millions of yen 1£.S. dollars

- 2006 2005 2006

" Buildings and structures ¥ 291,073 ¥ 280 438 § 2,477,850
Machinery and vehicles 517,567 494 199 4,405,950

" Other 255,678 216 02_1 2,176,539
: 1,064,318 990,658 9,060,339
Less accumulated depreciation (689.669) (630, 632) (5,871,022)
Land 173,928 170, sosla 1,480,616
Construction in progress 7,396 12,891 62,961

Total ¥ 555,973 ¥ 543,726

8. Rcvaluatlon Reserve for Land
In accordance with the Land Re»aluatmn Law {Law No. 34, enacted on March 31, 1998), land owned by a consoli-

t

$ 4,732,894

dated subsidiary for business use was revalued on March 31, 2002. The unrealized gains from the revaluation were
- i

included in the sharcholders’ equity as “Revaluation reserve for land,” net of income taxes. The deferred taxes for the

unrealized gains are included in other long-term llabllmcs Unrecorded loss on the revalued land as of March 31,

|
2006, was ¥463 million (UIS$3,941 thousand). Accordmg to the Law, the Company and consolidated subsndmnes are

not permitted 1o revalue the land after April 1, 2002.

9. Short-Term Borrowings and Léng-’l‘erm Debts
Short-term borrowings as of March 31, 2006 and 2005, consisted of the following:

PAGE 48

Thowsands of

Millions of ven LLS. doltars
2006 2005 2006
Bank loans with average interest rate of 0.55% and 0.52% i
per annum as of March 31, 2006 and 2005, respectively ¥191,784 ¥195,928 $1,632,621
Commercial paper with average interest rate of 0.24% and 0.04% , '
_per annum as of March 31, 2006 and 2005, respectively 8,000 22,000 68,102
¥199,784 ¥217,928 $1,700,723
K B
Long-term debts as of March 31, 2006 and 2005, consisted of the following:
Millions of vrr\‘ TI\JD; s::ﬂ;;f
2006 2005 2006
Loans principally from banks and insurance companies due
through 2024 with average interest rate of 2.38% and 1.96% . K
per annum as of March 31, 2006 and 2005, respectively ¥ 73,795 ¥ 83,46_2 $ 628,203
Unsécured 2.30% bonds due September 30, 2005 * — 10,000 —
Unsecured 0.97% bonds duc May 15, 2006 26,000 20,000 170,256
Unsecured 1.22% bonds due September 30, 2008 30,000 30,000 255,385
Unsecured 0.89% bonds due September '28, 2007 10,000 I‘0,000 85,128 :
. Unsecured 0.68% honds due June 18, 2010 - 20,000 20,000 - 170,256
Unsecured 1.31% bonds due April 28, 2011 20,000 20,000 l 170,256
Secured 1.80% honds of consolidated subsidiary due July 7, 2005 — " 300 -
" Unsecured 0.93% bonds of consolidated subsidiary : )
due February 15, 2007 ) 500 - 500 4,257
’ 174,295 194 ,262 | 1,483,741
Less — Portion due within one year C o (24,223) (34 667) (206,206)
) S ¥150,072 ¥159,595 |

1 .

$1,277,535
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Annual maturities of long-term debts as of March 31, 2006, were as follows:

Thousands of

Millions of yea US. dollary

) 2007 ) ¥ 24,223 s 206,206

2008 . : 20,597 175,338

2009 , ' 51,220 436,026

\ 2010 o 19,650 167,277

2011 - 23,139 196,978

2012 and thereafter . . ) 35,466 301,916

) ' ¥174,295 $1,483,741
The following assets as of March 31, 2006 and 2005, were pledged as collateral for certain loans:

- . T‘hou.sand.s of

Millions of ven 1.5, dollars

‘ 2006 2005 - 2006

" Notes and accounts receivable, trade ¥ 29 ¥ 11,665 § 2,477

" Property, plant and equipment .‘ 88,854 108,664 756,398

Other assets - ’ : 180 . 271 1,532

'¥89,325 ¥120,600 §760,407

" “T'he unused balance of commitments for borrowings by the Company and consolidated subsidiaries (Subaru of .
America, Inc. and Subaru Europe N.V./S.A.) as of March 31, 2006 and 2005, was as follows:

- . Thousands of
Millions of ven 1L.5. dollars

. ) 2006 2005 2006
Total commitments . ¥81,174. ¥86,434 $691,019
Less amounts currently borrowed . — 10,000 - —

Unused balance . ¥81,174 ¥76,434 $691,019

10. Unexecuted Balance of Overdraft Facilities and Lending Commitments _
. The unexccuted balance of overdralt facilities and lending commitments at a consolidated subsidiary (Subaru

Finance Co., Ltd.) as of March 31, 2006 and 2005, was as follows:

Thousands of

Millions of ven U.S. dollars

. 2006 2005 2006

Total overdraft facilities and lending commitments ¥14,310 ¥12,350 $121,819
Less amounts currently executed 2,788 7,510 23,734

Unexecuted balance : ¥11,522 ¥ 4,840 $ 98,085

A portion of the overdraft facilities and lending commitments above is subject to credit considerations as docu-

mented in the customer contracts. Therefore, the total balance above is not always available.

" 11. Pension and Severance Plans _
The Company and consolidated domestic subsidiaries have non-contributory funded defined benefit pension plans,
and some domestic subsidiaries have defined contribution pension plans. In addition, in certain occasions, additdonal
retirement payments are made to employees for their retirement. Consolidated foreign subsidiarics primarily have
defined contribution plans, o
The Company has transferred-from the lump-sum retirement plan to the qualified retirement pension plan for 80%

of the employees who terminate their employment at the age of 50 or over.
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As of March 31, 2006, the Compam and 44 of its comuhdalcd domestic Sub&ldlal‘l.t,\ which a«l(l] up to a total of 45
companices, have lump-sum retirement pavment plans. Within thc group, there are also 30 quahf‘(_d pension plans, 2
defined contribution plans, and a multi-employer welfare pension fund (excluding overlaps from joint trustee
contracts, integration contracts, and joint establishment of a multi—cmpl()ycr fundy, In ﬂdaition, there are 14
single-employer employees’ pension funds subject to the p’rrwisions of Article 33 of “Practice Guidclines of Accounting
for Retirement Benefits.” )

Certain insignificant consolidated subsidiarics calculated their pension liahﬂily using the simplificd method, Under -
the simplified method, an accrued pension and severance liahility is provided at the amount ﬂiat would have been
payable had all the employees voluntarily retired at the end of the fiscal year, less an amount to be covered from the
plan assets, while the Campany and :ﬂgmﬁcant subsidiarics provide an accrued pension and ; smcranlu. liability bascd
on the’estimated amount of pension and severance obligation (projected benefit obhgntmns): less the fair value of plan

assets at [hc cnd of [h{: ﬁSCﬂ] )'eﬂl.' undcr [}]E ﬂcluariﬂl mEt}lDd.

Additional infermation (Fiscal 2006) . ' r
Transfer to the government of the substitutional portion of employee pension fund

As stipulated in the Japanese Defined Benelit Pension Insurance Law, the Tokyo Subaru Employees’” Pension Fund
(a multi-employer welfare pension fund), of which certain consolidated subsidiarics are members, obtained an
approval from the Minister of Health, Labor and Welfare for exemption from the benefit ob.ligations.rcla_led to luture
employee service in respect of the substitutional portion on October 28, 2005. The pension fund is currently in the ~
process of lran-ifcrrmg the ub[lgaunm related to past emplu\’u, su'\lcc m the gov ernanl

The amount to be transferred (the minimum reserve obligations) te lhc government as of March 31, 2006, was
estimated at ¥5,400 million (US545,962 thousand). Had the amount been transferred at lhe end nf the fiscal year,
other income ofapproxlmat(.l\. ¥2,300 million (155192,579 thousand) would have been rccognlful in accordance
with the provisions of Article 44-2 of “Practice Guidelines of Accounting for Retirement Benefits (Intenm chort)
(JICPA Accounting Systems Committee Report No. 13). i | :

A reconciliation between the pm;u:lcd pension and severance obligation and accrued pnnsmn and severance liability

as of March 31, 2006 and 2005 was as follows: . L

. | Thousands of
Millions of yen 1.5, dollars
2006 2005 2006 .
a. Projected pension and severance obligation ¥125,549° ¥138,357I $1,068,775
b. Plan assets (65,763) (59,548) (559,828)
¢. Unfunded pension and severance obligations 59,786 78,809 . 508,947
d. Unamortized actuarial loss . (7,062) (i7,472) (60;] 17)
¢. Unamortized prior service cost ’ (448) (2,423I) (3,814)
f, Net amount recorded in balance sheet §2,276 58,914\-' 445,016
g Prepaid pension cost (46) - (88) (391)
h, Accrued pension and severance liability . . ¥ 52,322 ¥ 59,002] ©  § 445,407

Notes: 1. The above amounts inclade the government pension plan funded by social security taxes paid by employees a;id rmpl(:)'cr
2. Certain insignificant consolidated subsidiaries calculated the liahility using the slmpl:hul methad,
3. In addition to the abave plan assets, there were plan assets of the multi- -employer pension plan amounting to 'H'n' 425 rmllson (LIS§ 148,336
thousand) and ¥15,081 million as of March 31, 2006 and 2005, respectively. The plan assets for the mulii-employer pcnslon plan could not
he allocated to each participating employer. These amounts were based on the number of participants. .
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Periodic pension and scverance costs for the fiscal years 2006, 2005 and 2004, consisted of the following:

Theusands of

Millions of ven 11.S. dollars

2006 2005 2004 2006

a. Sorvice cost ! ¥ 9,151 ¥ 9,647 ¥10,695 $ 79,603
b. Interest cost 2,557 2,636 3,075 21,767
<. Expected return on plan asscts (1,266) (1,175) (1,155} (10,777)
d. Amortization of actuarial gain/loss L2118 1,853 1,269 10,369
e. Amortization of prior service cost 186 257 295 1,583
f. Pension and severance cost ¥12,046 ¥13,218 ¥14,719 $102,545

Notes: 1. The above amounts do not inctude the social sceurity taxes paid by employees.
2. Service costs of consolidated subsicliaries using the simplified method are included in the service cost above. |

LI =

o

[

. Service vost above include service costs for the multircmp]nycr pension plan amounting to ¥831 million (LE§57,074 thousand), ¥877

million amel ¥1,096 million for the fiscal years 2006, 2005 and 2004, re:pcct.ively, for which plan assets could not be allocated to cach

participating Emplﬂ}'cr.

4. Service cost above include contributions for the defined contribution plans of certain consalidated foreign subsidiaries amouming to ¥1,357
million (LIS§ 11,892 thousand}, ¥1,476 million and ¥1,549 million far the fiscal years, 2006, 2005 and 2004, respectively.

w

. In addition ta the pension and severance cost above, additional retirement payments amounting to ¥7,467 million (LIS$63,565 thousand),

¥371 million, ¥120 million were made for the fiscal years 2006, 2005 and 2004, respectively. For the fiscal year 2006, ¥37 million (LIS5315
thousand) out of the total additional retirement payments is included in scl!ing‘ general and adminisirative expenses, and the rcmai.ﬁi.ng
¥7,430 million (US3$63,250 thousand) is reflected as “Additional retirement payments” in other expense in the accompanying consalidated
statement of income. Fur the fiscal year 2005, ¥92 million out of the total additicnal retirement payments is included in selling, general and
administrative expenses, and the remaining ¥279 million is reflected as part of “Lass on discontinued operations” in ather expense in the
accompanying consolidated statement of income, whereas the entire adlitional retirement payments are included in selling, general and
administrative expenses in the accompanying consalidated statements of income for the fiscal year ended March 31, 2004.

Actuarial assumptiens used in computation of pension and severance liability were as follows:

. Attribution of expected benefit obligation | The straight-line method
. Discount rate : 2.0%-2.5%
. Expected rate of return on plan assets 0.8%-4.0%

. Amortization of actuarial gain/loss

Primarily 18 years (It is amortized by the straight-line

method starting from the following fiscal year over a period

shorter than the average remaining service periods of the

cligible employees)

. Amortization of prior service cast 141018 years
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1

I

The Company and consolidated subsidiaries were subject 10 a number of taxes based on income; which in the -

. . !
aggregate, resulted in a normal statutory income tax rate of approximately 40.5% for the fiscal ycars 2006 and 2005,

and 41,8% for the fiscal year 2004, -

{

A reconciliation of the statutory income tax rates in Japan to the Company’s effective income tax rates for the

fiscal years 2006, 2005 and 2004 was as follows:

. 2006 " 2008 2004
Statutory income tax rate in Japan 40.5% 40.5% 41.8%
Increase (reduction) in taxes resulting from:
Chang;:s in valuation allowance and tax benefits realized from
loss carry forwards i 20.2 19.8 1.6,
A(ijuslmcm to past corporate income taxes pa)’ab]e. i
V and corporate income taxes refundable 2.8 {1.6) (5.3
Adjustment to past deferred income taxes -(6.8) . — —
Adjustment to past corporate income taxes - .
of consolidate.d_ subsidiary in the United States — 15.8 —
Special deductions on corporate income taxes {6.1) ‘(5‘4) “.9
* Entertainment and other non-deductible expenses It 1.6 0.9
Equity income 7 (2.0) 0.7 —
Effect of the change in the statutory incomc‘ tax rate in Japan — L — 1.3
Amortization of consolidation adjustments (4.6) 59.0) | - (3.4)
 Other 0.0 0.2 (0.7
Effective income tax rate 45.1% 12.6%' 31.3% -

Significant components of the deferred tax assets and liabilitics as of March 31, 2006 and 2005,-\':'crc as follows:”

Thousands of

. . Deferred tax assets:
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1 - Millions of ven ULS. dollars
2006 2005 2006
! .

Net operating loss carry forwards ¥ 17,843 ¥ '7,628 § 151,894

Unrealized gain on sale of inventories 5,240 ! ‘4,444 4-4,607

_Accrued pension'and severance liabilities 20,933 12,473 178,199

Accrued expenses 10,114 I:l ,0:75 86,099

Accrued bonus 6,296 6,177 53,597

Accrued warranty cl‘laims 8,318 :7,637 70,809

Unrealized gain on sals: of property; plant and equipment 6,382 6,552 54,329
Loss on devaluation of inventories ' 5,458 6,016 46,463—

Impairment loss on property, plant and equipment . '

of consolidated foreign subsidiary — :7..760 -

Impairment loss on property, plant and equipment 10,541 L= 89,733

Other 14,423 15,204 122,780

Total deferred 1ax assets 105,548 94,966 898,510
Valuation allowarce (18,149)  (11,890) {154,499)

~Total deferred tax assets, net of valuation allowance 87,399 83,076 | 744,011

d




FUJl HEAVY INDUSTRIES LTD.

ANNUAL REPORT 2006

Thousands of

Millions of yen U.S. dallars

2006 2005 2006

Deferred tax liabilities: .
Depreciation and amortization expenses ¥(16,364) ¥(15,261) §(139,304)
Net unrealized holding gains on investment securities (14,442) (11,496) (122,942)
Revaluation reserve for land (703) (478) (5,984)
Advanced depreciation reserve (468) (468) (3,984)
Other- (3,085) (2,455) (26,262)°

Total deferred tax liabilities (35,062) (30,158) (298,476)
Net deferred tax assets ¥ 52,137 ¥ 52,918 S 445,535

The net deferred tax assets are included in the following captions in the accompanying consolidated balance sheets.

Thousands of
Millions of yen U5, dollars
2006 2005 2006
Current assets — Deferred tax assets ¥32,992 ¥34,859 $280,855
- Investments and other assets — Deferred tax assets 23,612 24,481 201,004 ‘
Current liabilitics — Other current liabilities (4) —_ 34)
Long-term liabilities — Other long-term liabilitics (4,263) (6,422) (36,290)-
Total net deferred tax assets ¥52,337 ¥52,918 $445,535

- 13. Shareholders Equlty

Under Japanese law, the entire amount of | pa)mcm for new shares is required to be designated as common stock.
However, a company may, by a resolution of the Board of Directors, designate an amount not exceeding one-half of
the price of the new shares as additional paid-in capital, which is included in capital surplus.

Japanese Corporate Law (“the Law™) became effective on May 1, 2006, replacing the Japanese Commercial Code
(“the Code™).

Under the Code, companies were réquircd 1o set aside an amount equal to at Jeast 10% of cash dividends and other
cash appropriations as legal éarnings reserve until the total of legal earnings reserve and additional paid-in capital
equaled 25% of commeon stock, Legal earnings reserve is included in retained carnings in the accompanying consolidated
balance sheets, (The total amount of additional paid-in capital and legal £arnings reserve of the Company has reached
25% of common stock, and therefore, the Company is not required to provide any more legal earnings reserve.)
Under the Law, in cases where dividends are paid, the smaller of an amount equal to 10% of the dividends or the
excess, if any, of 25% of commeon stock over the total of additional paid-in-capital and legal earnings reserve must be
set aside as additional paid-in-capi;al or legal earnings reserve, . 7

Under the Code, legaj éamings‘rcser\'e an;] additional paid-in capital could be used to eliminate or reduce a deficit
by a resolution of the shareholders’ meeting or could be capitalized b) a resolution of the Board of Directors. Under
the Law, hoth of these : appropriations generally require a resolution of the sharchelders’ meeting.

Under the Code, additional paid-in capital and legal earnings reserve were available for distribution by the resolution
of the sharcholders' meeting as long as the total amount of legal earnings reserve and additional paid-in capltal eralncd
equal to or exceeded 25% of common stock. Under the Law, all additional paid-in- capital and all legal earnings
reserve may be transferred to surplus, which are available for dividends.

Cash dividends and bonuses to du‘ectors and corporate auditors resolved at Lhc shareholders’ meeung on June 27,
2006 as described below were in accordance with the Codc.

The maximum amount that the Company can distribute as dividends is calculated based on the non- consoltdated

financial statements of the Campany in accordance with Japanese law.
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At the annual sharcholders’ meeting held on June 27, 2006, the sharcholders resolved cash dividends and dircctors'
and corporate auditors’ bonuses amounting to ¥3,226 million {L$527,462 thousand) and ¥66 million (1135562
thousand), respectively. Such appropriations have not been accrued in the consolidated ﬁnam;‘ial statements as of
March 31, 2006. Such appropriations will be recognized in the period when they are rcsolvc_ti. '

The new accounting standard for directors’ and corporate auditors’ bonuses (Accountin'.g Standards Board
Statement No. 4, “Accounting Standard for Directors’ and Corporate Auditors’ Bonuses™, iss"uc(l. b}"l the Acéounting

Standards Board of Japan on November 29, 2005) is effective for a semi-annual interim period of a fiscal year ending

" after April 30, 2006. As a result, even when sharcholders approve payment of directors” and corporate auditors’

bonuses for fiscal years ending after April 30, 2006, such bonuses may no longer be accounted for as appropriations of

retained earnings. They must be accounted for as expenses.

Selling, general and administrative expenses for the fiscal years 2006, 2005 and 2004, consisted of Ll:le following:

Thousands of

- Millians of yen U.S, doltars

2006 2005 L2004 | 2006

Transportation and packing expenses . ¥ 16,184 ¥ 15,316 ¥ 14,004 $ 137,771

Advertisement expenses . 45,823 47,884 5‘3,257 ) 390,083

Sales incentives ' TOIB827 33670 33,150 330,527
Salary and bonus 7 48,421 50,047 52,211 412,199

Research and development cost 45,809 52,042 56,405 389,963

Other 97,672 97,797 94,384 | ¢ 831,463

¥292,736  ¥796,756  ¥303,411] $2,492,006

In the fiscal year ended March 31, 2006, the Company recorded an imp;{irment loss with regard t[o the following

asset groups.

Use ’ l.ocation Category
Manufacturing facitity United States Structures, machincr)‘( and equipment
Assets for acalerﬁhip business Wakayama Prefecture Buildings and structurés, machinery
’ and 3 other locations and equipment, and land
Real estate for lease business Gunma Prefecture - Buildings ‘ |
Underutilized real estate Hokkaido and 3 other Land, buildings
locations and structures, and other

1

The operating properties for dealers are grouped by each company, and the leased property and u;nuscd property i

are groupe(l on a property by property basis, and the operating propertics ofa subsidiar} in the United States are

grouped by the product.
The impairment loss by each category of prdpcrty, plant and cquipment was as follo_v:-.'s;

. Thousands of
Millions of yen U.S. dollars
. { 2006 2006
Buildings and structures ‘ ¥1,672 $14,233
Machinery and equipment 782 6,657
Land and other ’ 1,610 13,706
Total ¥4,064 | $34,596
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16. Loss on Termination of Development Projects
I the fiscal year ended March 31, 2006, the company recorded a ¥7,094 million (US$60,390 thousand) loss on
termination of development prOJecLs which consisted of the following two components:
(1) A joint development prolect for new model vehicle
In light of the termination of the Strategic Alliance between the Cbmpany and General Motors (GM), the Company
and GM agreed to terminate the joint development project for cross over vehicles with SAAR Automobile AB. Asa
result, the Company has recorded an other expense of ¥3,633 million (US$$30,927 thousand) on the joint project
] " costs alrcady incurred. As the Company has since identified certain project asset to be used for another model devel-
. - . opment, the loss has been reduced by ¥1 ,-980 million (LIS$16,855 thousand) compared to the amount rect.;trded in
the consolidated financial statements for the semi-annual period of the fiscal year 2006.
(2) New software system development project
The Company started to develop a software operating system which was expected to support its business processes
from order entry to delivery. However, the Company has concleded that the new system would not be as cost
effective as it was originally planned. As a result, the Company terminated the development project a.x;d has recorded
an other expense of ¥3,461 million (US$29,463 thousand) from the termination.

17. Loss on Devaluation of Inventories at Aerospace Division
: In the fiscal year 2005, the'CDmpany recorded a ¥8,122 million loss on devaluation of inventories, because the
prospect for realization of the “Work in process” inventories of the Aerospace Division’s certain project became

uncertain due to a substantial delay in the progress of the project.

18, Loss on Dlscontmued Operations
The Company terminated the opcranons of Trailer, Train Parts, and other productions at Yusoki Kegyo K.K. m the

fiscal year 2005, A loss on discontinued operation due to the termination of these operations was ¥3,467 miltion.

19. Loss on Compensation to Suppliers
In the fiscal year 2005, the Company recorded a ¥4,174 million loss on compensation to suppliers based on the
anticipated compenéation payments for suppliers’ development costs which arose from the Company’s partial

rescheduling of a certain development plan in the Automotive Division.

20. Leases
(1) Information as lessee )
As allowed under the ]apanesé accounting standards, the Company and consolidated subsidiaries in Japan account for
finance leases, which do not transfer bwnc'rshjp of lcased asscts to lessees as stipulated in the lease contracts, as operating

leases. The “as-if capitalized” pro forma information of such leases as of March 31, 2006 and 2005, was as follows:

Thousands of
Millions of yen LLS. dollars
2006 2005 2006
Machinery, equipment and vehicles ) ¥ 1,208 ¥ 1,325 $ 10,284
Other tangible asscts . 2,284 2,137 : 15,443

5 lntangib]es assets : . 35 EX) 298 °
| _ 3,527 3,495 30,025

' ) Accumulated depreciation/amortization ) (1,586) (1,506) (13,502)

Net ¥ 1,941 ¥ 1,989 $ 16,523
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Pro forma information related to finance leases for the fiscal years 2006, 2005 and 2004 was as fdlllows:

N Thousands of
- Millions of yen U.S. dollars
2006 2005 - [ 2004 T 2006
Rent paid T ¥623 ¥665 '¥757 | $5,303
Depreciation and amortization expenses. _ 578 . 599 ;739 4,920
Interest expense portion B 51 N 57 Y S 434 -

The future minimum lease/rent payments, excluding the portion of interest thereon, as of:'March 31, 2006 and

2005, were as follows:

b i Thousands of
Millions of yen US. dollars
2006 | 2005 2006 .
Finance leases: i C . o !
Du'; within one year - - ] ¥ 540 - ¥‘ 526 $ 4,597
Due after one year . 1,491 1,574 | 12,693 |
i ’ ¥2.031 ¥2,100| $17,290
Operating leases: ’ . IR ' )
- Due within one year. ) : . . ¥ 834 ¥ 694 $ 7,100
Due after one year 7 : 3,523 . 3,2871 - 29,990
¥4,357 ¥31981 1 , $37,090
R N
(2) Information as lessor j
The carrying amountslof leased assets under finance leases as n?f March 31, 2006 ;nd 2005', W(;;re as f'(])ll!ows:
I " Thousands of
o ) Millions of yen U.S. doltars
N . ) 2006 1. 2008 2006
Machinery, equipment and vehicles . ¥ 22,541 ¥22,595] & $191,887 -
Other tangible assets - . - 9,202 ?,666 . 78,335
Intangible assets : ) 1,970 1,535 16,770
‘ ) o ‘ 33,713 . 33,79 286,992
~ Accumulated depreciation and amortization _ (17,879)  (16,458) (152,200
) N - B ¥ 15,834 ¥ 17,338 | $ 134,792
- lﬁfo_rmation related to finance leases for the fiscal years 2006, 2005 and 2004, was as follo\;‘vs: R
I Thausands of
. Millions of yen LS. dollars
. . 2006 2005 -y 2004 2006
‘Rent received : ¥9,357 ¥9,417 ¥8,882 $79,654
‘Drepreciation and amortization 'ex.pcnses C 7,iﬂ9 7,187 ' 6,438 66,5 18
Interest income portion ) ) . 1,231 ©71,313 . 11,579 ) 10479

The future minimutn lease/ rent payments receivable, excluding the portion of interest thereon, as of March 31, -

2006 and 2005, were as follows: . _ . . by

¥

Thousands of

Millions of yen | ULS. dollars
-, 2006 1 2005 2006
. Finance leases: ‘
" . Due within one year L %6966 ¥ 6,989 $ 59,300
Duc after one yéar - . 11,487 13,189 97,787
$157,087

¥18,453 ¥20178 | - .
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Thousands of

21 : C_ontingent Liabilities

Miltions of yen U.S. dollars
2006 T 2005 CoL 2006
Operating leases: '
Due within one )-ear ¥ 4,904 ¥ 4,097 $ 41,747
Due after ane year 4,261 5,163 36,273
¥ 9,165 ¥ 9,260 $ 78,020
Contingent liabilities as of March 31., 2006 and 2005, were as follows:
Thousands of
.~ Millions of ven U.5. doltars
. 2006 2005 2006
As guarantor of third-party indebtedniess from financial institutes

¥41,451 ¥40,408 $352,865

22. Derivative Financial Instruments

In the normal course of business, the Company and consolidated subsidiaries employ derivative financial instruments,

including foreign exchange forward contracts, foreign cﬁrrency options and interest rate swaps, to manage their

exposures to fluctuations in foreign currency exchange rates and interest rates. The Company and consolidated

subsidiaries do not use derivatives for speculative or trading purposes.

. The fair value information of derivative financial instruments as of March 31, 2006 and 2005, was as follows:

(1) Foreign currency contracts:

(a) As of March 3t, 2006:

Millions of yen . Thousands of U.5, dollars
Naotional Valuation Notional Valuation
. ._amount Fair value  gain (loss) amount Fair value . _pain (loss)
Fcreign exchange forward contracts:
Sell —— )
ULS. dollar ‘ ¥108,109  ¥112,859 ¥(4,750)  $920,312 . $960,748 $(40,436)
Euro , 5,911 6083 (172) 50,319 51,783 (1,464)
Canadian dollar 10,041 10,375 (334) 85,477 88,320  (2,843)
Buy —
U8, doltar - 20,374 20,333 (#1) 173,440 173,091 (349)
Foreign currency OPU‘O‘HS conrracts-: -
Sell — _
Call' U.S. dollar 24,689 210,173
' [207) 34 (107) [1.762] 2,673 - (911)
Call Euro ’ 7,916 67,387
‘ ' [48] 44 4 [409 375 34
~. Call Canadian dollar ' 3,641 30,995 _
' 34 2 14 [289] ° 170. 19
Buy —
Put ULS. dollar 7 "24,586 209,296
, [207] 176 - (31) [1,762] 1,498 (264)
Put Euro _ 690 5,874 o
[48) . 32 (16). [409] 213 (136)
Put Canadian dollar 3,477 29,599
[34] 2 (8) [289] 221 (68)
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(b) As of March 31, 2005

Millions of yen

Notional Valuation
amount Fair value  gain (loss)
Forcign exchange forward contracts:
- Sell — ’
U.S. dollar ¥100,153  ¥102,393  ¥(2,240)
Euro 8,906 8,979 (73)
Canadian dollar 6,183 6,438 (255}
Buy — :
U.S. dollar 20,021 20,274 253
Foreign currency cptions contracts:
Sell — .
Call U,S, dollar 26,843
[#19] 841 (422)
Call Euro &90 )
(13] 7 6
Call Canadian dollar 855
' 7] 28 Qn
Buy —
- Put U.S. dollar 21,626
_ [336] 133 (203)
Put Euro 675
113 1 a?)
Put Canadian dollar‘ 855
[6] 2 )

ANNUAL REPCRT 24086

Note: The amounts in [brackets| are the carrying amounts of the premium on the option contracts recorded as sther current assets or liabilies.
i

(2) Interest rate contracts:

(a) As of March 31, 2006:

None

(b) As of March 31, 2005:

None

The method to determine the fair value is based on quotations obtained from financial institutions,

Derivative financial instruments that qualify as a hedge and arc accounted for using the deferred hedge accounting

method are excluded from the above table according to the disclosure requirements.

23. Segment Information

Information by business segment

The Company and consolidated subsidiaries operate principally in four business segments: auﬂomobi]cs, industrial

products, acrospace and other business ficlds (including cco-related equipment).
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A summary of net sales, operating income, assets, depreciation and amortization expenses and capital expenditures

by business segment for the fiscal ycars 2006, 2005 and 2004, is shown below:

Thousands of
‘ Millians of ven LS. dallars
Net sales: 2006 2005 2004 2006
Automobiles — . _
QOutside customers | ¥1,329,161  ¥1,319,603  ¥1,316,951 $11,314,898
Inter-segment 3,688 4,069 3,847 31,395
Sub-total 1,332,849 1,323,672 1,320,798 11,346,293
Industrial products —
Qutside customers 52,436 46,814 42,257 446,378
Inter-segment 116 307 333 987
Sub-total 52,552 47,121 42,590 447,365
Acrospace —
Chutside customers 81,787 59 434 56,632 ) 696,237
Inter-segment 35 40 218 298
Sub-total 81,822 59,474 56,850 696,535
Other —
Qutside customers 12,984 20,640 23,611 110,531
Emerl-segmum 2,518 2,994 3-,284 ) 21,435
Sub-total 15,502 23,634 26,895 131,966
Total 1,482,725 | 1,453,901 1,447,133 12,622,159
Corporate and climination (6,357) (7,410) (7,682) (54,116)
Consolidated total ¥1,476,368  ¥1,446,491 ¥ 439451 $12,568,043
Thousands of
Millions of yen U5, dollars
Segment income or loss: 1006 2005 2004 2006
Operating income (loss):
Automobiles ¥51,559 ¥40,942 ¥52.114 $438,912
Industrial products 2,038 849 (299) 17,349
Acrospace 2,795 195 (327) 23,794
Other 1,231 (590) (1,482) 10,479
Total 57,623 41,396 50,006 490,534
Corporate and climination 716 621 318 6,095
Consolidated total ¥38,339 ¥42,017 ¥50,324 $496,629
Thousands of
Millions of yen U.S. dollars
Assets: 2006 2005 2004 2006
Total asscts:
Automobiles ¥1,110,445  ¥1,136,372 ¥1,139,138 $ 9,453,009
Industrial products 56,621 57,611 57,432 482,004
Acrospace 147,557 127,548 109,684 1,256,125
Other 68,435 74,449 76,695 582,574
Total 1,383,058 1,395,980 1,382,949 11,773,712
Corporate and eliminatien (34,658) (38,521) (33,222) (295,037)
Consolidated total ¥1,348,400 ¥1,357,459  ¥1,349,727 $11,478,675
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. i .
. . - ' Thousands of
) Millions of ven LS. dollars _
Other significant items: 2006 T 1005 2004 2006
Depreciation and amortization expcnéés: . ,
Automobiles . . ' ¥ 74,431 ¥ 64,630 ¥ 65,486 i $ 633,617
Industrial products . 1,795 : 1,999 2,115 15,281
Acrospace S 1,941 1,912 1,712 16,523
Other 1,906 2,469 1,799 16,225
Total . 80,073 . 71,010 71,112 681,646
Corporate and elimination ) : ) — — - — _—
Consolidated total . ¥ 80,073 ¥ 71010 ¥ 71,112  § 681,646
Impairment loss on property, plant and equipment ' . !
Automobiles ¥ 3,968 . — " $ 33,779
: )
Industrial produ&t.s — —_— = . —_
Aerospace - — — [ I— ) —
Other . S 96 — —1 817
Total 4,064 — e 34,596
Corporate and ¢limination ' — —_ - . =
Consolidated total ¥ 4,064 — =] 'S 34,59
Capital expenditures for segment assets: T S L : “«
Automobiles ¥109,955 D ¥135,972 ¥118,591 1 . & 936,026
) Iridust_rial products 1,195 1,013 | 852 - 10,173
Acrospace : ) 7,605 2,614 . 2,893 64,740
Other : ] .53 8,160 5,690 4,546
Total , : 119,289 147,759 128,026 1,015,485
Corporate and elimination : — ' . — — L —
" Consolidated total ¥119,289  ¥147,759 ¥128,026 | $1,015,485
Notes: 1. Definition of business scgmems !
Business segments are defined based on their product line and market. .
2. Main products by each business scgment X - .
Business segments’ main products: ’ '
Automabiles Legacy, Impreza, Forester, B9Tribeca, R1, Rl Pleo, Samber : ,
Industrial products Rohin engines, power generatars, pumps \
Aerospace Aireraft, parts of space-related devices
Other Garbage collection vchickes, specialized vehicles, real estate lease )
3, All operating costs and expenses are allocated to cach business segment, " )
4. All figures in corporate and elimination represent elimination.
5. *“Houses” arc excluded from main products of “Other segment” as a rcsull of transfer of the business to a non-consolidated subsidiary, which
is accounted for by the equity method, on Aprl 1, 2004, :
6. Changcs in acoounting policies . . .
(Fiscal 2004) -
Revenue recognition

The Company changed its revenue recognition po]u:v for the Aerospace l)msmn s production contracts with production terms exceeding
one year and the amount of ¢ach contract exceeding ¥5,000 million, from the completed-contract basis to the percmu‘gc -of-completion
method beginning in the fiscal year 2004. Asa result of the change, in the Aerospace segment, net sales increa?cd by ¥=4' ,013 million and _
operating income increased by ¥231 million in the fiscal year 2004 as compared with the amounts resulting from application of the
previous policy.

{Fiscal 2005) . oo
Method of hedge accounting .

As stated in “Summary of 5|gmﬁcam. .‘\cmunung Policies,” the (,ump.my dm‘ontmucd applying the hedge acmuntmg l()r is ft)rugn currcncy
contract in the fiscal year 2005. As a result af this change, net sales and upuatmg income incrvased by ¥133 million in thc Automabiles
segment and ¥8 million in the Industrial products segment in the fiscal year 2005 as compared with l_hc amounis rcsulung from lpphmtmn of
the previous hedge accounting policy.

.. {Fiscal 2006} . ! .

~J

. Intreduction of Corporation Size-Based Entcrprise Tax System

Impairment loss on property, plant and equipment :

The Company and domestic consolidated subsidiaries adopted the acmunung standards for impairment ofﬁxﬂi assets in the fiscal year 2006.

. As a result of this change, the assets of the Automabiles segment decreased by ¥3,167 million (US$26,960 x}musand] and the assets of the

Other segment <decreased by ¥96 millian (U$$817 thousand) in the fiscal year 2006.

As stated in "Summary of Significant Accounting Policies,” the Corporation Size-Based Enterprise Tax System fm— the ehterprise taxes was
introduced in the fiscal year 2005. As a result, operating expensc increased by ¥881 million in the Aummablles mgmem ¥46 million in the
Industrial products segment, ¥61 million in the Aerospace segment and ¥21 ‘million in the Other wgmem and uperiung income for the
respective segments decreased by the same amounts in the fiscal year 2005.
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Information by gcographic arca .
A summary of net sales, operating income and assets b}' gcographic arca for the fiscal years 2006, 2005 and 2004 is

shown below:

Thouasands of
. Millions of yen LL5. dollars
Net sales: 2006 2005 : 2004 2006
Japan — - .
Quitside customers . ¥ 888,117 ¥ 886,793 ¥ 840,330  § 7,560,373
Inter-segment : 257,456 241,860 263,260 2,191,674
Sub-total 1,145,573 1,128,653 1,103,590 9,752,047
North America —
Qutside customers 572,412 544 753 590,271 4,872,836
Inter-segment - . 2,298 2,027 1,692 19,562
Sub-total ) 574,710 546,780 591,963 4,892,398
Other — o
Ou’tside customers . . 15,839 14,945 8,850 © 134,834
Inter-segment ’ 313 391 ' 3447 ; 2,665
Sub-total ’ 16,152 15,336 9,194 137,499
- Total . - 1L,736435 1,690,769 1,704,747 14,781,944
Cnrpurétc and climination _‘ (260,067) (244,278) (265,296) (2,213,901)
Consolidated total . ¥1,476,368  ¥1,446,491  ¥1,439,451 $12,568,043
Theusands of
. . Millions of yen L1.5, dollars
Segment income or loss: 2006 2005 2004 2006
Operating income: . '
Japan ' ¥56,989 ¥40,517 ¥37.670 $485,137
North América S 1970 (6.678) o7y 16,770
i ' Otheér ‘ 309 367 259 2,630
. Total ' 59,268 34,206 39,000 - 504,537
Corporate and climination ~ (929) 7,81 11,324 (7,908)
Consolidated total ¥58,339 ¥42,017 ¥50,324 $496,629

PAGE 61




PAGE 62

FUJI HEAVY INDUSTRIES LTD, ANNUAL REPORT 2006

! Thousands of

. Millicns of ven U.5. dollars
Assets: 2006 2005 2004 2006
Assets; ! }
Japan . ¥1,006,951  ¥:1,080,303 ¥l 077,341 ° $ 8,571,984
North America ‘ 368,541 307,858 309,842 | © 3,137,320
Other 2,716 2,439 2,102 23,121
Total 1,378,208 1,390,600 1,389,285 11,732,425
Corporate and elimination (29,808) (33,141) (39,558).. (253,750)
Consolidated 10tal ¥1,348,400  ¥1,357,459  ¥1,349.727]  $11,478,675
Notes: 1. Gcngrnphint arvas are based an gmgraphi(-nl proximity. H
- 2. Principal countries or districts in cach geographic area:
North America: United States and Canada
Other: Europe
3. All operating costs and expenses are allocated 10 cach segment.
4, All figures in corporate and elimination represent climination.
5. Changes in accounting policies
{Fiscal 2004)
Revenue recognition
"The Company changed its revenue recognition policy for the Acrospace Division's production contracts with prnductmn terms exceeding
onc year and the amount of each contract exceeding ¥5,000 million, from the completed-contract basis 1o the pcrmn[agc ‘of-campletion *
method beginning in the fiscal year 2004. As 2 result of the change, in the [apan segment, pet sales increased by ¥4,013 million and operating
income increased by ¥231 ml“]ﬂn in the fiscal year 2004 as compared with the amounts resultmg from application of the prcnuus policy,
(Fiscal 2005)
Method of bedge accounting
As stated in “Summary of Significant Accounting Policies,” the Company discontinued applying the hedge accounting for its foreign currency
contracts in the fiscal year 2005. As a result of this change, net sales and operating income increased by ¥141 million i in the Japan segment in
the fiscal year 2005 as oompared with the amounts resulting from appl:cauon of the previous hedge accounting policy.
(Fiscal 2006)
[mpairmant lass on property, p!.ant and cquipment i .
The Company and domestic consolidated subsidiarics adopted the accounting standards for impairment of fixed assets in the fiscal year 2006.
As a result of this changc, the asscts of the Japan segment decreased by ¥.3,263 million (US$27,777 thousand). .
6. Introduction of Corporation Size-Based Enturprise Tax System - .

Overseas sales

Overseas sales lor the years ended March 31, 2006, 2005 and 2004, ar;: summarized as follows:
1

As stated in “Summary of Significant Accounting Policies,” the Corporation Size-Based Enterprise Tax System for the enterprise taxes was
introduced in the fiscal year 2005. As a result, operating expense increased by ¥1,009 million in the ]apan segment and operating income in
the Japan scgment decreased by the same amount in the fiscal year 2005.

) Thousands of
Millions of yen U.S, dallars
! 2006 2005 iy . 2004 2006
Overseas sales: . ’ ' ,
North America ¥ 616,437 41.8% ¥ 593,249 41.0% ¥ 624,372 43.4% ‘ $ 5,247,612
Europe ' ) 128,777 8.7 117,826 8.2 101,045 7.0 1,096,255
Other | 127,016 8.6 108,357 ©17.5 86,113 6.0 ' 1,081,263
Total - ¥ §72,230 59.1% ¥ 819,432 56.7% ¥ 811,53¢ 564% | . § 7,425,130
Consolidated net sales ¥1,476,368 100,0% ¥1,446,491 100.0% ¥1,439451 100.0% ! $12,568,043
Notes: 1. Geographic arcas are hased on geographia] proximity. .
2. Principal countries or districts in cach geographic arca: : :
North Amecrica; United States and Canada ‘ -
Europe: . Germany, Switzerland and England
Other: Australia .
3. Dverscas sales are sales outside of Japan hy the Company and consolidated subsidiaries.
4. Changus in accounting policies :

(Fiscal 2004}
None

(Fiscal 2005) ' |

Method thcdge accounting i

As stated in “Sumnmary of Significant Accounting Policies,” the Company discontinued applying the hedge accounting for its foreign currency
contracts in the fiscal year 2005. As a result of this change, net sales increased by ¥56 miltion in North America and ¥85 million in Europe as
compared with the amounts resulting from application of the previous hedge accounting policy.

(Fiscal 2006) ;

None

-
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- 24.'Subscquent Events
The share exchange to make Fuji Machinery Co., Ltd. a wholly owned subsidiary
Fuji Machinery Co., Ltd., a consolidated subsidiary, accounts for approximately 0% of its sales to Fuji Heavy
Industries Ltd. {thc Company). In order to enhance group management, the Company, at its Board of Directors’
mcceting an May 9, 2006, approved a share exchange (under the simplified share exchange provisions), in which Fuji
Machinery Co., Ltd. will become a wholly 'owncd subsidiary, and it executed the share exchange agreement with Fuji
" Machinery Co., Ltd. .

L. Principal terms and conditions of the share exchange

(1) Timetable
May 9, 2006: Board of Directors’ appraval of the share exchange agreement
Execution of the share exchange agreement ' ,
Junc 28, 2006:  General meeting of the sharcholders of Fuji Machinery Co., L1d, to vote on the proposcd
share exchange ]
October 1, 2006: Closing date of the share exchange {Deadline 10 submit stock certificate}

The Compan}‘ will conduct this share exchnngc in accordance with the lsimpliﬁcd share exc}langc provisions

in Article 796 of the Corporate Law, without secking the approval at a shareholders' meeting,

(2) Share exchange ratio
- The company Fuji Machinery Co., Ltd.
{Future 100% parent company) (Future wholly-owned subsidiary)
" Share exchange ratio 1 0.52

Note: Basis of determining the share exchange ratic
The Company and Fuji Machinery Co., Ltd. individually engaged 1hird party appraisers to analyse the exchange ratio. The analysis was
performed bascd cn the market stock prices, the comparable-company comparisons, and the discounted cash flows. The Company and
Fuji Machinery Co., Lud. have Agrccd to the above ratio, laking into consideration the resuhs of such third panty appraisals and ceruain
ather factors.

(3) Share transfer payment in connection with the share exchange

Ne share transfer payment will be paid in connection with the' share exchange.
2. Operations following the closing of the share exchange

(1) Company name, nature of business, management, and location of the head office

There will be o change as a result of the share exchange.

- (2) Common stock of the Company .
There will be no change in the amount of common stock of the Company because the Company intends to

re-issuc its treasury stock for all the shares to be exchangcd.
Y

(3) Effect on the results of the Company’s operation

The Company expects the share exchange will have no material effect on its results of operations.
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To the Board of Dircctors of
FUJI HEAVY INDUSTRIES LTD. ) ' !

~ We have audited the accompanying consolidated balance sheets of FUJI HEAVY INDUSTRIES LTD. I(T‘;.hc Company”)

and consolidated subsidiaries as of March 31, 2006 and 2005, and the related consolidated stalements of income,
sharcholders’ equity and cash flows lor cach of the three years in the period ended March 31, 2006, exprc:sscti in’
Japanese yen. These consolidated financial statements are the responsibility of the Company’s management. Our
responsibility is to independently express an opinion on these consclidated financial stalcmcnfs based on our audits.

‘ S
We conducted our audits in accordance with auditing standards gencrally accepted in Japan, Those standards require
that we plan and pcrform the audit to obtain reasonable assurance about whether the ﬂnancial 'statements are frec of
material mlsslaumcnt An audit includes (.xammmg, on a test basis, evidence supporting the imounts and d:sclosures
in the ﬁnanma] statements. An audit also mcludcs assessing the accounting principles used and 51gn|fcanl estimates
made by management, as well as cvaluating the overa financial statement presentation. We bje]:e\c that our audits
provide a reasonable basis for our opinion. | .

'
b

In our opinion, the consolidated financial statements referred to above present fairly, in all mz!t(-:‘rial respects, the
consolidated financial position of the Company and subsidiaries as of March 31, 2006 and 2005, and the consolidated
results of their operations and their cash flows for each of the three years in the period ended March 31, 2006, in

conformity with accounting principles generally accepted in Japan.

Without qualifying our opinion, we draw attention to the following.
(1) As discussed in Note 2 to the consolidated financial statements, the Company adopted the ﬁcu. accour.uing standard -
for impairment of fixed assets (*Opinion Concerning Establishment of Au:ountmg %tandard for [mpairment of

Fixed Asscts” issued by the Business Accounting Deliberation Council on August 9, 2002) and the implementation
guidance for the accounting standard for impairment of fixed assets (the Financial Accounting Sla.ndarld Implementation
Guidance No.6 issued by the Accounting Standards Board of Japan on October 31, 2003) in fiscal year 2006.

(2) Asdiscussed in Note 2 to the consolidated financial statements, the Company and consolidated domestic subsidiaries

stopped applying the hedge accounting for folrc_ign.cxchan'ge contracts in fiscal year 2005, ,

(3) As discussed in Note 2 to the consolidated financial statements, the Company changed the method of the revenue

recognition policy for Aerospace Division’s production contracts in fiscal year 2004.

(4) As discussed in Nate 24 to the consolidated financial staterents, the Company executed a qhare exchange agreement
with Fuji Machinery Co., Ltd. on May 9, 2006.

The U.S. dollar amounts in the accompanying consolidated financial statements with respect to the year ended March

L i .
31, 2006 are presented solely for convenience. Our audit also included the translation of yen amounts into U.S.
dollar amounts and, in our opinion, such translation has been made on the basis described in Note 1 to the consolidated -

financial statcments.

<PH & AZSH vto

Tokyo, Japan
June 27, 2006 Co Ty
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"Consolidated qusidiaries énd Affiliates

{As of March 31, 2006)
t

JAPAN

Fuji Robin Industries Lid, (58.1%)
Manulacture, service, and sales of agriculturat/ forestry

" equipment, engines, fire pumps, and related paris

http:/ / www5.mediagalaxy.co.jp/fujirobin/

]
Fuji Machinery Co., Ltd. (69.5%)

* Manufacture and sales of automobile parts and industrial

product parts ©
http:/ /www fuji-machinery.co.jp/

Ichitan Co., Ltd. (51.0%)

Manufacture and sales of forged automobile/industrial
product parts

htip:/ /www ichitan,co.jp

Kiryu Industrial Co., Ltd. (97.5%)
Manufacture of Subaru specially equipped automobiles and
distribution of Subaru automobile parts
http:/ /w;vw.kir)-“l.bkoug:.'(;.cn.ip/

Subaru Kosan Co., Ltd. (100.0%)
SH.ICS an(‘] |casing Df real eslate and m\'(!‘ agcn(:)' operatjons

Subaru Ul Co., Ltd. (100.0%)

Refurbishment, dlsmbutmn and sales ol usul Subaru
automobiles

http: / /www subaru-ui. IP/

FICS Corporation (100.0%)

Distribution and service of Volvo automobiles

Subaru Finance Co., Ltd, (100.0%)

Leasing and rental of Subaru automobiles and equipment
and credit, financing, accounting service, and sales of
insurance

http:/ /www.subaru-finance.co.jp/ contents.htm

Yusoki Kogyo K.K. (100.0%)
Manufacture and sales of parts for aerospace
hup;/ f\\'ww.)usoki.co.jp/

<Asof April 1, 2006>

TOKYO SUBARU INC. (100.0%)

and 33 other dealerships

Distribution, sales, and services of Subaru automohiles
http: / / www tokyo-subaru.co.jp/

ANNUAL REPORT 2006

OVERSEAS

Subaru of America, Inc. (100.0%) and 10 subsidiaries
Subaru Plaza, 2235 Route 70 West, Cherry Hill, NJ 08002,
11L.S.A.

Phone: +1-856-488-8500

Fax: +1-856-488- 3]37

Distribution and sales of Subaru automebiles ancl parts
http:/ /www._subaru.com/

Fuji Heavy Industries U.S.A., Inc. (100.0%)

and one subsidiary

c/o Subaru of America, Inc.

Subaru Plaza, 2235 Route 70 West, Chcrry Hill, NJ 08002,
U.S.A.

Phone: +1.856-488-8743

Fax: +1-856-488-8517

Distribution and sales of Subaru automebiles and parts to
foreign countries

Subaru Research & Development, Inc.

1995 Research Park Drive, Ann Arbor, M148108, U.S.A.
Phone: +1-734-623-0075 T

Fax: +1-734-623-0076

Research and development of automobiles

Subaru of Indiana Automotive, Inc. (100.0%)
and one subsidiary

5500 State Road 38 East, Lafayeute, IN 47905 LL.S.A.
Phone: +1-765-449-1111

FAX: +1-765-449.6952

Manufacture of Subaru automobiles

hup:/ /www.subaru-sia.com/

Subaru Canada, Inc. (100.0%) and one subsidiary
560 Suffoik Court Mississauga, Ontario L5R 4]7, Canada
Phone: +1.905-568-4959

Fax: +1-905.568-8087

Distribution and sales of Subaru automobiles and parts
http:/ /www.subaru.ca/

Subaru Europe N.V./§.A. (100.0%)
Leuvensesteenweg 555 B/8, 1930 Zaventem, Belgium
Phone: +32-2-714-0400

Fax: +32-2-725-7792

Distribution, sales and marketing of automobiles, parts a.nd
accessories

<As of June 1, 2006>

Subaru uf'Chma. Inc. (100.0%)

Beijing Landmark Towers Office Building 2-1506, 8 North
Dongsanhua.n Road, Chaoyang District, Beijing 100004, China
Tel: +86-10-6590-0725 -

Fax: +86-10-6590-0729

Subaru of Taiwan Co., Ltd. (80.0%)

8F-1, No.100, Sec. 2, Chung Hsiao E. Rd., Taipei, Taiwan
Phone:.+886-2-8866-6630

FAX: +886-2-2832-4021

http:/ / www _subaru-sot.com 1w/

Robin Manufacturing LLS.A., Inc. (60.0%)
1201 industrial Road, Hudson, W1 54016, U.S.A.
Phone: +1-715-381-5902

Fax: +1-715-381-5901

* Manufacture and sales of gencral-purposc, four-wheel

buggy and golf cart engines
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Investor Information

{As of March 31, 2006}

\ Head Office

Subaru Building, 7-2, Nishi-Shinjuku 1-chome, Shinjuku-ku,

Tokyo 160-8316, Japan
Phone: +81-3:3347-2111
Fax: +81-3-3347-2338

Investor Relations Office

Subaru Building, 7-2, Nishi-shinjuku 1-chome, Shinjuku-ku,

Tokyo 160-8316, Japan
Phone: +81-3-3347-2655
Fax: +81-3-3347-2295 °

Established
July 15, 1953

Paid-in Capital
¥153,795 million

Number of Sharcholders
57,494

Number of Common Stock Issued
782,865,873

Domestic- Manufacturing Division W

Gunma Manufacturing Division (Automebiles Division)
Utsunomiya Manufacturing Division {Acrospace Dmslon\
and Eco Technologies Division) 1
Saitama Manufacturing Division (Industrial Products -
Division) i

 Quarterly Common Stock Price Range (Tokyo Stock Exchange)’
| ' T

{Yen)

ANNUAL REPORT 2006

Major Shareholders
Toyota Motor Corporation
l'u|1 Heavy Industries Ltd. !

Japan Trustee Services Bank, Ltd, AT rust Account)
The Master Trust Bank of Japan, L1d (Trusl Account)
The Chase Manhattan Bank, N A,  Londan .

Depositary Nominees Inc,

Northern Trust Company (AVFC) Sub- account Amcnmn .

Clicent . |
Nippon Life Insurance Company -
Suzuki Motor Corporation
Mizuho Corporate Bank, Ltd.

Stock Listings :
Tokyo Stock Exchange H

Transfer Agent
Mizuho Trust & Banking Co., Ltd

2-1 Yaesu t-chome, Chuo-ku, Tok\o 103-

ch Site Address
htip:/ /ir thi.co.jp/english/

8670, Japan

1,200

1,000

200 -
0
FY 2002 2003 2004 2005 2006
High ¥944 *712 ¥668 ¥627 ¥I04 -
Low 471 414 437

362
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FUJI HEAVY INDUSTRIES LTD.

Subaru Building, 7-2, Nishi-Shinjuku 1 chome,
Shinjuku-ku, Tokyo 160-8316, Japan

http://ir.fhi.co.jp/english/
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