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Financial Highlights

Advantest Corporation and Consolidated Subsidiaries

2002 2003 2004 2005 2006 2006
Yen U.S. Dollars
(in millions, except (in thousands, except

Years ended March 31: per share and share data) per share and share data)
Consolidated Statement of Operations Data:
Net sales ¥95,244 ¥97,740 ¥174,218 ¥239,439 ¥253,922 $2,161,590
Operating income (loss) (37,105) (16,743) 30,960 60,719 64,458 548,719
Income (loss) before income taxes (38,480) (18,688) 28,878 61,808 67,454 574,223
Net income (loss) (23,9006) (12,994) 17,329 38,078 41,374 352,209
Net income (loss) per share:

Basic (240.38) (131.99) 176.37 389.54 446.34 3.80

Basic weighted average shares outstanding 99,453,203 98,445,111 98,250,830 97,750,345 92,694,513 92,694,513
As of March 31:
Total assets ¥307,562 ¥281,224 ¥330,808 ¥296,769 ¥350,776 $2,986,090
Total stockholders’ equity 240,716 210,663 221,768 206,749 257,927 2,195,684

Note 1: The above financial data were prepared under U.S. GAAP.

Note 2: In this annual report, amounts reported in Japanese yen have been translated into U.S. dollars for the convenience of readers.
The rate used for this translation was $1.00=¥ 117.47, the approximate exchange rate in Japan on March 31, 2006.
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Our Core Competence

Committed to our corporate mission, “Technology Support on the Leading
Edge,” Advantest provides test systems for semiconductors and a host of relat-
ed products and services that ensure the reliability of semiconductor and elec-
tronic components products. Advantest provides high technology companies
with the most advanced test and measurement technologies in the world. In
the half-century since Advantest’s founding in 1954, we have honed our core
strengths and constantly introduced new products incorporating the latest test

and measurement technologies.

Parallel-testing of

)12

devices

Representative of Advantest’s high-performance, high-added-value ethos is
our TS5588 test system for memory semiconductors. Launched in May 2005,
the T5588 is capable of parallel-testing 512 DDR2-SDRAM semiconductors,
the current mainstream technology for the DRAM semiconductors that drive
personal computers, servers, and other technologically sophisticated equip-
ment. The performance of the T5588 is unmatched in the ATE industry. Our
strength and standards of excellence inform our willingness to compete head-
to-head on functionality, performance, and product quality. However, our
offerings extend far beyond our individual products. We provide test solutions
that combine our comprehensive capabilities in sales, development, produc-
tion, maintenance, and other fields, enabling our customers to build optimal
test environments.

State-of-the-art products and superior test technology express Advantest’s
dedication to performance and quality.

Insightful and timely assessments of customers’ ever-changing needs...

Future-oriented, customized test solutions...

Only Advantest, with half a century of experience and deep test and mea-

surement expertise, can provide it all.
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A is for Advantest.
Unbeatable performance.

Fresh, new concepts.
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Sustained Investment in Research and Development

At Advantest, we provide test systems for semiconductors for wafer test and
package test of all types of semiconductors. We pride ourselves on offering the
most advanced test technologies on the market. Yet an equally important
aspect of Advantest’s success is our capacity to be a “one-stop shop” for semi-
conductor test resources and solutions including test handlers, device inter-
faces, and maintenance services. Our R&D facilities are crucibles of the inno-
vation that drives our products. The next-generation core technologies that
will empower the future of semiconductor testing are already being incubated

at the Gunma R&D Center and Advantest Laboratories.

R&D expenses:

29.0

billion yen

We are able to provide high-performance, high-quality products that our
competitors cannot hope to imitate due to our consistently high level of invest-
ment in R&D. For example, despite the extremely sharp downturn in results
during fiscal 2001 and 2002, we invested 26.6 billion yen and 23.6 billion yen
respectively in R&D in those years. Later, when the market recovered, our sus-
tained R&D investment enabled us to launch a wide range of successful, well-
timed new products, including the T2000, OPENSTAR®* compatible test sys-
tems for SoC semiconductors, the T6372 test system for LCD driver ICs, and
the T5588 and T5501 test systems for memory semiconductors.

In fiscal 2006, we plan to invest 29 billion yen in R&D.

*OPENSTARY is a registered trademark of the Semiconductor Test Consortium.

Advantest Annual Report 2006
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Facing a Cyclical Business Environment

In the semiconductor industry, growth is dictated by cyclical fluctuations
known as the “Silicon Cycle,” which is driven by economic conditions, con-
sumer trends, technical innovations, and other factors. Advantest has always
endeavored to achieve steady growth in the face of these cyclical ups and
downs.

Recently, semiconductor applications have expanded significantly, particu-
larly in the areas of consumer electronics and automobiles. This has created
strong price pressures on end-user products, which in turn force semiconduc-
tor prices down. Test system makers face the same powerful calls for lower
prices. Meanwhile, demand for higher performance, greater functionality, and
more diverse IC capabilities has not only increased development costs for test

system makers, but also pushed up material and other manufacturing costs.

Activate

21

Advantest is responding to this dilemma with a two-pronged strategy of
aggressive business expansion and cost-efficiency improvements. In October
2005, we launched a new corporate initiative, “Activate21”. Setting our medi-
um-term goals through to the end of March 2009, this initiative aims to fur-
ther boost Advantest’s market competitiveness and profitability by focusing
on cost and efficiency from a global perspective.

First, we are introducing cost planning methods in the product-planning
and development stages.

Second, we are using data obtained through ABCM (Activity Based Costing
and Management) procedures and evaluations based on API (Advantest
Performance Indicator) to eliminate any wasted expenses and to dramatically
increase the efficiency of business processes across all departments.

Third, building on the efficiency gains achieved through our introduction
of the “just-in-time” production system in August 2003, we are achieving
more efficient production through development and design that emphasizes
procurability and productivity. This is resulting in shorter production times
and closer integration of vendor supply chains.

Despite our cyclical business environment, Advantest has developed a

unique business model to achieve steady growth.
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Riding the waves of change
with unsinkable quality.
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Advantest’s Business

Today, Advantest’s key business segment is the semiconductor and compo-
nent test system. This segment accounted for about 75% of our sales in fiscal
2005*. The business of this segment is broadly divided into test systems for
memory semiconductors and test systems for non-memory semiconductors.

Test systems for memory semiconductors include test systems for DRAM
semiconductors used in computers and other devices, as well as test systems
for flash memory semiconductors mainly used in memory cards and portable

music players.

Semiconductor and component
test system sales to total sales ratio

734

Test systems for non memory semiconductors include the T2000, as well as
test systems for LCD driver ICs and other semiconductors used in consumer
electronics. Sales in our semiconductor and component test system segment
were historically dominated by test systems for memory semiconductors, but
our intensified R&D investment in test systems for non memory semiconduc-
tors has paid off: Through new product launches, our sales of test systems for
non memory semiconductors in fiscal 2005 rapidly approached the level of
test systems for memory semiconductors.

As semiconductors diversify, and the market demands higher test speeds
and greater parallel-test volumes, there is an increased need not only for test
systems, but also for integrated solutions such as test handlers, which auto-
matically transport devices during testing, and device interfaces, which con-
nect devices and test systems. These types of products are a part of our mecha-

tronics system segment, which now comprises about 19% of our sales.

*FY2005: Year ending March 2006



No matter how you slice it,

our customers come first.

IDr

Semiconductor and

Component Test System

19

Mechatronics System

Services, Support
and Others
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Leader in the Global Memory Test Systems Market

Our share of the global memory test system market in 2005 was about
70%, giving Advantest an overwhelming lead over our competitors.
Retention and expansion of market share is a vital part of our strategy.

Compared to other industries, the semiconductor business has an extremely
high rate of change in technology and market requirements. In this industry,
the key to success is the ability to develop products that meet customer
requirements precisely when they are needed and contribute to lower test

Ccosts.

Global share of test systems for memory
semiconductors

No.1

Our dominant market position gives us an advantage in terms of
unmatched access to customer feedback and data. This helps us to accurately
predict future market trends. By applying to product development to enable
the timely launch of the products that our customers need, we have estab-
lished a trend of positive expansion through a cycle of higher sales and a still
widening market.

Advantest’s high market share, unmatched in the test industry, is key to
our strategy for further improvement of our profitability. We continue to

aggressively expand our sphere of activities.



P

#  Leading the industry.
o And still hungry.

Y%
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High mix, low volume?

We've got it in the bag.
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World Leadership in Non memory Test Systems
Within Reach

To further improve our results, we recognize that we must expand our sales
and market share in test systems for non memory semiconductors. Our
approximately 10% share of this market in 2003 expanded to approximately
28% by 2005, an advance chiefly driven by our T2000 and our T6300 series
of test systems for LCD driver ICs.

The market of test systems for non memory semiconductors is around twice
the size of the market of test systems for memory semiconductors. To enhance
our position in this market, we aim to introduce low-cost mainframes and
expand the range of modules for our T2000, which is currently successful in the
high-end market. By taking the T2000 into the middle and low-end market,

we anticipate an influx of new customers.

Share of test systems for non memory
semiconductors

Approximately

282

Another of our strategies has been the establishment of a new R&D center
for test systems for non memory semiconductors in the United States in 2005
to bring our R&D operation into direct contact with numerous potential cus-
tomers. With the benefit of geographically closer relationships to users, our
R&D has been proceeding more rapidly.

In Japan and Asia, meanwhile, we have been focusing on expanding our
sales of test systems for LCD driver ICs, demand for which is on an upward
trend, and the T6500 series for consumer electronics semiconductors.

Advantest continues to “Support Technology on the Leading Edge” by pro-
viding high-performance, high-quality testing solutions for semiconductors

that match our customers’ needs.

Advantest Annual Report 2006
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To Our Stakeholders
Strong Results in Fiscal 2005

In fiscal 2005, global markets experienced increased demand for flat-panel tele-
visions, portable music players, laptop computers, and other consumer electronics.
This resulted in strong capital investment by semiconductor makers as they boost-
ed volumes to meet demand. The weaker yen also helped to create favorable busi-
ness conditions for us.

We thus increased our sales based on new products, focusing in particular on
expanding our market share in test systems for non memory semiconductors —
the key to our growth. To achieve even higher productivity and profitability, we
also converted more of our manufacturing facilities to the “just-in-time” produc-
tion system, which enables us to achieve shorter production lead time, complete
inventory management, lower costs, and higher quality.

As a result, sales for this fiscal year increased by 6% to 253.9 billion yen,
income before tax increased by 9.1% to 67.5 billion yen, and net income rose
8.7% to 41.4 billion yen. These strong results surpassed even the favorable results
of the previous fiscal year.

Our basic dividend policy has been to deliver stable dividends despite severe
fluctuations in our business environment. They are determined by an overall
assessment of the results for each term and our financial situation. Our dividend
for this term increased by 20 yen from last year’s 50 yen to 70 yen for the entire
year. As we paid an interim dividend of 25 yen, our fiscal 2005 year-end dividend

was 45 yen.

Fiscal 2006 Forecast

In fiscal 2006, analysts predict increased demand as the generational changeover
to DDR2-SDRAM takes hold in DRAM semiconductors, and in the second half,
computers and game consoles are launched incorporating new operating systems
with comparatively vast memory requirements. Demand is also expected to rise for
non memory semiconductors and flash memory semiconductors used in mobile
phones, portable music players, flat-panel televisions, and other consumer elec-
tronics.

Some risk factors that could negatively impact our results include limited capi-
tal investment due to a poor balance between supply and demand, common in the
semiconductor industry; higher costs for materials due to soaring oil prices; yen
appreciation; and widespread downward pressure on prices from customers due to
these factors.

To be prepared for these contingencies, we will strive to enhance our marketing
and development structures, and perfectly time our launches of new products that
anticipate customer needs. To improve cost-competitiveness, we will follow our
corporate initiative, “Activate 217, to review our business processes and improve

productivity company-wide.

Advantest Annual Report 2006 16




Incorporating CSR Activities into Sustainable Management

At Advantest, we help people to live in safety and comfort by providing relia-
bility assurances for semiconductors and electronic components. Yet for many
years, we have not been satisfied with the traditional manufacturer’s role of devel-
oping and selling products. We continue to work to preserve our natural heritage
by reducing the environmental impact of our products throughout their whole
life cycle. Moreover, aware of the relationship between impeccable corporate
ethics and product reliability, we have established an official Code of Conduct and
improved our corporate governance.

In fiscal 2003, we established a CSR (Corporate Social Responsibility)
Committee that oversees the various committees dealing with disclosure, internal
control, environmental issues, information security, human rights, and other
issues. The following year, in fiscal 2004, we established the Corporate Ethics
Committee to clarify our corporate ethics and improve our compliance system.
We have also focused increasing attention on environmental issues. In fiscal 2004,
we implemented the Advantest Recycling System for our products which were
used in Japan, and we also achieved zero emissions at eight facilities in Japan.

In fiscal 2005, widespread concern about corporate ethics and enforcement of
laws and regulations pertaining to corporate governance led us to publish the
Second Edition of the Advantest Code of Conduct (following the First Edition in
1999). Distributed in booklet form to all Advantest Group employees around the
world, these updated ethical guidelines help each individual employee to assume
social responsibility and actively conduct corporate activities with integrity.

We will continue to develop our CSR activities to improve the sustainability of
our business and to ensure the safety and comfort of all our stakeholders around

the world.

*For details about our environmental activities and social contributions, please visit our web site:

http://www.advantest.co.jp/environment/en-index.shtml

In Conclusion

Advantest has established a solid financial system and a flexible management
structure, designed to respond rapidly to market fluctuations on a global scale.
Nevertheless, we perennially strive to improve our profitability. While firmly
grounded in our core competence of test and measurement technologies, we are
currently focused on developing next-generation technologies. We will continue
to launch superior products that tap into market needs to further expand our mar-

ket share and work vigorously to boost our corporate value.

S e

Toshio Maruyama
Representative Board Director

President and CEO

17 Advantest Annual Report 2006




7Ze. 2cl and mmrrmgz;m‘ﬂﬂe FE
@nf’“‘(f?_’_ﬁa Avandsr THerR
The da!{u’.ﬂaz_mre .




Board of Directors & Corporate Auditors

q
‘
Representative Board Director

President and CEO Chairman of the Board Director and Senior Executive Advisor

Toshio Maruyama Shimpei Takeshita Hiroshi Oura

=8
.h'.J |

Director Director Director Director
and Senior Executive Officer and Senior Executive Officer Director Director and Senior Executive Officer and Managing Executive Officer

Takashi Tokuno Junji Nishiura Naoyuki Akikusa Yasushige Hagio Hiroji Agata Hitoshi Owada

2

Corporate Auditor Standing Corporate Auditor Standing Corporate Auditor Corporate Auditor

Takashi Takaya Noboru Yamaguchi Tadahiko Hirano Megumi Yamamuro
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Corporate Governance

Directors

The board of directors has the ultimate responsibility for the administration of the affairs of
Advantest. Advantest’s articles of incorporation limit the number of directors to ten.
Directors are elected at a general meeting of shareholders, and the standard term of direc-
tors is one year. Directors may serve any number of consecutive terms. The board of direc-
tors elects one or more representative directors from among its members, each of whom has
the authority individually to represent Advantest. From among its members, the board of
directors may elect the chairman and the vice chairman. None of the directors of Advantest
has a service contract with Advantest that provides for benefits upon termination of service.

Pursuant to the Company Law and Advantest’s articles of incorporation, and to the extent
permitted by the laws and regulations, Advantest may, by resolution of the Board of
Directors, exempt liabilities of its directors (including persons who have previously served
as Advantest’s directors) for failing to perform their duties. Advantest may enter into con-
tracts with outside directors to limit their liabilities for a failure to perform their duties,
provided that the maximum amount of liabilities under such contracts shall be the total of
the amounts provided in each item of Article 425, Paragraph 1 of the Company Law.

Corporate Auditors

Advantest’s articles of incorporation provide for no more than five corporate auditors and
Advantest currently has two standing corporate auditors and two outside corporate audi-
tors. Corporate auditors are elected at the general meeting of shareholders and the standard
term of office of corporate auditors is four years. Under the Company law, at least half of
the corporate auditors are required to be persons who have not been a director, accounting
counselor (if an accounting counselor is a corporation, an employee of such corporation who
executes its duties), executive officer, manager, or employee of Advantest or any of its sub-
sidiaries at any time in the past. Corporate auditors may not at the same time be directors,
accounting counselors (if an accounting counselor is a corporation, an employee who exe-
cutes its duties), executive officers, managers, or employees of Advantest or any of its sub-
sidiaries. Advantest increased the number of required outside corporate auditors from one
to two at the general meeting of shareholders held in June 2003 in order to strengthen the
auditing function of the board of corporate auditors. Corporate auditors are under a statu-
tory duty to oversee the administration of Advantest’s affairs by its directors, to examine its
financial statements and business reports to be submitted annually by its board of directors
to the general meetings of the shareholders and to report their opinions thereon. They are
also required to attend the meetings of the board of directors and to express their opinions,
but are not entitled to vote.

Corporate auditors constitute the board of corporate auditors. The board of corporate
auditors has a statutory duty to prepare and submit an audit report to the directors each
year. A corporate auditor may note his or her opinion in the audit report if his or her opin-
ion is different from the opinion expressed in the audit report. The board of corporate audi-
tors is empowered to establish audit principles, the method of examination of Advantest’s
business conditions and financial standing and other matters concerning the performance
of the corporate auditors” duties.

Pursuant to the Company Law and Advantest’s articles of incorporation, and to the
extent permitted by the laws and regulations, Advantest may, by resolution of the Board of
Directors, exempt liabilities of its corporate auditors (including persons who have previous-
ly served as Advantest’s corporate auditors) for failing to perform their duties. Advantest
may enter into contracts with outside corporate auditors to limit their liabilities for a fail-
ure to perform their duties, provided that the maximum amount of liabilities under such
contracts shall be the total of the amounts provided in each item of Article 425, Paragraph
1 of the Company Law.

Advantest Annual Report 2006



Significant Differences in Corporate Governance Practices between Advantest and
U.S. Companies Listed on the New York Stock Exchange

Pursuant to home country practices exemptions granted by the New York Stock Exchange,
or the NYSE, Advantest is permitted to follow certain corporate governance practices com-
plying with Japanese laws, regulations and stock exchange rules in lieu of NYSE’s listing
standards. The United States Securities and Exchange Commission, or the SEC, approved
changes to the NYSE’s listing standards related to corporate governance practices of listed
companies in November 2003, as further amended in November 2004. Advantest is
exempted from the approved changes, except for requirements that (a) Advantest’s audit
committee satisfy the requirements of Rule 10A-3 under the U.S. Securities Exchange Act
of 1934 as amended, or the Exchange Act, (b) Advantest must disclose significant differ-
ences in the corporate governance practices followed by Advantest as compared to those
followed by domestic companies under the NYSE listing standards, (c) Advantest’s CEO
must notify the NYSE of material non-compliance with (a) and (b), and (d) Advantest
must submit annual and interim written affirmations to the NYSE. Advantest’s corporate
governance practices and those followed by domestic companies under the NYSE listing
standards, or NYSE Corporate Governance, have the following significant differences:

1. Directors

Advantest currently has two independent directors on its board of directors. Unlike NYSE
Corporate Governance, the Company Law of Japan and related legislation (hereinafter in
Item 6.C, the “Company Law”), do not require Japanese companies with boards of corpo-
rate auditors such as Advantest to have any independent directors on its board of directors.
While NYSE Corporate Governance requires that the non-management directors of each
listed company meet at regularly scheduled executive sessions without management,
Advantest currently has no non-management director on its board of directors. Unlike
NYSE Corporate Governance, the Company Law does not require, and accordingly
Advantest does not have, an internal corporate organ or committee comprised of only inde-
pendent directors.

2. Committees

Advantest has not established committees responsible for director nomination, corporate
governance and executive compensation as required by NYSE Corporate Governance, but it
has adopted a system of corporate auditors based on the Company Law and integrated such
system into Advantest’s corporate governance structure. In addition, in connection with
such system of corporate auditors, Advantest has elected to establish a nomination and
compensation committee, which is an optional committee under the Company Law.

Pursuant to the Company Law, Advantest’s board of directors nominates and submits a
proposal for appointment of directors for shareholder approval. The shareholders vote on
such nomination at Advantest’s general meeting of shareholders. The Company Law
requires that the respective total amount of remuneration, among others, (remuneration,
bonus, and other consideration for services related to employment) to be paid to all direc-
tors and all corporate auditors must be determined by a resolution of the general meeting
of shareholders, unless their remuneration is provided for in the articles of incorporation.
The distribution of remuneration among directors is broadly delegated to Advantest’s
board of directors and the distribution of remuneration among corporate auditors is deter-
mined by the board of corporate auditors.

3. Audit Committee

Advantest avails itself of paragraph (c)(3) of Rule 10A-3 of the Exchange Act, which pro-
vides a general exemption from the audit committee requirements to a foreign private
issuer with a board of corporate auditors, subject to certain requirements which continue to
be applicable under Rule 10A-3.

Consistent with the requirements of the Company Law, Advantest elects its corporate audi-
tors through a resolution adopted at a general meeting of shareholders. Advantest currently
has four corporate auditors, which exceeds the minimum number of corporate auditors
required pursuant to the Company Law.

Advantest Annual Report 2006
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Unlike NYSE Corporate Governance, the Company Law, among others, does not require
corporate auditors to establish an expertise in accounting nor are they required to present
other special knowledge and experience. Under the Company Law, the board of corporate
auditors may determine the auditing policies, method of examination of Advantest’s busi-
ness conditions and financial standing, and may resolve other matters concerning the exe-
cution of the corporate auditor’s duties, prepare auditors’ reports and give consent to pro-
posals of the nomination of corporate auditors and accounting auditors.

Advantest currently has two corporate auditors who satisfy the requirements of “outside
corporate auditor” under the Company Law. Unlike NYSE Corporate Governance, under
the Company Law, at least one-half of the corporate auditors of Advantest must be “outside
corporate auditors”, which is a person who was not a director, an accounting counselor (if
an accounting counselor is a corporation, an employee of such corporation who carries out
its duties), executive officer, general manager, or any other employee of Advantest or any of
its subsidiaries at any time in the past. Corporate auditors may not at the same time be
directors, an accounting counselor (if an accounting counselor is a corporation, an employee
who carries out its duties), executive officer, general manager, or any other employee of
Advantest or any of its subsidiaries.

4. Corporate Governance Guidelines

Advantest is required to adopt or disclose corporate governance guidelines under Japanese
laws and regulations, including the Company Law and the Securities and Exchange Law of
Japan or stock exchange rules. Pursuant to the Company Law, Advantest is required to
decide to implement a structure as required by an ordinance of the Ministry of Justice (the
“Internal Control System”) in order to ensure directors’ compliance with applicable laws
and regulations and Advantest’s articles of incorporation while executing their duties and
joint stock companies’ proper business operation, and is required to disclose the decision to
implement the Internal Control System, policies and the present conditions of its corporate
governance in its business report, annual securities report and certain other disclosure doc-
uments in accordance with the Company Law, the Securities and Exchange Law, and
applicable Cabinet ordinances and stock exchange rules in respect of timely disclosure.

5. Code of Business Conduct and Ethics

Unlike NYSE Corporate Governance, under Japanese law (including the Company Law and
the Securities and Exchange Law of Japan), and stock exchange rules, Advantest is not
required to adopt a code of business conduct and ethics for directors, officers and employ-
ees. Accordingly, Advantest is not required to adopt and disclose a code of business con-
duct and ethics for these individuals. However, in accordance with the Company Law,
Advantest has decided to implement the Internal Control System as a structure to ensure
that director’s execution of their duties at meetings of the Board of Directors complies with
applicable laws and regulations and Advantest’s articles of incorporation. Furthermore,
Advantest has established a code of ethics consistent with Section 406 of the Sarbanes-
Oxley Act.

6. Shareholder Approval of Equity Compensation Plans

Unlike NYSE Corporate Governance, in which material revisions to equity-compensation
plans of the listed companies are subject to shareholder approval, pursuant to the Company
Law, if a joint stock company desires to adopt an equity-compensation plan for directors as
compensation to directors other than cash, such company is generally required to obtain
shareholder approval by an “ordinary resolution”. In addition to the above approval, when
Advantest previously desired to adopt an equity-compensation plan under which stock
acquisition rights are granted on favorable terms to the recipient under the plan (except
where such rights are granted to all of its shareholders on a pro-rata basis at the same time),
then Advantest has obtained shareholder approval by a “special resolution” of a general
meeting of shareholders, where the quorum is one-third of the total number of voting
rights and the approval of at least two-thirds of the voting rights represented at the meet-
ing is required.
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MANAGEMENT’S DISCUSSION AND ANALYSIS OF
FINACIAL CONDITION AND RESULTS OF OPERATION

Overview

Advantest manufactures and sells semiconductor and component test systems and mechatronics-related products such
as test handlers and device interfaces. Advantest also engages in research and development activities and provides
maintenance and support services associated with these products.

The semiconductor and component test system segment provides customers with test system products for the
semiconductor industry and the electronic parts industry. Product lines in the semiconductor and component test system
segment include test systems for memory semiconductors for memory semiconductor devices test systems for SoC
semiconductors for non memory semiconductor devices. This reportable business segment is the most important segment,
with sales accounting for 75.4% of Advantest’s net sales in fiscal 2005.

The mechatronics system segment provides product lines such as test handlers, mechatronic-applied products, for
handling semiconductor devices, device interfaces that serve as interfaces with the devices that are measured and operations
related to nano-technology products. This business segment accounted for 19.0% of Advantest’s net sales in fiscal 2005.

The services, support and others segment consists of comprehensive customer solutions provided in connection with
the semiconductor and component test systems and mechatronics system segments, support services, equipment lease
business and others. This segment accounted for 7.5% , f Advantest’s net sales in fiscal 2005.

Semiconductor and Component Test System Segment

The market for semiconductor and component test systems is highly cyclical and competitive, and depends on the
appetite for capital expenditures of customers. Their capital . xpenditures depend, to a large extent, on:

* demand for semiconductors and electronic components;
e innovation in semiconductor and electronic component technology; and
»  changes in semiconductor and electronic component manufacturing processes.

During fiscal 2005, conditions affecting Advantest’s semiconductor and component test system segment were generally
favorable due to an increase in capital expenditures in the semiconductor manufacturing industry and as stimulated by the
substantial sales of digital consumer products, including flat-panel TVs and portable music players, and improved demand for
personal computers (especially notebooks). The trend towards a weaker yen against the U.S. dollar at the beginning of fiscal
2005 also had a positive impact on this segment..

Due to the market expansion of NAND type flash memory semiconductors used in products such as portable music
players, sales in test systems for flash memory semiconductors remained strong domestically and overseas. With respect to
test systems for DRAM semiconductors, sales remained strong throughout the fiscal year in terms of test systems for DRAM
used in consumer digital products and personal computers. In particular, demand for test systems for high-speed memory
semiconductors increased domestically and in Taiwan. Semiconductor manufacturers generally implemented, in the second
half of the fiscal year, a full scale production of DDR2-SDRAM semiconductors that is high-speed and low energy
consuming.

In the area of test systems for non memory semiconductors, stimulated by strong sales in personal computers, sales of
the T2000, a test system compatible with OPENSTAR®, continued to remain strong from the previous fiscal year. Due to an
increase in demand for personal computer monitors and flat-panel TVs, sales of non memory test systems for LCD driver ICs
increased significantly domestically and in Taiwan. Sales of SoC semiconductor test systems for devices used in consumer
digital products and test systems for automotive analog ICs increased.

As a result of the above, net sales of the semiconductor and component test system segment increased 5.9% to
¥191,415 million in fiscal 2005, as compared to the previous fiscal , ear.

While Advantest’s net sales, results of operations and financial conditions in fiscal 2005 were affected by price
pressure, results of operations improved significantly over fiscal 2004. Net sales of test systems for memory semiconductors
in fiscal 2005 decreased by 19.0% as compared to the previous fiscal year, while net sales for test systems for non memory
semiconductors increased by 60.3% as compared to the previous fiscal year. Advantest’s best selling test system for non
memory semiconductor test systems in fiscal 2005 was the T2000, a test system for SoC semiconductors based on
OPENSTAR®, an industry-wide, open architecture, the T6300 series, a tester for LCD driver ICs, and the T6500 series,
Advantest’s relatively lower cost test systems for SoC semiconductors. Demand for these semiconductor and component test
systems was driven by expanded production during 2004 and 2005 of digital consumer electronics that incorporate
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semiconductors, including wireless handsets and flat-panel TVs. These semiconductors typically are mass-produced and
carry per unit market prices that are lower than high-end SoC semiconductors and high-bandwidth DRAM semiconductor
and SRAM semiconductor products. Therefore, Advantest’s customers that produce these semiconductors required less
expensive semiconductor and component test systems in order to reduce their overall manufacturing costs.

Advantest believes that demand for its newer products was driven by customers’ increased levels of capital
expenditures towards the improvement of their production capacities, such as through investments relating to 300 millimeter
wafers and to the next generation of memory semiconductor devices. In most cases, the sales prices of semiconductor and
component test systems gradually decreases as their commercial , ife becomes longer.

Advantest believes that price pressure with respect to semiconductor and component test systems tends to be strongest
during periods when demand, in terms of volume, for semiconductors is increasing, but there exists pressure on the market
price for semiconductors. Advantest faced significant price pressure in almost all of its product lines from fiscal 2001 to 2003.
In fiscal 2004 and fiscal 2005, price pressure continued to exist. While the semiconductor industry experienced a recovery,
increased competition in the market for digital consumer products and personal computers drove down prices of these goods,
subsequently creating significant price pressure on its product lines. Advantest believes that despite this significant price
pressure, Advantest was able to increase its competitiveness by bringing to market new products.

Mechatronics System Segment

Although Advantest’s sales of test handlers for memory semiconductors in the test handler business remained low in
the first half of the fiscal year, sales increased in the second half of fiscal 2005 due to the introduction of the M6300, a test
hander for memory semiconductors that allows for  he simultaneous measurement of 256 test systems.

Net sales of test handlers for SoC semiconductors also increased with increased sales of the TAB handler M7521A for
LCD driver ICs designed for fine pitch packages and the M4741A series of test handlers for SoC semiconductors, the latter
with vision alignment functions. Demand was enhanced primarily through the strong performance of digital consumer
devices in the market.

Net sales of device interfaces rose approximately 15% in fiscal 2005. Net sales in Japan, Korea and Taiwan were
particularly strong in fiscal 2005 compared to fiscal 2004. Among others, Advantest believes that improvement in
technologies by Advantest’s local subsidiaries enhanced competitive advantage over competitors reflecting lower production
costs and introduction of device interfaces with lower running costs for component replacement of measured devices resulted
in significant market acceptance in Korea and Taiwan.

As a result of the above, net sales of the mechatronics system segment increased by 4.0% compared to fiscal 2004 to
¥48,260 million in fiscal 2005.

Services, Support and Others Segment

In the services, support and others segment, Advantest has focused on maintenance services such as installation and
repairs of Advantest’s products and lease and rental services of its products as a part of Advantest’s effort to provide
customers with comprehensive solutions. Net sales of this segment decreased by 3.1% compared to fiscal 2004 to ¥19,062
million in fiscal 2005.

Research and Development

Research and development expenses represent a significant portion of Advantest’s annual operating expenses.
Advantest’s research and development expenses were ¥21,637 million, ¥26,280 and ¥26,927, or 12.4%, 11.0% and 10.6% of
net sales, in fiscal 2003, 2004 and 2005 respectively.

Personnel

As of March 31, 2006, Advantest had a total of 3,595 full-time employees, an increase of 30 persons, or 0.8%, over
March 31, 2005.

Advantest plans to continue its periodic recruitment of new graduates as part of its mid- to long-term growth strategy.
Advantest expects that a majority of these new hires will join the semiconductor and component test system segment and
mechatronics system segment to support the growth of Advantest’s businesses. Other new hires are expected to join
Advantest’s maintenance support division or administrative divisions. The addition of these new hires may increase
Advantest’s future selling, general and administrative expenses and its research and development expenses.
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Currency Fluctuations

Advantest is affected to some extent by fluctuations in foreign currency exchange rates. Advantest is principally
exposed to fluctuations in the value of the Japanese yen against the U.S. dollar and other currencies of countries where
Advantest does business. Advantest’s consolidated financial statements, which are presented in Japanese yen, are affected by
foreign currency exchange fluctuations through both translation risk and transaction risk.

Translation risk is the risk that Advantest’s consolidated financial statements for a particular period or for a particular
date will be affected by changes in the prevailing exchange rates of the currencies in which subsidiaries of Advantest prepare
their financial statements against the Japanese yen. Even though the fluctuations of currencies against the Japanese yen can
be substantial and, therefore, significantly impact comparisons with prior accounting periods and among various geographic
markets, the translation effect is a reporting consideration and does not reflect Advantest’s underlying results of operations.
Advantest does not hedge against translation risk.

Transaction risk is the risk that the currency structure of Advantest’s costs and liabilities will deviate from the currency
structure of sales proceeds and assets. Advantest produces substantially all of its products, including all semiconductor and
component test systems, in Japan. A small portion of the components and parts used in Advantest’s semiconductor and
component test systems is purchased in currencies other than  he yen, predominantly the U.S. dollar.

Advantest enters into foreign exchange forward contracts to hedge a portion of its transaction risk. This has reduced,
but not eliminated, the effects of foreign currency exchange rate fluctuations against the Japanese yen, which in some years
can be significant.

Generally, a weakening of the Japanese yen against other currencies, particularly the U.S. dollar, has a positive effect
on Advantest’s operating income and net income. A strengthening of the Japanese yen against other currencies, particularly
the U.S. dollar, has the opposite effect. The Japanese yen generally strengthened against the U.S. dollar from fiscal 2003 to
fiscal 2004, but weakened in fiscal 2005.

Advantest’s business is subject to risks associated with doing business internationally, and its business could be
impacted by certain governmental, economic, fiscal, monetary or political policies or factors, including trade protection
measures and import or export licensing requirements, that may materially affect, directly or indirectly, Advantest’s
operations or its future results.
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U.S. GAAP Selected Consolidated Financial Data

The following selected financial data have been derived from Advantest’s audited consolidated financial statements.
These consolidated financial statements were prepared under accounting principles generally accepted in the United States, or
U.S. GAAP. Advantest’s U.S. GAAP audited consolidated financial statements for fiscal 2003, fiscal 2004 and fiscal 2005
were included in its Japanese Securities Reports filed with the Director of the Kanto Local Finance Bureau.

Year ended March 31,
2002 2003 2004 2005 2006 2006
(in millions, except per share and share data) (thousands, except
per share and share data)
Consolidated
Statement of
Income Data:
Net sales................. ¥ 95,244 ¥ 97,740 ¥ 174218 ¥ 239,439 ¥ 253922 § 2,161,590
Operating income
[QLO1) PO (37,105) (16,743) 30,960 60,719 64,458 548,719
Income (loss) before
income taxes .......... (38,480) (18,688) 28,878 61,808 67,454 574,223
Net income (loss)........ (23,906) (12,994) 17,329 38,078 41,374 352,209
Net income (loss) per
share:
BasiC....cccoveeveerennen. (240.38) (131.99) 176.37 389.54 446.34 3.80
Diluted ................... (240.38) (131.99) 176.02 388.51 443.96 3.78
Basic weighted
average shares
outstanding........ 99,453,203 98,445,111 98,250,830 97,750,345 92,694,513 92,694,513
Diluted weighted
average shares
outstanding........ 99,453,203 98,445,111 98,446,136 98,010,739 93,191,540 93,191,540
As of March 31,
2002 2003 2004 2005 2006 2006
(in millions) (in thousands)
Consolidated
Balance Sheet
Data:
ASSEtS..ocvierierennen. ¥ 307,562 ¥ 281,224 ¥ 330,808 ¥ 296,769 ¥ 350,776 $ 2,986,090
Current installments
of long-term debt.... 43 2,243 4,543 20,043 30 255
Long-term debt, less
current installments 26,868 24,626 20,083 40 10 85
Stockholders’ equity ... 240,716 210,663 221,768 206,749 257,927 2,195,684
Year ended March 31,
2002 2003 2004 2005 2006 2006
(in millions, except percentages) (in thousands)
Other Data:
Capital expenditures .................. ¥ 13,254 ¥ 7,564 ¥ 5621 ¥ 9348 ¥ 8,327 § 70,852
Research and development
CXPENSES .eenvrernvreerirerrreerarennnns 26,674 23,615 21,637 26,280 26,927 229,224
Cash flows provided by
operating activities................. 9,009 4,967 28,215 90,327 59,480 506,342
Cash flows used in investing
ACHIVIICS veevveeereeereeereeereeeeeenns (18,573) (8,419) (5,070) (8,250) (8,542) (72,716)
Cash flows used in financing
ACHIVIICS .evvvreereeereeereeeeeeeeenns (9,463) (14,488) (6,376) (63,036) (18,336) (156,091)
Operating margin® .................... (38.96)% (17.13)% 17.77% 25.36% 25.38%
Net income margin® .................. (25.10)% (13.29)% 9.95% 15.90% 16.29%
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(1) Operating income as a percentage of net sales.
(2) Net income as a percentage of net sales.

Dividends

Advantest normally pays cash dividends twice per year. Advantest’s board of directors recommends dividends to be
paid following the end of each fiscal year. This recommended dividend must then be approved by shareholders at the

ordinary general meeting of sharcholders usually held in June of each year. Immediately following approval of the dividend
at the shareholders’ meeting, Advantest pays the dividend to holders of record as of the preceding March 31. In addition to

these year-end dividends, Advantest may pay interim dividends in the form of cash distributions from its surplus to its
shareholders of record as of September 30 in each year by resolution of its board of directors and without sharcholder

approval. Advantest normally pays interim dividends in December.

The following table sets forth the dividends paid by Advantest for each of the periods shown. The periods shown are

the six months ended on that date. The U.S. dollar equivalents for the dividends shown are based on the exchange rate in

Japan on each record date shown.

Dividend per Share

Six months ended/Record date Yen Dollars
September 30, 2001 .....ooviieeiieiieeeeeeeeeeeeee et ¥ 25§ 0.21
MaATCh 31, 2002 ...ttt 15 0.11
September 30, 2002 ......oooiiiieieieeee e 20 0.16
MarCh 31, 2003 ...ttt 10 0.08
September 30, 2003 ......ooiiiiei e 15 0.13
March 31, 2004 ...ttt 25 0.24
September 30, 2004 .......oouiiiiiiee e 25 0.23
MaArCh 31, 2005 ...ttt 25 0.23
September 30, 2005 ......ooiiiei e 25 0.22
MaATCh 31, 2000.....c. ittt 45 0.38

The payment and the amount of any future dividends are subject to the level of Advantest’s future earnings, its

financial condition and other factors, including statutory , estrictions on the payment of dividends.
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ADVANTEST CORPORATION
AND SUBSIDIARIES

Consolidated Balance Sheets

March 31, 2005 and 2006

2005 2006 2006
Yen U.S. Dollars
(Millions) (Thousands)
Assets
Current assets:

Cash and cash equivalents............cccueiieiieiierieie e ¥ 120,986 157,925 $ 1,344,386
Trade receivables, NEt........c..cccuiiiiiieeciiieie e 56,702 69,567 592,211
TNVEINTOTIES ..eeuviieiiieeiie ettt ettt ettt ettt et eeebe e eabeesebeeensaenenes 29,585 29911 254,627
Deferred taX aSSELS ..ocuviiiiiieiiiiiieetie ettt e 13,673 13,708 116,694
Other CUITENT ASSELS ....eeuviieiieeiiieciieeeieeeie et et e e ereeeebeeeaaee e 2,985 4,522 38,494
Total CUITENT ASSELS ....vvvviiieeieee ettt 223,931 275,633 2,346,412
INVESTMENT SECUITEICS. .. .eeiuvieeriieiieeiieeciee ettt eett et e et e et e e e et eeteeebeeenaeeenreaan 7,772 12,273 104,478
Property, plant and equipment, NEt ..........cceeoeriierierienieeeeee e 51,364 50,793 432,391
Deferred taX ASSELS....ccuieirieiiieeiieeieeeeiee et et e et e e eebeeete e et e eteeebeeeaaeenrea s 8,438 7,378 62,808
Intangible aSSetS, NEL........ccieiuieiiieieeiie et e 3,090 2,858 24,330
ORI @SSEES...viieiieiiiieeiii et ettt ettt e et e et e e teeebeeeaeeeseeeteeeabeeensaeanseean 2,174 1,841 15,671
TOtALl ASSELS ..vvveeiieiieeeeeee ettt ¥ 296,769 350,776 $ 2,986,090

See accompanying notes to consolidated financial statements.

31 Advantest Annual Report 2006



ADVANTEST CORPORATION
AND SUBSIDIARIES

Consolidated Balance Sheets

March 31, 2005 and 2006
2005 2006 2006
Yen U.S. Dollars
(Millions) (Thousands)
Liabilities and Stockholders’ Equity
Current liabilities:
Current portion of long-term debt .........ccccoiviririniieiinininciceiens ¥ 20,043 30 § 255
Trade accounts payable .........ccveoieieiieiieriee e 23,196 32,584 277,381
Income taxes Payable .........coeiieiiiieiieiiereee e 7,278 19,970 170,001
ACCIUCA CXPOIISECS ...uvveeeeiieriiertieieeteenteenteeteeeesseesseeseeaesneesseesseenseenneens 13,865 12,781 108,802
Accrued Warranty EXPENSES.......eeueerueereerreaeereeseeseesseesaeseesseesseesseenseens 4,090 4,776 40,657
Deferred reVENUE......cc.iiiiiecieccieeeee et e e 2,220 2,979 25,360
Other current Habilities..........cocvieeiieiiieeie e 3,302 3,625 30,860
Total current Habilities .........cooovviiiiviieiieieeeeeee e 73,994 76,745 653,316
Long-term debt, excluding current portion.............cceeceeeeeeieeienienieneeeee e 40 10 85
Accrued pension and SEVETANCE COSE........ovuiruirieeieeieiieneienteeneeeee e eneeneeeeens 12,605 12,292 104,639
Other HaDILIEIES ....ocvviiiiieeieciieieeee ettt ettt 3,381 3,802 32,366
Total Habilities .....ceovieeeieeieeiieieeieere et 90,020 92,849 790,406
Stockholders’ equity:
Common stock,
Authorized 220,000,000 shares; issued 99,783,385 shares in 2005 and
2000 ...t 32,363 32,363 275,500
CaPItal SUIPIUS. .. eouviuieieiieie ettt ettt esa e esseaens 35,263 37,147 316,225
Retained Carnings ........c.oeveeierieniienieeie ettt 210,121 245,090 2,086,405
Accumulated other comprehensive income (10Ss)......c.ccceveveeienieniiennnnn. (4,878) 1,344 11,441
Treasury stock, 7,359,770 shares in 2005 and 6,456,736 shares in 2006, at
COSE 1attetiett ettt et e ettt et e bt et e et e st e eae et e e st et e e s b e enaeetaeesa e beeseenneennennes (66,120) (58,017) (493,887)
Total stockholders” equity........ccccoveeieieiierieiese e 206,749 257,927 2,195,684
Total liabilities and stockholders’ equity .........cccceeveeveennenne. ¥ 296,769 350,776  $ 2,986,090

See accompanying notes to consolidated financial statements.

Advantest Annual Report 2006 32



ADVANTEST CORPORATION
AND SUBSIDIARIES

Consolidated Statements of Income

Years ended March 31, 2004, 2005 and 2006

2004 2005 2006 2006
Yen U.S. Dollars
(Millions) (Thousands)
NEE SALES.. .ot ¥ 174,218 239,439 253,922 § 2,161,590
COSt OF SAIES ...cuvviiiiieiie ettt e e 85,513 115,994 121,429 1,033,702
GIOSS PIOfIt.c.eeeiieiieiieie ettt 88,705 123,445 132,493 1,127,888
Research and development eXpenses ..........ccuevevereeeienenieseseeeeenns 21,637 26,280 26,927 229,224
Selling, general and administrative eXpenses ..........cccceeererveeeeenene 36,108 36,446 41,108 349,945
Operating iNCOME. .......ccveeveereeererrrerreereeereeaesneseeseeenns 30,960 60,719 64,458 548,719
Other income (expense):
Interest and dividends INCOME.........c..oeovvviiieeiiericiieeeeeee, 339 597 1,760 14,983
INLEIESt EXPEIISC ...uvieeiieeiieeieiieieeie et ete et eeeeree e e e eeennens (469) (441) (290) (2,469)
MINOTILY INEETESS .vvevvieeiieiieeie e ettt eeae e (214) (84) — —
Equity in losses of affiliates .........cccceeveeviecieicienieieceieeee (117) — — —
OtRET. i (1,621) 1,017 1,526 12,990
(2,082) 1,089 2,996 25,504
Income before iNCOME taXeS ......cvvveeevveeeicieeeeeiieeeenns 28,878 61,808 67,454 574,223
TNCOME LAXES v 11,549 23,730 26,080 222,014
NEt INCOMEC.....eieevieeiieeiie ettt ettt e ¥ 17,329 38,078 41374 $ 352,209
2004 2005 2006 2006
Yen U.S. Dollars
Net income per share:
BaASIC...cuviiiiiieiie et e ¥ 176.37 389.54 446.34 $ 3.80
DIIUtEd.....cvviiiiieiieee e 176.02 388.51 443.96 3.78

See accompanying notes to consolidated financial statements.
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ADVANTEST CORPORATION
AND SUBSIDIARIES

Consolidated Statements of Stockholders’ Equity

Years ended March 31, 2004, 2005 and 2006

2004 2005 2006 2006
Yen U.S. Dollars
(Millions) (Thousands)
Common stock:
Balance at beginning of year..........cccccoevvieieiieienieeeeeeene ¥ 327363 32,363 32,363 § 275,500
Balance at end of Year.........ccoocvevieiierienieeeeeeeee e 32,363 32,363 32,363 275,500
Capital surplus:
Balance at beginning of year..........ccccooceverieieieieseee e 32,973 32,973 35,263 300,187
Stock option compensation EXPense..........ceeeeveververereneenes — 2,290 1,884 16,038
Balance at end of Year.........ccoocvevieiierienieeeeeee e 32,973 35,263 37,147 316,225
Retained earnings:
Balance at beginning of year..........ccccoooevevieieieieieee e 162,547 177,404 210,121 1,788,721
INEL INCOME ..ottt eenns 17,329 38,078 41,374 352,209
Cash divIdends .......cc.ooveevieiiieieieiee e (2,456) (4,915) (4,625) (39,372)
Loss on disposal of treasury stock..........cccocevierienienienirennne (16) (446) (1,780) (15,153)
Balance at end of year.........ccoccveveeiienieniicieeeeeeeee e 177,404 210,121 245,090 2,086,405
Accumulated other comprehensive income (loss):
Balance at beginning of year...........ccecveveerieiiecine e, (4,055) (8,061) (4,878) (41,526)
Other comprehensive income (loss), net of taX...........cccc...... (4,006) 3,183 6,222 52,967
Balance at end of year.........ccoccveveeiienieniicieeeeeeeee e (8,061) (4,878) 1,344 11,441
Treasury stock:
Balance at beginning of year...........ccecveveerieiiecine e, (13,165) (12,911) (66,120) (562,867)
Treasury stock purchased...........ccooevvieiienieniiieeeeeeee (32) (54,513) (55) (468)
Exercise of Stock Options.........eecveerieeiieriieiieeie e 180 1,302 8,157 69,439
Decrease in treasury stock upon share exchange.................... 105 — — —
Treasury stock SOId........ccveiiieiieiieieeee e 1 2 1 9
Balance at end of year.........ccoccveveevienienieicieeeeeee e (12,911) (66,120) (58,017) (493,887)
Total stockholders’ equity ........cccceereeveereeieiie e ¥ 221,768 206,749 257,927 § 2,195,684
Disclosure of comprehensive income:
NEE INCOIME ... e ¥ 17,329 38,078 41,374  $ 352,209
Other comprehensive income (loss), net of taX .....................
Foreign currency translation adjustments..................... (3,976) 1,635 5,074 43,194
Net unrealized gains on SECUTIties .........cceceeeereerueruennens 1,366 152 1,148 9,773
Minimum pension liability adjustments...........c.ccccccue. (1,396) 1,396 — —
Total other comprehensive income (loss)............ (4,000) 3,183 6,222 52,967
Total comprehensive income..................... ¥ 13,323 41,261 47,596 $ 405,176

See accompanying notes to consolidated financial statements.
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ADVANTEST CORPORATION
AND SUBSIDIARIES

Consolidated Statements of Cash Flows

Years ended March 31, 2004, 2005 and 2006

Cash flows from operating activities:
INEE INCOIMC ...ttt ie ittt ettt ettt eseeesneesseennes
Adjustments to reconcile net income to net cash provided
by operating activities:
Depreciation and amortization............cceceeeereeneeneeneeennnns
Deferred iNCOME taXes......ccuveveeierieiiecieseieieeee e
Impairment loss on long-lived assets............ccccevevereurennne
Stock option compensation eXpense..........c.ecvevverrervereenees
Changes in assets and liabilities:
Trade receivables.........ccoovveieiienieieeee e
INVENLOTIES ...
Trade accounts payable..........cceeverviereecieeiieiieieeeienns
Income taxes payable........ccocvvvieiierieniereeeeeeieee
ACCTUC EXPENSES ...ovvieevieiieeiieeiie e eereeieeeeeeeeeenseennens
Accrued Warranty eXpenses .........eeeeververueruenreneeeennens
Deferred reVenue ...........ccoveeveieinieeineeirceeeeeees

Net cash provided by operating activities ...........
Cash flows from investing activities:

Proceeds from sale of available-for-sale marketable securities...
Proceeds from sale of non-marketable securities........................
Purchases of marketable securities...........c.coceveeerverienienirenieennnns
Purchases of non-marketable securities ..............ccoeeveeierreerennene
Proceeds from sale of property, plant and equipment.................
Purchases of intangible assets .........cccecveverierieiiieeieeieieeieeee
Purchases of property, plant and equipment ............c.ccoeeveeenen.
OFNET .t

Net cash used in investing activities....................

Cash flows from financing activities:
Principal payments on long-term debt ...........ccccovvevvieriienrieirennnn.
Proceeds from sale of treasury StocK..........ccoooeveeierenenenineeees
Payments to acquire treasury Stock..........ccooeviniiniiiiiiiieee
Dividends paid ........ccooiiiiiiiiieeeee e
ONET .

Net effect of exchange rate changes on cash and cash equivalents..

Net change in cash and cash equivalents ..............ccoeevveeirecieriennnne.

Cash and cash equivalents at beginning of year.............cccccceevveenennn.

Cash and cash equivalents at end of year.........c..coceceevvinenincncnnns

Supplemental data:
Cash paid during the year for:
INCOME LAXES...c..iiiiiiiiiicic
INEErest. ..o

See accompanying notes to consolidated financial statements.
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2004 2005 2006 2006
Yen U.S. Dollars
(Millions) (Thousands)
17,329 38,078 41374 $ 352,209
9,328 8,285 8,275 70,444
6,703 13,540 1,005 8,555
3,030 — — —
— 2,290 1,884 16,038
(35,285) 20,953 (11,072) (94,254)
(14,570) 20,218 108 919
29,190 (16,375) 7,627 64,927
1,997 3,311 12,506 106,461
2,536 4,445 (1,261) (10,735)
709 969 610 5,193
3,441 (2,456) 548 4,665
2,639 (3,409) (329) (2,801)
1,168 478 (1,795) (15,280)
28,215 90,327 59,480 506,341
323 1,428 2,977 25,343
387 50 — —
— — (2,256) (19,205)
(1,288) — (1,900) (16,174)
435 132 258 2,196
(358) (470) (523) (4,452)
(5,068) (8,738) (7,071) (60,194)
499 (652) (27) (230)
(5,070) (8,250) (8,542) (72,716)
(3,811) (4,543)  (20,043) (170,622)
90 939 6,378 54,295
(Bl (54,511 (57) (485)
(2,462) (4,907) (4,622) (39,346)
(162) (14) 8 68
(6,376)  (63,036)  (18,336) (156,090)
(2,961) 799 4,337 36,920
13,808 19,840 36,939 314,455
87,338 101,146 120,986 1,029,931
101,146 120,986 157,925 $ 1,344,386
1,936 6,740 12,096 $ 102,971
473 447 401 3,414



ADVANTEST CORPORATION
AND SUBSIDIARIES

Notes to Consolidated Financial Statements
(1) Description of Business and Summary of Significant Accounting Policies and Practices
(a) Description of Business

The Company and subsidiaries (collectively “Advantest”) manufacture and sell semiconductor and component test
system product group and mechatronics-related product group such as test handlers and device interfaces. Advantest also

engages in research and development activities and provides maintenance and support services associated with these products.

Description of the business by segment is as follows:

The semiconductor and component test system segment provides customers with test system products for the
semiconductor industry and the electronic parts industry. Product lines provided by the semiconductor and component test
system segment include test systems for memory semiconductors for memory semiconductor devices and test systems for
SoC semiconductors for non memory semiconductor devices.

The mechatronics system segment provides product lines such as test handlers, mechatronic-applied products, for
handling semiconductor devices, device interfaces that serve as interfaces with the devices that are measured and operations
related to nano-technology products.

The services, support and others segment consists of comprehensive customer solutions provided in connection with
the above segments, support services, equipment lease business and , thers.

(b) Principles of Consolidation

The Company and its domestic subsidiaries maintain their records and also prepare their statutory financial statements
in accordance with accounting principles generally accepted in Japan, and its foreign subsidiaries in conformity with the
standards of the country of their domicile. Certain adjustments and reclassifications have been incorporated in the
accompanying consolidated financial statements to present them in conformity with accounting principles generally accepted
in the United States of America. These adjustments are not recorded in the statutory books of account.

The consolidated financial statements include the accounts of the Company and its majority owned subsidiaries.
Advantest is not involved with any variable interest entities as defined by FASB Interpretation No. 46 (revised December
2003) “Consolidation of Variable Interest Entities”. All significant intercompany balances and transactions have been
eliminated in consolidation.

(¢) Cash Equivalents

Cash equivalents primarily consist of deposits and certificates of deposit with an initial maturity of three months or less
from the date of purchase. Advantest considers all highly liquid debt instruments with original maturities of three months or
less to be cash equivalents.

(d) Allowance for Doubtful Accounts

Advantest recognizes an allowance for doubtful accounts to ensure that trade receivables are not overstated due to
uncollectability, which represents Advantest’s best estimate of the amount of probable credit losses in Advantest’s existing
trade receivables. Advantest periodically reviews its estimated allowances for doubtful accounts taking into account the
customer’s payment history, assessing the customer’s current financial position and considering other information that is
publicly available and the customer’s credit worthiness. Additional reviews are undertaken upon reports of significant
changes in the financial condition of Advantest’s significant . ustomers and the semiconductor industry.

(e) Inventories
Inventories are stated at the lower of cost or market. Cost is determined using the average cost method.
() Investments in Affiliated Companies

Investments in affiliated companies owned 20% to 50%, where Advantest exercises significant influence over their
operating and financial policies, are accounted for by the equity method. All significant intercompany profits from affiliates
have been eliminated.
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(g) Investment Securities

Investment securities at March 31, 2005 and 2006 consist of marketable and non-marketable equity securities.
Advantest classifies its marketable equity securities as available-for-sale.

Available-for-sale securities are recorded at fair value. Unrealized gains and losses, net of the related tax effect, on
available-for-sale securities are excluded from earnings and are reported as a component of accumulated other comprehensive
income (loss) until realized. A decline in the fair value of any available-for-sale security below cost that is deemed to be other
than temporary results in an impairment loss. The impairment is charged to earnings and a new cost basis for the security is
established. Dividend income is recognized when earned.

On a continuous basis, Advantest evaluates the cost basis of an available-for-sale security for possible impairment.
Factors considered in assessing whether an indication of other than temporary impairment exists include: the degree of
change in ratio of market prices per share to book value per share at the date of evaluation compared to that of the date of
acquisition, the financial condition and prospects of each investee company, industry conditions in which the investee
company operates, the period of time the fair value of an available-for-sale security has been below the cost basis of the
investment and other relevant factors. The impairment to be recognized is measured based on the amount by which the
carrying amount of the investment exceeds the fair value of the investment. Fair value is determined based on quoted market
prices, projected discounted cash flow or other valuation techniques as appropriate.

The cost of a security sold or the amount reclassified out of accumulated other comprehensive income (loss) into
earnings is determined by the average cost method.

Non-marketable investment securities are carried at cost. On a periodic basis, Advantest evaluates the investments for
the possible impairment. If the fair value of the investment securities is estimated to have declined and such decline is judged
to be other than temporary, Advantest recognizes the impairment of the investment and the carrying value is reduced to its
fair value. The impairment is charged to earnings and a new . ost basis for the security is established.

(h) Derivative Financial Instruments

Derivative financial instruments are accounted for under Statement of Financial Accounting Standards (“SFAS”)
No. 133, “Accounting for Derivative Instruments and Hedging Activities”, and SFAS No. 138, “Accounting for Certain
Derivative Instruments and Certain Hedging Activities, an amendment of FASB Statement No. 133”. SFAS No. 133, as
amended, standardizes the accounting for derivative instruments, including certain derivative instruments embedded in other
contracts. Under SFAS No. 133, as amended, entities are required to carry all derivative instruments in the consolidated
balance sheets at fair value. The accounting for changes in the fair value (that is, gains or losses) of a derivative instrument
depends on whether it has been designated and qualifies as part of a hedging relationship and, if so, the reason for holding the
instrument. If certain conditions are met, entities may elect to designate a derivative instrument as a hedge of exposures to
changes in fair values, cash flows, or foreign currencies. If the hedged exposure is a fair value exposure, the gain or loss on
the derivative instrument is recognized in earnings in the period of change together with the offsetting loss or gain on the
hedged item attributable to the risk being hedged. If the hedged exposure is a cash flow exposure, the effective portion of the
gain or loss on the derivative instrument is reported initially as a component of other comprehensive income (loss) and
subsequently reclassified into earnings when the forecasted transaction affects earnings. Any amounts excluded from the
assessment of hedge effectiveness as well as the ineffective portion of the gain or loss are reported in earnings immediately.
If the derivative instrument is not designated as a hedge, the gain or loss is recognized in earnings in the period of change.

Advantest uses foreign exchange forward contracts to manage currency exposure, resulting from changes in foreign
currency exchange rates, on trade receivables. However, these contracts do not qualify for hedge accounting since they do not
meet the hedging criteria specified by SFAS No. 133.

Foreign exchange forward contracts generally have maturities of several months. These contracts are used to reduce
Advantest’s risk associated with exchange rate movements, as gains and losses on these contracts are intended to offset
exchange losses and gains on underlying exposures. Changes in fair value of foreign exchange forward contracts are
recognized in earnings under the caption of other income (expense).

Advantest does not, as a matter of policy, enter into derivative transactions for the purpose of speculation.
(i) Property, Plant and Equipment

Property, plant and equipment is stated at cost.
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Depreciation is computed principally using the declining-balance method except for buildings for the Company and its
domestic subsidiaries and the straight-line method over estimated useful lives of the assets for foreign subsidiaries. Buildings
are principally depreciated using the straight-line method over their estimated useful lives. The depreciation period for
significant assets ranges from 15 years to 50 years for buildings, 4 years to 10 years for machinery and equipment, and 2
years to 5 years for furniture and fixtures.

Depreciation expense was ¥7,563 million, ¥7,231 million and ¥7,517 million ($63,991 thousand) in the years ended
March 31, 2004, 2005 and 2006, respectively.

() Intangible Assets and Other Assets

Intangible assets principally consist of licenses, goodwill and computer software for internal-use. Other assets consist
of investments (other than investment securities), security deposits and prepaid expenses, of which no one individual item
was material to the consolidated financial statements of , dvantest.

Advantest capitalizes certain costs incurred to purchase or develop software for internal-use. Costs incurred to develop
software for internal-use are expensed as incurred during the preliminary project stage, which includes costs for making
strategic decisions about the project, determining performance and system requirements and vendor demonstration cost.
Costs incurred subsequent to the preliminary project stage through implementation are capitalized. Advantest also expenses
costs incurred for internal-use software projects in the post implementation stage such as costs for training and maintenance.

Costs incurred to develop software to be included with and sold as part of the Company’s Semiconductor Test Systems
are capitalized subsequent to the attainment of technological feasibility in accordance with the provisions of SFAS No. 86,
“Accounting for the Costs of Computer Software to Be Sold, Leased, or Otherwise Marketed”. To date, costs incurred
subsequent to the attainment of technological feasibility have been insignificant and, therefore, have been charged directly to
expense. Costs incurred prior to reaching technological feasibility are expensed as incurred.

The cost of software is amortized on a straight-line basis over the estimated useful life, which is generally five years.

Business combinations are accounted for using the purchase method in accordance with SFAS No. 141, “Business
Combinations”. SFAS No. 141 establishes certain criteria for the recognition of intangible assets separately from goodwill.
Under SFAS No. 142, “Goodwill and Other Intangible Assets”, goodwill is no longer amortized, but instead is tested for
impairment at least annually. Intangible assets with definite useful lives are amortized over their respective estimated useful
lives and reviewed for impairment in accordance with SFAS No. 144, “Accounting for the Impairment or Disposal of Long-
Lived Assets”. Any recognized intangible assets determined to have an indefinite useful life are not amortized, but instead are
tested for impairment until its life is determined to be no longer indefinite.

Advantest performs its annual impairment test at the end of each year. Advantest completed its annual impairment test
at March 31, 2005 and 2006 and identified no indication of impairment.

(k) Impairment of Long-Lived Assets

Advantest evaluates the impairment of long-lived assets in accordance with the provisions of SFAS No. 144. SFAS
No. 144 requires that long-lived assets and certain identifiable intangibles with definite useful lives be reviewed for
impairment whenever events or changes in circumstances indicate that the carrying amount of an asset may not be
recoverable. Recoverability of assets to be held and used is measured by a comparison of the carrying amount of an asset to
future undiscounted net cash flows expected to be generated by the asset. If such assets are considered to be impaired, the
impairment to be recognized is measured by the amount by which the carrying amount of the assets exceeds the fair value of
the assets.

For the year ended March 31, 2004, one of the former independent cash flow-generating units, the measuring
instruments’ assets group reported operating losses for two consecutive years, and future operating results of the assets group
was not expected to be profitable, due to the customers’ continuously inactive industries such as wireless communications.
Since the carrying amount of the assets group was higher than the undiscounted net cash flows expected to result from the
use and eventual disposition of the assets group, Advantest adjusted its carrying amount to the recoverable amount. The
recoverable amount was based on the observable market price and Advantest’s cash flow analysis. Total recognized
impairment loss was ¥3,030 million and is included in selling, general and administrative expenses for the year ended
March 31, 2004. The impairment loss consisted of ¥1,226 million from buildings, ¥175 million from machinery and
equipment, ¥683 million from furniture and fixtures, ¥681 million from software, and ¥265 million from other assets.
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(1) Accrued Warranty Expenses

Advantest’s products are generally subject to warranty, and Advantest provides an allowance for such estimated costs
when product revenue is recognized. To provide for future repairs and support during warranty periods, estimated repair and
support expenses over the warranty period are accrued based on the historical ratio of actual repair and support expenses to
corresponding sales.

(m) Accrued Pension and Severance Cost

The Company and certain of its domestic subsidiaries have retirement and severance defined benefit plans covering
substantially all of their employees. Prior service cost that results from amendments to the plan is amortized over the average
remaining service period of the employees expected to receive benefits. Unrecognized net gain and loss is also amortized
over the average remaining service period of the employees expected to receive benefits. See Note (17) to the consolidated
financial statements for further discussion.

(n) Revenue Recognition

In accordance with the guidance provided by the Securities and Exchange Commission’s Staff Accounting Bulletin
No. 104, “Revenue Recognition,” Advantest recognizes revenue when there is persuasive evidence of an arrangement, title
and risk of loss have passed, delivery has occurred or the services have been rendered, the sales price is fixed or determinable
and collection of the related receivable is reasonably assured.

Revenue from Sales of Products

Revenue from sales of products which require installation work is recognized when the related installation work is
completed. The revenue recognized upon completion of installation is limited to the amount that is payable based on
customer acceptance. Revenue from sales of products and component which do not require installation work by Advantest is
recognized upon shipment if the terms of the sale are free on board (“FOB”) shipping point or upon delivery if the terms are
FOB destination which coincide with the passage of title and risk , f loss.

For equipment sales involving software that is more than incidental to the product, revenue is recognized when
persuasive evidence of an arrangement exists, delivery has occurred, the sales price is fixed or determinable, and collection of
the related receivable is probable in accordance with American Institute of Certified Public Accountant (“AICPA”) Statement
of Position (“SOP”’) No. 97-2, “Software Revenue Recognition,” as amended by SOP No. 98-9, “Modification of SOP 97-2,
Software Revenue Recognition, With Respect to Certain Transactions.” Revenue for the separate elements is only recognized
when the functionality of the undelivered element is not . ssential to the delivered element.

Revenue from Long-term Service contracts

Revenue from fixed-price, long-term service contracts is recognized on the straight-line basis over the contract term.
Operating lease
Revenue from operating leases is primarily recognized on the straight-line basis over the lease term.

Multiple deliverables

Multiple Deliverables are accounted for under the Emerging Issues Task Force Issue No. 00-21 (“EITF 00-217),
“Revenue Arrangements with Multiple Deliverables” EITF 00-21 addresses how to determine whether an arrangement
involving multiple deliverables contains more than one unit of accounting.

Advantest enters into certain revenue arrangements with multiple deliverables, which include combination of
equipment, installation and warranty services. As those installation or warranty services are not interchangeable to be
provided by Advantest or other parties and as fair values of those services are not determinable, these elements are not
considered to qualify for separate accounting under EITF 00-21 and accordingly Advantest treats them as a single unit of
accounting. Advantest adopted the provisions of EITF 00-21 for the transactions entered into on and after July 1, 2003. The
effect on Advantest’s consolidated financial . tatements from the adoption of such provisions was insignificant.

(o) Shipping and Handling Costs

Shipping and handling costs totaled ¥1,011 million, ¥1,329 million and ¥1,451 million ($12,352 thousand) for the years
ended March 31, 2004, 2005 and 2006, respectively, and are included in selling, general and administrative expenses in the
consolidated statements of income.

Advantest Annual Report 2006



(p) Research and Development

Research and development costs totaled ¥21,637 million, ¥26,280 million and ¥26,927 million ($229,224 thousand) for
the years ended March 31, 2004, 2005 and 2006, respectively, and are expensed as incurred.

(q) Advertising Costs

Advertising costs totaled ¥384 million, ¥798 million and ¥469 million ($3,993 thousand) for the years ended March 31,
2004, 2005 and 2006, respectively, and are expensed as incurred.

(r) Stock-Based Compensation

Prior to April 1, 2004, the Company accounted for stock-based compensation plans by applying the intrinsic value-
based method of accounting under the recognition and measurement provisions of APB Opinion No. 25, “Accounting for
Stock Issued to Employees,” and related Interpretations, as permitted by SFAS No. 123, “Accounting for Stock-Based
Compensation.” No stock-based employee compensation cost was recognized in the statement of income for the year ended
March 31, 2004. Effective April 1, 2004, the Company early adopted the fair value recognition provisions of SFAS No. 123
(revised 2004) (“SFAS No. 123R”), “Share Based Payment”, using the modified-retrospective method. The fair value of the
options is estimated using a Black Scholes option pricing model and amortized to expense over the options’ vesting periods.

The following table illustrates the effect on net income and earnings per share as if Advantest had applied the fair value
recognition provisions of SFAS No. 123 to options granted under the stock option plans for the year ended March 31, 2004.

Yen
(Millions,
except for per
share data)

Net income:
AS TEPOTLEA ...ttt ettt te e teebeeae e ereeeaeebeenbeennens ¥ 17,329
Deduct: stock-based employee compensation EXPEensSe ...........ecvverveevereeereesreenveenens (1,963)
PrO fOIMIA. ... e ¥ 15,366
Basic net income per share:
AS TEPOTEEA ...ttt ettt ettt be bt ae et st et et et et neeneennens ¥ 176.37
Pro fOIMa. ... 156.39
Diluted net income per share:
AS TEPOTECA ..ottt ettt e et e st e ae e seense e b e enaeeneesnaenneennes ¥ 176.02
Pro fOTM@. ..o e 156.08

No stock-based compensation expense was reflected in net income, as reported, for the year ended March 31, 2004.
Stock based compensation expense of ¥2,290 million and ¥1,884 million ($16,038 thousand) were included in selling,
general and administrative expenses for the years ended March 31, 2005 and 2006, respectively.

The per share weighted average fair value of stock options granted during the years ended March 31, 2004, 2005 and
2006 were ¥2,570, ¥2,993 and ¥2,437 ($21) on the date of grant using the Black Scholes option pricing model with the
following weighted-average assumptions:

2004 2005 2006
Expected dividend yield...........cccoevvieiirienieieece e 0.8% 0.5% 0.5%
Risk free INtereSt Tate .......ccvevuieieeiieieeie et 0.6% 0.6% 0.4%
VOLAtIILY .ottt 69.5% 56.6% 51.0%
EXpected 1ife....ocoiiiiiiieeceeee e 4 years 4 years 2.4 years

Prior to April 1, 2005, the Company had used certain assumptions to determine the expected term of the Company’s
stock option plan. However, because of the changes in grantees’ exercise behaviors for the year ended March 31, 2006, the
previous assumptions no longer provide a reasonable expected term. Accordingly, the Company determined the expected
term for stock options granted after April 1, 2005 by using “simplified” method accepted by the SEC Staff Accounting
Bulletin(SAB) No. 107. Under this method, the expected term is assumed to be the mid-point between the vesting date and
the end of the contractual term. The use of the simplified method is only permitted for stock options granted through
December 31, 2007.
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(s) Income Taxes

Income taxes are accounted for under the asset and liability method. Deferred tax assets and liabilities are recognized
for the future tax consequences attributable to differences between the financial statement carrying amounts of existing assets
and liabilities and their respective tax bases, and operating loss and tax credit carryforwards. Deferred tax assets and
liabilities are measured using enacted tax rates expected to apply to taxable income in the years in which those temporary
differences are expected to be recovered or settled. The effect on deferred tax assets and liabilities of a change in tax rates is
recognized in income in the period that includes the enactment date. Advantest records a valuation allowance to reduce the
deferred tax assets to the amount that is more likely than not  ealizable.

(?) Net Income per Share

Basic net income per share is calculated by dividing net income by the weighted average number of shares outstanding
during the year. Diluted net income per share is calculated by dividing net income by the sum of the weighted average
number of shares plus additional shares that would have been outstanding if potential dilutive shares had been issued for
granted stock options and warrants.

At March, 31, 2004, 2005 and 2006, Advantest had outstanding stock options and warrants exercisable into 329,500,
7,000 and 2,000 shares of common stock, respectively, which were anti-dilutive and excluded from the calculation of diluted
net income per share but could potentially dilute net , ncome per share in future periods.

(u) Translation of Foreign Financial Statements

Foreign currency financial statements have been translated in accordance with SFAS No. 52, “Foreign Currency Translation”.
Under SFAS No. 52, assets and liabilities of non-Japanese subsidiaries, which have a functional currency other than the
Japanese yen, are translated at the rate of exchange on the balance sheet date. Revenue and expense accounts are translated at
the average rate of exchange in effect during the year. Resulting translation adjustments are included as a component of
accumulated other comprehensive income (loss).

(v) Foreign Currency Transactions

Assets and liabilities denominated in foreign currencies at the balance sheet date are translated at the applicable current
rate prevailing at that date. All revenue and expenses associated with foreign currencies are converted at the rate of exchange
prevailing when such transactions occur. The resulting exchange gains or losses are reflected in other income (expense) in the
accompanying consolidated statements of income.

(w) Use of Estimates

Management of Advantest has made a number of estimates and assumptions relating to the reporting of assets and
liabilities and the disclosure of contingent assets and liabilities at the date of the consolidated financial statements and the
reported amounts of revenues and expenses during the period to prepare these consolidated financial statements in conformity
with accounting principles generally accepted in the United States of America. Significant items subject to such estimates and
assumptions include valuation allowances for trade receivables, inventories and deferred tax assets, various accruals such as
accrued warranty expenses, and assets and obligations related to employees retirement and severance plans. Actual results
could differ from those estimates.

(x) New Accounting Standards

In November 2004, the FASB issued SFAS No.151, “Inventory Costs-an amendment of ARB No. 43, Chapter 4”
(“SFAS 1517). SFAS 151 amends the guidance in ARB No.43, Chapter 4, “Inventory Pricing,” to clarify the accounting for
abnormal amounts of idle facility expense, freight, handling costs, and wasted material (spoilage). Among other provisions,
the new rule requires that items such as idle facility expense, excessive spoilage, double freight, and rehandling costs be
recognized as current period charges regardless of whether they meet the criterion of “so abnormal” as stated in ARB No. 43.
Additionally, SFAS 151 requires that the allocation of fixed production overheads to the costs of conversion be based on the
normal capacity of the production facilities. SFAS 151 is effective for fiscal years beginning after June 15, 2005 and is
required to be adopted by Advantest in the first quarter beginning April 1, 2006. Advantest is currently evaluating the effect
that the adoption of SFAS 151 will have on its consolidated results of operations and financial condition but does not expect
SFAS 151 to have a material impact.

In December 2004, the FASB issued SFAS No.153, “Exchange of Nonmonetary Assets-an amendment of APB
Opinion No.29” (“SFAS 153”), which eliminates the exception from fair value measurement for nonmonetary exchanges of
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similar productive assets in paragraph 21(b) of APB Opinion No.29, “Accounting for Nonmonetary Transactions”, and
replaces it with an exception for exchanges that do not have commercial substance. SFAS 153 specifies that a nonmonetary
exchange has commercial substance if the future cash flows of the entity are expected to change significantly as a result of
the exchange. SFAS 153 is effective for the fiscal periods beginning after June 15, 2005 and was adopted by Advantest in the
second quarter beginning July 1, 2005. The adoption of SFAS 153 did not have a material impact on the consolidated results
of operations and financial condition.

In May 2005, the FASB issued SFAS No.154, “Accounting Changes and Error Corrections™ (“SFAS 1547). SFAS 154
replaces APB Opinion No.20, “Accounting Changes” and SFAS No.3 “Reporting Accounting Changes in Interim Financial
Statements,” and provides guidance on the accounting for and reporting of accounting changes and error corrections. SFAS
154 establishes retrospective application, or the latest practicable date, as the required method for reporting a change in
accounting principle and the reporting of a correction of an error. SFAS 154 is effective for accounting changes and
corrections of errors made in the fiscal years beginning after December 15, 2005 and is required to be adopted by Advantest
in the first quarter beginning April 1, 2006. Advantest is currently evaluating the effect that the adoption of SFAS 154 will

have on its consolidated results of operations and financial condition but does not expect SFAS 154 to have a material impact.

In November 2005, the FASB issued FASB Staff Position FAS 115-1 and FAS 124-1, “The Meaning of Other-Than-
Temporary Impairment and Its Application to Certain Investments” (“FSP 115-1""), which provides guidance on determining
when investments in certain debt and equity securities are considered impaired, whether that impairment is other-than-
temporary, and on measuring such impairment loss. FSP 115-1 also includes accounting considerations subsequent to the
recognition of an other-than-temporary impairment and requires certain disclosures about unrealized losses that have not been
recognized as other-than-temporary impairments. FSP 115-1 is required to be applied to reporting periods beginning after
December 15, 2005 and was adopted by Advantest in the fourth quarter beginning January 1, 2006. The adoption of FSP 115-
1 did not have a material impact on the consolidated results of operations and financial condition.

(2) U.S. Dollar Amounts

U.S. dollar amounts presented in the consolidated financial statements and related notes are included solely for the
convenience of the reader. These translations should not be construed as representations as to what the yen amounts actually
represent, or have been or could be converted into, U.S. dollars. For this purpose, a rate of ¥117.47 per U.S.$1, the
approximate current exchange rate at March 31, 2006, was used for the convenience translation of the accompanying
financial results of Advantest as of and for the year ended March 31, 2006.

(3) Trade Receivables
Trade receivables at March 31, 2005 and 2006 are as follows:

2005 2006 2006
Yen U.S. Dollars
(Millions) (Thousands)
INOEES . e e e e ¥ 14,133 4905 $ 41,755
ACCOUNES ...ttt e e e e e e e e e eaaaaeeeeeeas 44,743 66,779 568,477
58,876 71,684 610,232
Less allowance for doubtful accounts...............oooveeeeeiveeeiecveeeennn.. 2,174 2,117 18,021

¥ 56,702 69,567 § 592,211

(4) Allowance for Doubtful Accounts

Changes in the allowance for doubtful accounts for the years ended March 31, 2004, 2005 and 2006 were as follows:

2004 2005 2006 2006
Yen U.S. Dollars
(Millions) (Thousands)
Balance at beginning of year ...........cccoeevevierveneenieennnne. ¥ 1,240 2,464 2,174 $ 18,507
Amount written off ............ccooeiiiiiiiei (17) 51 (12) (102)
Reversal of doubtful accounts.............ccceerveveecieriennnnnne. (212) (397) (84) (715)
Provision for doubtful accounts.........cc...cooeevveeeecneeeeennn.. 1,453 158 39 331
Balance at end of year..........cceceveiiiieiieeeeeee, ¥ 2464 2,174 2,117 $ 18,021

Advantest Annual Report 2006

42



(5) Inventories

Inventories at March 31, 2005 and 2006 are composed of the following:

2005 2006 2006

Yen U.S. Dollars

(Millions) (Thousands)
Finished 00dS ......ccviviieiiiiiieiicieieeeee et ¥ 7,347 6,974 $ 59,369
WOTK I PIOCESS ..ttt 16,879 15,944 135,728
Raw materials and SUPPLIES.........ccueruiriiieiiieieit e 5,359 6,993 59,530
¥ 29,585 29911 §$ 254,627

(6) Property, Plant and Equipment
Property, plant and equipment at March 31, 2005 and 2006 is composed of the following:
2005 2006 2006

Yen U.S. Dollars

(Millions) (Thousands)
Land ....oooeeieceeeeeeeeee e ¥ 19,192 18995 § 161,701
BUIIAINGS ..ottt 49,641 49,175 418,618
Machinery and eqUIPMENt ..........ccccvevuerinereeienienenenene e 27,162 30,350 258,364
Furniture and fiXtUres..........cocvviieiieeiieiiieeiee e 22,934 24,335 207,159
Construction N PrOZIESS ......coeererverrereererienteneneerererenenieseenees 349 69 587
119,278 122,924 1,046,429
Less accumulated depreciation ............ceeeveeeveeieeieeeesiesieeveennns 67,914 72,131 614,038
¥ 51,364 50,793 $ 432,391

(7) Goodwill and Other Intangible Assets

The components of acquired intangible assets excluding goodwill at March 31, 2005 and 2006 were as follows:

2005 2006
Gross carrying Accumulated Gross carrying Accumulated
amount amortization amount amortization
Yen
(Millions)
Intangible assets subject to amortization:
Software .......ccceeeeveeieeiieeeeei, ¥ 4,976 3,668 ¥ 5,551 4,425
Other......oooieieeeeeeeeeee 1,473 1,343 422 342
Total..ooieieeeee ¥ 6,449 5,011 ¥ 5,973 4,767
2006
Gross carrying Accumulated
amount amortization
U.S. dollars
(Thousands)
Intangible assets subject to amortization:
SOFEWATE .. $ 47,255 37,670
ONET ..t 3,592 2,911
TOAL. oo $ 50,847 40,581

Intangible assets not subject to amortization at March 31, 2005 and 2006 were insignificant.

Aggregate amortization expense for the years ended March 31, 2004, 2005 and 2006 was ¥1,765 million, ¥1,054
million and ¥758 million ($6,453 thousand), respectively. Estimated amortization expense for the next five years ending
March 31 is: ¥557 million ($4,742 thousand) in 2007, ¥286 million ($2,435 thousand) in 2008, ¥184 million ($1,566
thousand) in 2009, ¥109 million ($928 thousand) in 2010, and ¥42 million ($358 thousand) in 2011, respectively.
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Changes in the carrying amount of goodwill for the years ended March 31, 2005 and 2006 were as follows:

2005 2006 2006
Yen U.S. Dollars
(Millions) (Thousands)

Balance at beginning of Year ..........ccoecveieieriiiiieieieeee e ¥ 14206 1,426 $ 12,139
Acquisition during the year — — —

Balance at end of Year..........cccvevvieciieciieieeiece e ¥ 1426 1,426 §$ 12,139

The goodwill relates to the semiconductor and component test system segment.

(8) Investment Securities

Marketable securities consist of equity securities. The acquisition cost, gross unrealized gains, gross unrealized losses
and fair value at March 31, 2005 and 2006 were as follows:

2005
Gross Gross
Acquisition unrealized unrealized
cost gains losses Fair value
Yen (Millions)
Noncurrent:
Available-for-sale:
Equity securities ..........ccoeevevvereenreennennn, ¥ 3,803 2,516 — 6,328
2006
Gross Gross
Acquisition unrealized unrealized
cost gains losses Fair value
Yen (Millions)
Noncurrent:
Available-for-sale:
Equity Securities .........ceeveeveeeiereereenreennenns ¥ 4,424 4,559 8 8,975
2006
Gross Gross
Acquisition unrealized unrealized
cost gains losses Fair value
U.S. dollars (Thousands)
Noncurrent:
Available-for-sale:
Equity Securities .........ccecvvveeeeverieneeieennns $ 37,661 38,810 69 76,402

Gross realized gains and losses on available-for-sales equity securities for the years ended March 31, 2004, 2005 and
2006 were as follows:

2004 2005

Gross Gross Gross Gross
realized realized realized realized

gains losses gains losses

Yen (Millions) Yen (Millions)
Noncurrent:
Available-for-sale:

Equity SECUTTHIES .....eoveeeieieieie e ¥ 178 2 ¥ 934 —
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2006 2006

Gross Gross Gross Gross
realized realized realized realized
gains losses gains losses
Yen U.S. dollars
(Millions) (Thousands)
Noncurrent:
Available-for-sale:
EQUity SECUITHIES ...ovvevveeiiieeieeieiieieie e ¥ 1,040 — $ 8,853 —

Gross realized gains and losses based on the averaged cost method are included in “other income (expense)” in the

consolidated statements of income, and “other” in net cash provided by operating activities in the consolidated statements of
cash flows.

Proceeds from the sale of available-for-sales equity securities for the years ended March 31, 2004, 2005 and 2006 were
¥323 million, ¥1,428 million and ¥2,977 million ($25,343 thousand), respectively.

Gross unrealized losses on available-for-sale equity securities and the fair value of the related securities, aggregated by
length of time that individual securities have been in a continuous unrealized loss position, at March 31, 2006, were as
follows:

Less than 12 months 12 months or longer
Gross Gross
unrealized unrealized
Fair value losses Fair value losses
Yen (Millions)
Noncurrent:
Available-for-sale:
Equity SECUITties .......coveveeerieeiieeieeeeiieenien ¥ 280 8 — —
Less than 12 months 12 months or longer
Gross Gross
unrealized unrealized
Fair value losses Fair value losses
U.S. dollars (Thousands)
Noncurrent:
Available-for-sale:
Equity SECUTTHES ....c.eeveieieieieeeeeiieeeeiieiienie $ 2,384 68 — —

Advantest maintains non-marketable investment securities, which are recorded at cost. The carrying amounts of non-
marketable investment securities were ¥1,444 million and ¥3,298 million ($28,076 thousand) at March 31, 2005 and 2006,
respectively. For the year ended March 31, 2006, Advantest recognized impairment losses of ¥51 million ($434 thousand) on
non-marketable investment securities, which were considered other-than-temporarily impaired and wrote them down to the

fair value. The remaining investment securities with an aggregate cost of ¥3,147 million ($26,790 thousand) did not have
indicators of impairment.

(9) Derivative Financial Instruments

Derivative financial instruments are utilized by Advantest primarily to reduce foreign currency exchange risk.
Advantest does not hold or issue derivative financial instruments for trading purposes. Advantest generally does not require
or place collateral for these derivative financial instruments.

Derivative financial instruments contain an element of risk in the event the counterparties are unable to meet the terms
of the agreements. However, Advantest minimizes risk exposure by limiting the counterparties to major international banks
and financial institutions meeting established credit guidelines. Management of Advantest does not expect any counterparty
to default on its obligations and, therefore, does not expect to incur any losses due to counterparty default on its obligations.

Advantest had foreign exchange forward contracts to exchange currencies among Japanese yen, U.S. dollars and Euro
at March 31, 2005 and 2006. The notional amounts of these contracts were ¥7,603 million at March 31, 2005 and ¥10,929
million ($93,037 thousand) at March 31, 2006. The fair values of these contracts at March 31, 2005 are ¥1 million and ¥49
million, which are included in other current assets and other current liabilities, respectively. The fair values of these contracts
at March 31, 2006 are ¥57 million ($485 thousand) and ¥15 million ($128 thousand), which are included in other current
assets and other current liabilities, respectively. These contracts do not qualify for hedge accounting since they do not meet
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the hedging criteria specified by SFAS No. 133. Changes in the fair value are recognized in earnings under the caption of
other income (expense).

(10) Fair Value of Financial Instruments

The following table presents the carrying amounts and estimated fair values of Advantest’s financial instruments at
March 31, 2005 and 2006, except for cash and cash equivalents, trade receivables, other current assets, trade accounts
payable and accrued expenses for which fair value approximate their carrying amounts. Fair value estimates are made at a
specific point in time based on relevant market information and information about the financial instrument. These estimates
are subjective in nature and involve uncertainties and matters of significant judgement and, therefore, cannot be determined
with precision. Changes in assumptions could significantly , ffect the estimates.

2005 2006

Carrying Fair Carrying Fair
amount value amount value

Yen (Millions)
Financial assets:
Investment securities for which it is:

Practicable to estimate fair value............ooooveeevveiiiiiiiieciieeeens ¥ 6,328 6,328 ¥ 8975 8,975
Not practicable to estimate fair value .... 1,444 — 3,298 —
Foreign exchange forward Contracts ............ccceeeveevieeiieienieneenneenee 1 1 57 57
Financial liabilities:
Foreign exchange forward contracts .............cceeeeverenenesieieieenne. 49 49 15 15
Long-term debt including current portion .............ccceeeeeiveeeeeieneense. 20,083 20,354 40 43
2006
Carrying Fair
amount value
U.S. Dollars
(Thousands)
Financial assets:
Investment securities for which it is:
Practicable to estimate fair value...........cccoeovieiiiiiiieeiieceecee e $ 76,402 76,402
Not practicable to estimate fair value .........c..coceeeeecienenininnieieienns 28,076 —
Foreign exchange forward CONracts ...........ceceeveeriieriieiienieeeieee e 485 485
Financial liabilities:
Foreign exchange forward CONracts ...........cceeeeveeriieiieiienieniiecee e 128 128
Long-term debt including current portion .............ceeveeveereerieereeeeesieseeneens 340 366

The carrying amounts shown in the table are included in the consolidated balance sheets under the indicated captions.
And the carrying amounts of foreign exchange forward contracts are included in other current assets and other current
liabilities.

The following methods and assumptions were used to estimate the fair value of each class of financial instruments:

Cash and cash equivalents, trade receivables, other current assets, trade accounts payable, and accrued expenses
(nonderivatives): The carrying amounts approximate fair value because of the short maturity of these instruments.

Investment securities: The fair values of equity investments are based on quoted market prices at the reporting date for
those investments. It was not practicable to estimate the fair value of nonpublic companies; those investments are carried at
cost.

Long-term debt: The fair value of long-term debt is estimated by discounting future cash flows of each instrument at
rates currently offered to Advantest for similar debt , nstruments of comparable maturities by financial institutions.

Foreign exchange forward contracts: The fair value of foreign exchange forward contracts are estimated by obtaining
quotes from financial institution.

(11) Leases—Lessor

Advantest provides leases that enable its customers to use semiconductor test systems. All leases are classified as
operating leases. Lease terms range from 1 year to 5 years, and certain of the lease agreements are cancelable. The gross
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amount of machinery and equipment and the related accumulated depreciation under operating leases as of March 31, 2005
and 2006 were as follows:

2005 2006 2006

Yen U.S. Dollars

(Millions) (Thousands)
Machinery and €qUIPMEN ..........ccceeueeieieiieriesiee e ¥ 8221 9,687 $ 82,464
Less accumulated depreciation ...........ccoeeeeeeeriniiieieieeeeeee e 3,450 4,890 41,628

¥ 4,771 4,797 $ 40,836

Depreciation of machinery and equipment held under operating leases are included with depreciation expense. These
assets are included in property, plant and equipment.

Future minimum lease income under noncancelable operating leases as of March 31, 2006 is as follows:

Yen U.S. Dollars

Year ending March 31 (Millions) (Thousands)
2007 ettt ettt ettt aeens ¥ 1,526 $ 12,991
2008 ...ttt ettt et ete e ea 556 4,733
2000 . ettt ettt et et ene e ens 160 1,362
2000 1ttt ettt et e st et e e ens 24 204
20T T ottt et e e et e e ae e eaaeeaee s 1 9
Total minimum 1€ase INCOME .........cceevveviieieiiieeceieee e ¥ 2,267 $ 19,299

(12) Leases—Lessee
Tangible and intangible assets under capital leases at March 31, 2005 and 2006 were insignificant.

Advantest also has several noncancelable operating leases, primarily for office space and office equipment that expire
within the next five years. Rent expense, including rental payments for cancelable leases, for the years ended March 31, 2004,
2005 and 2006 was ¥1,352 million, ¥1,423 million and ¥1,408 million ($11,986 thousand), respectively.

Future minimum lease payments under noncancelable operating leases (with initial or remaining lease terms in excess
of one year) as of March 31, 2006 are as follows:

Yen U.S. Dollars
Year ending March 31 (Millions) (Thousands)
2007 et bbbttt ettt ¥ 296§ 2,520
2008 ..ttt ettt sttt 188 1,600
2009 .ttt 130 1,107
2010 ettt bbbttt ettt 98 834
Total minimum [€ase PAYMENLS.........c.ccerveririiieieieie et ¥ 712§ 6,061
(13) Short-Term and Long-Term Debt
Long-term debt at March 31, 2005 and 2006 consists of the following:
2005 2006 2006
Yen U.S. Dollars
(Millions) (Thousands)
Partially secured borrowings by mortgage of property, plant and equipment, due 2005 to
2008 with annual interest rates ranging from 1.05% to 4.125% in 2005 and 2006 ¥ 83 40 $ 340
Unsecured 1.88% bonds, due December 14, 2005...........coovviiieeiiiiieeieeeeeeeeeeeeeeeeene 20,000 — —
Total [ong-term debt........cceiiiiiiiiiie e 20,083 40 340
LLeSS CUITENE POTLION ....ueee ettt ettt ettt sttt eetest et e b e ee et e ebeeeeeseeneanseeeneas 20,043 30 255
Long-term debt, excluding current portion............ceeveeveeriereeneerieeieeieneeeeeans ¥ 40 10 $§ 85

At March 31, 2005, property, plant and equipment with a carrying amount of ¥393 million was pledged as collateral for
certain debt obligations in the amount of ¥24 million.
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The aggregate maturities of long-term debt for each of the five years subsequent to March 31, 2006 are as follows:

Yen U.S. Dollars

Year ending March 31 (Millions) (Thousands)
2007 ettt s h et e bt et n e s e beenae et e eaes ¥ 30 S 255
2008 ... ettt et h et e bt en bt st e e e b e e bt eteeneeeaes 10 85
Total 1ong-term debt........c.ccveuiiviieiiiiiiceicieece et ¥ 40 $ 340

(14) Income Taxes

The components of income before income taxes and provision (benefit) for income taxes as shown in the consolidated
statements of income are as follows:

2004 2005 2006 2006
Yen U.S. Dollars
(Millions) (Thousands)
Income before income taxes:
The Company and domestic subsidiaries ............cccoeerereeieeenennse. ¥ 20,096 47,020 54877 $§ 467,157
Foreign subsidiaries..........c.ovveruieriieiieeieeieeeeee e 8,782 14,788 12,577 107,066

¥ 28,878 61,808 67,454 $§ 574,223

2004 2005 2006 2006
Yen U.S. Dollars
(Millions) (Thousands)
Provision (benefit) for income taxes:
Current:
The Company and domestic subsidiaries .............cceevvrecrrevereennen. ¥ 1,356 5,719 19,831 $§ 168,818
Foreign subSIAIAries........ceevvievieiieieiiiecieesieeie et 3,490 4,471 5,244 44,641
Deferred:
The Company and domestic subsidiaries .............cceevveecrrevereennen. 6,749 13,424 747 6,359
Foreign subSIAIAries........cvevvievieiieieciiecieecie et (46) 116 258 2,196

¥ 11,549 23,730 26,080 $ 222,014

The Company and its domestic subsidiaries are subject to a corporate tax of 30%, an inhabitant tax of between 18.1%
and 20.7% and a deductible business tax of between 7.2% and 10.1%, which in the aggregate resulted in a statutory income
tax rate of 40.3% for the year ended March 31, 2005 and 2006. Amendments to the Japanese tax regulations were enacted on
March 24, 2003. As a result of these amendments, the statutory income tax rate was reduced from approximately 42% to
40.3% effective from the year beginning April 1, 2004. Consequently, the statutory tax rate was to be lowered to 40.3%
applicable for deferred tax assets and liabilities expected to be settled or realized subsequent to April 1, 2004. The adjustment
of deferred tax assets and liabilities for this change in the tax rate was ¥143 million and reflected in the consolidated
statements of operations for the year ended March 31, 2004.

A reconciliation of the Japanese statutory income tax rate and the effective income tax rate as a percentage of income
before income taxes is as follows:

2004 2005 2006
STATULOTY TAX TALC....eeeeuteiietiete sttt sttt ettt et sa ettt n et b e 42.0% 40.3% 40.3%
Increase (reduction) in income taxes resulting from:
Earnings of foreign subsidiaries taxed at different rate from the statutory rate in
JAPAN ..ttt 2.7) (2.3) (1.8)
Tax credits CarNEd ........c..ieeiiiiiiieieccie ettt e e e sb e e eae e beeeaaennne (0.5) (1.4) (3.8)
Expenses not deductible for taX PurpoSEes .........coceecveveriirienirineneeieieenenese e 1.2 1.7 1.3
Tax on undistributed EarniNgs ........cceeoveerieriieeieeie ettt — — 2.2
Change in valuation alloWancCe.............cecereiiiieiieiiereeeeeee e (0.3) (0.3) (0.0)
TaX 12t CRANZE ..ottt ettt e ee (0.5) — —
OtRET, NMET....iiiiiieiii ettt e e b e st e e s b e e saaeestbeeesseesabeessseessseesssaennns 0.8 04 0.5

40.0% 38.4% 38.7%
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The tax effects of temporary differences that give rise to significant portions of the deferred tax assets and deferred tax
liabilities at March 31, 2005 and 2006 are presented below.

2005 2006 2006
Yen U.S. Dollars
(Millions) (Thousands)
Deferred tax assets:
TIIVEIIEOTIES ..ot et e et e e e e e e e e e seeeaeenes ¥ 4,950 4,379 % 37,278
Tax effect on intercompany Profit..........ccoeeeeeeerieriienieiieeeeeeseese e 2,534 2,651 22,567
Accrued Warranty EXPENSES. ......ceuueueuerueeeeeueeieseeseessesseeseaseeneaneeeensesseesesneens 1,060 1,696 14,438
Accrued pension and SEVEIrance COSE.........evureurrrieriieriinieeeeieeie e seee e 5,049 4,970 42,309
ACCTUCA CXPOINISES ..nveeeieiieiientienie et eiteseeetee st eteeeesneesseeseenseenseeneesneesneennes 4,543 4,891 41,636
Research and development expenses capitalized for tax purposes............... 1,957 1,361 11,586
Operating 10ss carryforwards ..........ccccoiverveecienincninineeccrcecse e 444 330 2,809
Property, plant and equipment and intangible assets.............cccceverenerennne 689 1,528 13,008
TAX CTEAILS ..o eaaeeen 2,048 18 153
ONET ..ottt ettt et ettt 2,241 2,533 21,563
Total gross deferred tax assets........ccvevvieievieiierienieeie e 25,515 24,357 207,347
Less valuation alloWanCe .............oeoeuveeeioieeeeieee e 3,025 1,263 10,752
Net deferred tax aSSEtS.....cveiiiiieiiieiiieeie et e 22,490 23,094 196,595
Deferred tax liabilities:
Net unrealized gains on marketable SECUrIties ..........cceevvvervieiierieeieriennenne. 874 1,807 15,383
Tax on undistributed Carnings ...........coceevveveeiiieeiiereeeieereere e — 1,467 12,488
ONET .ttt ettt te b e esbeesbeetaeeaaesaeesreenns 44 46 392
Total gross deferred tax liabilities ..........cceveerieieeiienerieeeeeeee 918 3,320 28,263
Net deferred taX ASSELS .. .uviiiiveeeei it ¥ 21,572 19,774 $§ 168,332

Included in other current liabilities and other liabilities are deferred tax liabilities of ¥539 million, ¥1,312 million
($11,169 thousand) at March 31, 2005 and 2006, respectively.

The net changes in the valuation allowance for the years ended March 31, 2004, 2005 and 2006 were increases of ¥509
million and ¥876 million and a decrease of ¥1,762 million , $15,000 thousand), respectively.

Net operating loss carryforwards utilized during the years ended March 31, 2004, 2005 and 2006 were ¥24,510 million,
¥31,132 million and ¥777 million ($6,614 thousand), respectively.

At March 31, 2006, Advantest had net operating loss carried forwards for income tax purposes of approximately ¥821
million ($6,989 thousand) which are available to reduce future income taxes, if any. These operating losses will expire
starting from the year ending March 31, 2009 through the year ending March 31, 2013.

Management of Advantest intends to reinvest certain undistributed earnings of the Company’s foreign subsidiaries for
an indefinite period of time. As a result, no deferred tax liabilities has been recognized on undistributed earnings of these
subsidiaries not expected to be remitted in the foreseeable future, aggregating ¥53,951 million ($459,272 thousand) at
March 31, 2006. Deferred tax liabilities will be recognized when Advantest expects that it will realize those undistributed
earnings in a taxable manner, such as through receipt of dividends or sale of the investments. The related deferred tax liability
would have been ¥8,621 million ($73,391 thousand) at March 31, 2006.

In assessing the realizability of deferred tax assets, management considers whether it is more likely than not that some
portion or all of the deferred tax assets will not be realized.

The ultimate realization of deferred tax assets is dependent upon the generation of future taxable income during the
periods in which those temporary differences become deductible. Management considers the scheduled reversal of deferred
tax liabilities, projected future taxable income, and tax planning strategies in making this assessment. At March 31, 2006,
Advantest has recorded on its consolidated balance sheet, net deferred tax assets of ¥19,774 million ($168,332 thousand).
Based upon projections for future taxable income over the periods in which the deferred tax assets are deductible including
management’s expectations of future semiconductor market and semiconductor and component test systems market prospects
and other factors, management believes it is more likely than not that Advantest will realize the benefits of these deductible
differences, net of the existing valuation allowance, at March 31, 2006. The amount of the deferred tax assets considered
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realizable, however, could be reduced in the near term if estimates of future taxable income are reduced and the effect on
Advantest’s consolidated financial position and results , f operations could be significant.

(15) Other Comprehensive Income (Loss)

The accumulated balances for each classification of other comprehensive income (loss) for the years ended March 31,

2004, 2005 and 2006 are as follows:

Foreign Net Minimum Accumulated
currency unrealized pension other
translation gains on liability comprehensive
adjustments securities adjustments income (loss)
Yen (Millions)
Balance at April 1, 2003 .......ccooiieiiiiieeeeeeeeee e ¥ (4,111) 56 — (4,055)
Change during the year............ccoevuevierierieriieieeeeere e (3,976) 1,330 (1,396) (4,042)
Reclassification adjustments for realized portion.................... — 36 — 36
(3,976) 1,366 (1,396) (4,006)
Balance at March 31, 2004 .........oveoovverereeeeeeseseeeeseeseseee ¥ o (8,087) 1,422 (1,396) (8,061)
Change during the year..........ccccoveiiiiiieieieereeeeees 1,635 583 1,396 3,614
Reclassification adjustments for realized portion.................... — (431) — (431)
1,635 152 1,396 3,183
Balance at March 31, 2005 ..........cccoeivieieeiieiccieceeeee e ¥ (6,452) 1,574 — (4,878)
Change during the year............ccoevueveeniereerii e 5,074 1,862 — 6,936
Reclassification adjustments for realized portion.................... — (714) — (714)
5,074 1,148 — 6,222
Balance at March 31, 20006 .........cccoooeeeeieieieeeeeeeeeeeeeeen ¥ (1,378) 2,722 — 1,344
Foreign Net Minimum Accumulated
currency unrealized pension other
translation gains on liability comprehensive
adjustments securities adjustments income (loss)
U.S. Dollars (Thousands)
Balance at March 31, 2005 ..........ccooeivieiieeiieiececeee e $  (54,925) 13,399 — (41,526)
Change during the year............ccoevvevierienienii e 43,194 15,851 — 59,045
Reclassification adjustments for realized portion.................... — (6,078) — (6,078)
43,194 9,773 — 52,967
Balance at March 31, 2000 ............ccecevivieinineininceeeeen $  (11,731) 23,172 — 11,441

The related tax effects allocated to each component of other comprehensive income (loss) for the years ended March 31,

2004, 2005 and 2006 are as follows:

Year ended March 31, 2004:

Foreign currency translation adjustments ...........ccoceeoeerieriererese e

Net unrealized gains on securities:

Net unrealized gains arising during the year............ccoceeeeveninineieneeeene
Less reclassification adjustments for net gains realized in earnings ............

Net unrealized GAINS ........ocveeiieiieieeieeiere et ne
Minimum pension liability adjustments. ...........cccoeeviveriieienieriee e

Other comprehensive INCOME (10SS)........eeeerieriiieieiereieeee e

Year ended March 31, 2005:

Foreign currency translation adjustments ...........cceecvveveeieeieneenieeieeie e

Net unrealized gains on securities:

Tax
Before-tax (expense) Net-of-tax
amount or benefit amount
Yen (Millions)

¥ (3,976) — (3,976)
1,938 (608) 1,330

36 — 36

1,974 (608) 1,366
(2,339) 943 (1,396)
¥ (4,341) 335 (4,006)
¥ 1,635 — 1,635
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Net unrealized gains arising during the year .........c.ccocvcvecienenineninencnnens 857 (274) 583

Less reclassification adjustments for net gains realized in earnings ............ (431) — (431)

Net Unrealized AINS .......cvveevieiieieeieeeieeie ettt sre e esae e 426 (274) 152
Minimum pension liability adjustments...........cccceeeriieiieierienieieeie e 2,339 (943) 1,396
Other comprehensive income (10SS)......eerverieriirieiiee e ¥ 4,400 (1,217) 3,183
Year ended March 31, 2006:
Foreign currency translation adjustments ...........ccccooeeiriiieieieienee e ¥ 5074 — 5,074
Net unrealized gains on securities:

Net unrealized gains arising during the year ............ccocoeoeeeiiiiienenieeens 3,119 (1,257) 1,862

Less reclassification adjustments for net gains realized in earnings ............ (1,076) 362 (714)

Net unrealized GAINS .....c.oovveevieiieieeieeieee et sre e e 2,043 (895) 1,148
Minimum pension liability adjustments. ...........cceceeriieiiieienieniee e — — —
Other comprehensive INCOME (10SS).....cc.eviririeiieeriieeeie et ¥ 7,117 (895) 6,222

Tax
Before-tax (expense) Net-of-tax
amount or benefit amount

U.S. Dollars (Thousands)
Year ended March 31, 2006:

Foreign currency translation adjustments ............cceecvveeeieienienieneeieeie e $ 43,194 — 43,194
Net unrealized gains on securities:
Net unrealized gains arising during the year..........cccoccoeveevvevieeieecvenieneenne. 26,552 (10,701) 15,851
Less reclassification adjustments for net gains realized in earnings ............ (9,160) 3,082 (6,078)
Net unrealized GAINS .....c.eevieiieiieie ettt 17,392 (7,619) 9,773
Minimum pension liability adjustments............coeoeerieiiiiiienienieeeeee e — — —
Other comprehensive iNCome (10SS).....c.vevvirrierierieriieie et $ 60,586 (7,619) 52,967

(16) Stock-Based Compensation

Advantest has two types of stock-based compensation plans as incentive plans for directors and selected employees.
One plan uses stock options and the other plan detachable warrants.

In January 2000 and February 2001, the Company issued unsecured bonds with detachable warrants. Simultaneously
with the issuance of the unsecured bonds, the Company purchased all of the detachable warrants from the underwriter and
distributed such warrants to directors and selected employees of the Company and its subsidiaries. By exercising a warrant,
directors and selected employees could purchase the shares of the Company, the number of which was 99,000 shares and
319,500 shares at the exercise price of ¥21,840 and ¥14,018 for warrants issued in January 2000 and February 2001,
respectively. Warrants were granted with an exercise price equal to 1.05 times the closing prices of the Company’s shares
traded on the Tokyo Stock Exchange on the date of each grant. Under each plan, 990 warrants and 3,195 warrants in January
2000 and February 2001, respectively, were issued. The warrants vested fully immediately, and were exercisable up to 4
years from the date of grant. For financial reporting purposes, these transactions were accounted for as the issuance of debt to
third parties and separately as the issuance of warrants to directors and employees. The issuance of the warrants to directors
and employees was accounted for under APB Opinion No. 25. All unexercised warrants issued during the year ended
March 31, 2000 and 2001 expired in accordance with their original terms during the years ended March 31, 2004 and 2005.

In July 2002, stock options were issued to directors, corporate auditors and certain employees of the Company and its
subsidiaries under a stock option plan approved by the Board of Directors. The number of granted shares totaled 735,000.
Options were granted with an exercise price of ¥8,148 per share that is equal to the higher of (1) 1.05 times the average price
of the Company’s common shares of the preceding month on the date of grant and (2) the closing price of the Company’s
common shares traded on the Tokyo Stock Exchange on the date of grant. The options have an exercise period of 4 years and
are exercisable from April 1, 2003.

In April 2003, stock options were issued to a director and certain employees of foreign subsidiaries under a stock
option plan approved by the Board of Directors. The number of granted shares totaled 14,000. Options were granted with an
exercise price of ¥8,148 per share that is equal to the higher of (1) 1.05 times the average price of the Company’s common
shares of the preceding month on the date of grant, (2) the closing price of the Company’s common shares traded on the
Tokyo Stock Exchange on the date of grant, and (3) the exercise price at which the July 2002 options were granted. The
options have an exercise period of no later than March 31, 2007 and are exercisable from May 1, 2003.
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In June 2003, stock options were issued to directors, executive officers, corporate auditors and certain employees of the
Company and its subsidiaries under a stock option plan approved by the Board of Directors. The number of granted shares
totaled 734,000. Options were granted with an exercise price of ¥5,160 per share that is equal to the higher of (1) 1.05 times
the average price of the Company’s common shares of the preceding month on the date of grant and (2) the closing price of
the Company’s common shares traded on the Tokyo Stock Exchange on the date of grant. The options have an exercise
period of 4 years and are exercisable from April 1, 2004.

In August 2003, January 2004 and March 2004, stock options were issued to a director and certain employees of
foreign subsidiaries under a stock option plan approved by the Board of Directors. The number of granted shares totaled
6,000, 7,000 and 3,000, respectively. Options were granted with exercise prices of ¥8,090, ¥9,220 and ¥8,550 per share,
respectively, those are equal to the higher of (1) 1.05 times the average price of the Company’s common shares of the
preceding month on the date of grant, (2) the closing price of the Company’s common shares traded on the Tokyo Stock
Exchange on the date of grant, and (3) the exercise price at which the June 2003 options were granted. All of the options have
an exercise period of 4 years and are exercisable from April 1, 2004.

In July 2004, stock options were issued to directors, executive officers, corporate auditors and certain employees of the
Company and its subsidiaries under a stock option plan approved by the Board of Directors. The number of granted shares
totaled 761,000. Options were granted with an exercise price of ¥7,464 per share that is equal to the higher of (1) 1.05 times
the average price of the Company’s common shares of the preceding month on the date of grant and (2) the closing price of
the Company’s common shares traded on the Tokyo Stock Exchange on the date of grant. The options have an exercise
period of 4 years and are exercisable from April 1, 2005.

In November 2004, stock options were issued to certain employees of foreign subsidiaries under a stock option plan
approved by the Board of Directors. The number of granted shares totaled 4,000. Options were granted with an exercise price
of ¥7,464 per share that is equal to the exercise price of the July 2004 options. The options have an exercise period of 4 years
and are exercisable from April 1, 2005.

In April 2005, stock options were issued to certain employees of foreign subsidiaries under a stock option plan
approved by the Board of Directors. The number of granted shares totaled 4,000. Options were granted with an exercise price
of ¥7,464 per share that is equal to the exercise price of the July 2004 options. The options have an exercise period of 4 years
and are exercisable from April 1, 2005.

In July 2005, stock options were issued to directors, executive officers, corporate auditors and certain employees of the
Company and its subsidiaries under a stock option plan approved by the Board of Directors. The number of granted shares
totaled 759,000. Options were granted with an exercise price of ¥8,600 per share that is equal to the higher of (1) 1.05 times
the average price of the Company’s common shares of the preceding month on the date of grant and (2) the closing price of
the Company’s common shares traded on the Tokyo Stock Exchange on the date of grant. The options have an exercise
period of 4 years and are exercisable from April 1, 2006.

In December 2005, stock options were issued to certain employees of foreign subsidiaries under a stock option plan
approved by the Board of Directors. The number of granted shares totaled 8,000. Options were granted with an exercise price
of ¥8,600 per share that is equal to the exercise price of the July 2005 options. The options have an exercise period of 4 years
and are exercisable from April 1, 2006.

In February 2006, stock options were issued to certain employees of foreign subsidiaries under a stock option plan
approved by the Board of Directors. The number of granted shares totaled 2,000. Options were granted with an exercise price
of ¥13,403 per share that is equal to the higher of (1) 1.05 times the average price of the Company’s common shares of the
preceding month on the date of grant, (2) the closing price of the Company’s common shares traded on the Tokyo Stock
Exchange on the date of grant and (3) ¥8,600 per share that is equal to the exercise price of the July 2005 options. The
options have an exercise period of 4 years and are exercisable from April 1, 2006.

The exercise price of the stock options is subject to adjustment, if there is a stock split or consolidation of shares, or if
new shares are issued or treasury stocks are sold at a price that is less than the market price.

Stock option activity during the years ended March 31, 2004, 2005 and 2006 is as follows:
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2004 2005 2006

Weighted Weighted Weighted
average average average
Number of exercise Number of exercise Number of exercise
shares price shares price shares price
Outstanding at beginning of year............. 1,113,800 ¥ 10,942 1,772,500 ¥ 7,973 2,064,000 ¥ 7,021
GIANLE ..o 764,000 5,288 765,000 7,464 773,000 8,607
EXEICISEA cvvrveveeeeeeeeeeeeeeeeseeeeseseeseeseeone (21,000) (8,148)  (152,000) 5,632 (908,000) 7,023
EXPITE. oo (84,300)  (21,060)  (321,500) 13,981 — —
Outstanding at end of year ....................... 1,772,500 7,973 2,064,000 7,021 1,929,000 7,656
Exercisable at end of year........................ 1,022,500 ¥ 9,982 1,299,000 ¥ 6,760 1,160,000 ¥ 7,021

Cash received from option exercises under stock option plans for the years ended March 31, 2005 and 2006 was
¥ 937 million and ¥6,377 million ($54,286 thousand), respectively.

At March 31, 2006, all of the outstanding stock options were as follows:

Outstanding Exercisable
Weighted Weighted
‘Weighted average ‘Weighted average
average remaining average remaining
Number of exercise contractual Number of exercise contractual
Exercise price options price life options price life
¥ 5,160 310,000 ¥ 5,160 2.0 years 310,000 ¥ 5,160 2.0 years
7,464 - 9,220 1,617,000 8,127 3.1 years 850,000 7,700 2.3 years
13,403 2,000 13,403 4.0 years — — —

1,929,000 7,656 2.9 years 1,160,000 7,021 2.2 years

The aggregate intrinsic values of stock options outstanding and exercisable at March 31, 2006 were ¥12,296 million
($104,674 thousand) and ¥8,130 million (569,209 thousand), respectively.

(17) Accrued Pension and Severance Cost

The Company and certain of its subsidiaries have unfunded retirement and severance plans. On terminating
employment, substantially all employees of the Company and certain subsidiaries are entitled to lump-sum payments.

The Company and its domestic subsidiaries also had a contributory defined benefit retirement and severance plan
covering substantially all employees. The contributory plan mainly represents the Employees’ Pension Fund (“EPF”) plan,
composed of the substitutional portions based on the pay-related part of the old age pension benefits prescribed by the
Welfare Pension Insurance Law in Japan and the corporate portions based on contributory defined benefit pension
arrangements established at the discretion of the Company and its . ubsidiaries.

In January 2003, the Emerging Issues Task Force reached a final consensus on Issue No. 03-2 (“EITF 03-27),
“Accounting for the Transfer to the Japanese Government of the Substitutional Portion of Employee Pension Fund
Liabilities,” which addresses accounting for a transfer to the Japanese government of a substitutional portion of an EPF. On
October 1, 2004, the Company and certain of its consolidated domestic subsidiaries received approval from the Minister of
Health and Labor to return the substitutional portion of its EPF for the prior employees’ services under the transfer of its EPF
to the defined benefit corporate pension plan, and made the payment of the amount pertinent to the return (minimum liability
reserve) to the national treasury on February 24, 2005. Advantest accounted for the elimination of future benefits and relief of
past obligations with the transfer of assets as the culmination of a series of steps in a single settlement transaction and
recognized a net gain of ¥3,317 million through these transactions for the year ended March 31, 2005, which is included in
selling, general and administrative expenses and consists of ¥6,116 million of a subsidy from the government, calculated as
the difference between the obligation settled and the plan assets transferred to the government, and ¥2,799 million of a
settlement loss on recognition of related unrecognized actuarial loss.

Effective April 1, 2005, the Company and its domestic subsidiaries amended their severance indemnity plan by
introducing a “point-based benefits system,” under which benefits are calculated based on accumulated points allocated to
employees each year according to their job classification and their performance.

Effective April 1, 2005, the Company and its domestic subsidiaries amended their defined benefit pension plans, and a
cash balance pension plan was established. Under a cash balance pension plan, the benefits are calculated based on
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accumulated points allocated to employees each year according to their job classification and their performance with a certain
interest rate calculated based on the upper and lower limit of a market interest rate. These amendments resulted in a decrease
in the Company’s projected benefit obligation.

Information about the retirement and severance plans of Advantest for the years ended March 31 are as follows:

2004 2005 2006 2006
Yen U.S. Dollars
(Millions) (Thousands)
Components of net periodic benefit cost:
SEIVICE COST .ottt ¥ 1,691 1,710 1,843  $ 15,689
INEEICSE COSE .. 860 853 565 4,810
Expected return on plan assets ..........ccceevereerieniienieeiesie e (495) (583) (478) (4,069)
Amortization of unrecognized:
Net transition obligation ............cceeeverveeiierierienieie e 214 — — —
Net actuarial (gain) or 10SS.......cocverieiieiiiiieeee e 317 547 249 2,120
Prior SEIVICE COSE c.vviiiiiiiiiieiiieciie et (116) (144) (229) (1,950)
SettlemMeEnt L0SS......eeiueieiiieeiieetie et — 2,799 — —
Net periodic benefit CoSt .......oovvrvuiiviieviieiiiieieieee e ¥ 2471 5,182 1,950 $ 16,600

The following table sets forth the plans’ benefit obligation, fair value of plan assets, funded status at March 31, 2005
and 2006.

2005 2006 2006
Yen U.S. Dollars
(Millions) (Thousands)
Change in benefit obligation:
Balance at beginning of Year...........ocecveivieieiriiieireieeseeeeee s ¥ 42976 28,687 § 244,207
SEIVICE COSE c.vviiiiiiiiiieiieetteeeteeeette e ettt e st e e sreestbeesteeestbeesaaeestseensseessseassneenns 1,710 1,843 15,689
TNEEIESE COST ..ttt e e e e e e e 853 565 4,810
Plan amendment .............ccoeiieieiienieiee e (1,912) — —
Actuarial (ZaiN) OF LOSS.......evvieriieiieiieie et (2,169) 289 2,460
Benefits Paid......ccoveiieiieiieieeieee e (379) (413) (3,516)
Transfer of the substitutional POrtion ............ccevvereerierieriieieeie e (12,392) — —
Balance at end of Year..........coccviiiiiiiiiie e 28,687 30,971 263,650
Change in plan assets:
Balance at beginning Of YEar.........cccvevieriieriierii e 19,441 15,922 135,541
Employer CONribULIONS .........eeveriieriieiieie ettt 2,348 2,075 17,664
Actual return on plan @SSELS.........c.eeevreieeierierieriee et 667 3,736 31,804
Benefits Paid......ccoveiieiieiieieeieee e (258) (226) (1,924)
Transfer of the substitutional POrtion ............ccevvereeriierieriieieeie e (6,276) — —
Balance at end of Year..........coccveiiiiiiiiit e 15,922 21,507 183,085
FUNAEA STATUS ..ot nees (12,765) (9,464) (80,565)
Unrecognized prior service cost (Denefit).........ccoevverierieciieiienieniesieseeie e (3,482) (3,253) (27,692)
Unrecognized net actuarial 10SS .........ceeeviviiiiieierieieeeeee e 3,642 425 3,618
Net amount reCOZNIZEA ......oueeuiiieieieiiee ettt ¥ (12,605) (12,292) $§ (104,639)
2005 2006 2006
Yen U.S. Dollars
(Millions) (Thousands)
Pension plans with accumulated benefit obligations in excess of plan assets:
Projected benefit Obliation...........cceevvieeiiicieiieeieeeeeeee e ¥ 28,687 30,971 $§ 263,650
Accumulated benefit OblIGation ..........c.ccvevievieeiieiiieieeieeee e 26,614 28,965 246,574
Fair value of plan @ssets ..........ccocverieriieriieiieieceeeee e 15,922 21,507 183,085

Other information about the retirement and severance plans of Advantest is as follows:

Measurement date:
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The measurement date for the pension plans is March 31.

Assumptions:
2005 2006
Weighted-average assumptions used to determine benefit obligations as of March 31:
DISCOUNE TALE ...ttt ettt ettt sttt et eet e e et e et e seene e s eneens e e e eseabeeaeeseeneenes 2.0% 2.0%
Rate of COMPENSAtIoN INCTEASE .......ccveveuiriirieiieiirieteitrtee ettt 3.1% 3.1%
2004 2005 2006
Weighted-average assumptions used to determine net periodic benefit cost for the years
ended March 31:
DISCOUNT TALE ...ttt sttt st sttt sbe e sbe e eee 2.5% 2.0% 2.0%
Expected return on plan aSSELS .......c..ccveeierierieriieiieie et 3.0% 3.0% 3.0%
Rate of cCOmMPENSAtion INCIEASE .........ceueiierriertieiieteeteeeeetteseesteeee e seeeseeenseenseennens 3.3% 3.3% 3.1%

Advantest determines the expected return based on the asset portfolio, historical returns and estimated future returns.
Plan assets:

Advantest’s domestic benefit plans’ weighted-average asset allocation at March 31, 2005 and 2006 by asset category
are as follows:

2005 2006
EQUILY SECUITLICS. ....vvevieiieeiieiieeiiectieie ettt e e e e esaesseeseesaeeseeses 63.8% 67.7%
DEDE SECUITLIES .....veuveneiiiiieiieitetete sttt st 27.2 22.1
CASH o 2.2 2.5
Life insurance company general aCCOUNLS .........cceerveerreerieeveriereeseeesaenneeens 6.8 7.7

100.0% 100.0%

Advantest’s investment policies are designed to ensure adequate plan assets are available to provide future payments of
pension benefits to eligible participants by attaining necessary long-term total returns on plan assets. Taking into
consideration the expected returns, associated risks and correlations of returns between asset categories in plan assets,
Advantest determines an optimal combination of equity and debt securities as Policy Asset Allocation (“PAA”). Plan assets
are invested in individual equity and debt securities according to PAA with mid-term to long-term viewpoint, which is
revised periodically to the extent considered necessary to achieve the expected long-term rate of return on plan assets.

Cash flows:

Advantest expects to contribute ¥2,107 million ($17,936 thousand) to its domestic defined benefit plans during the year
ending March 31, 2007.

Estimated future benefit payments:

The following benefit payments, which reflect expected future service, as appropriate, are expected:

Yen U.S. Dollars

Year ending March 31 (Millions) (Thousands)
2007 e ettt ettt et n e ae et eas ¥ 522§ 4,444
2008 ... ettt ettt et en et ea 459 3,907
2009 ettt ettt eae 581 4,946
2000 ettt et ea 655 5,576
20T T ettt e 707 6,019
2012 = 2016 et 4,566 38,869

(18) Stockholders’ Equity

Changes in the number of shares issued and treasury stock during the years ended March 31, 2004, 2005 and 2006 are
as follows:
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Total shares of Shares of

common stock treasury stock
Number of shares as of April 1, 2003 .........cccoeviveviieiiiiieeieeee e 99,783,385 1,537,026
Purchase 0f Shares.............ooooviiieoiiii e — 4,141
Exercise of StOCK OPHIONS .....oveevieiieiiesiiesieeee e — (21,000)
Decrease upon share eXchange ...........occvevverierieiieiieiescecee e — (12,283)
Sale OF SNATES ..ot — (139)
Number of shares as of March 31, 2004 ..........coovvviiiieiieiiiiieeeeeeeen. 99,783,385 1,507,745
Purchase of Shares..........cccveviiiiiiiciicciecccece e — 6,004,290
Exercise of StOCK OPHIONS .....cvievieiiieiiesiierieee e — (152,000)
Sale OF SNATES .....eoueieiie e — (265)
Number of shares as of March 31, 2005 ..........coovviiiiioieeiiieeeeeeeeee. 99,783,385 7,359,770
Purchase of Shares..........cccveviiiiiiieiicciecce e — 5,098
Exercise of StOCK OPHIONS .....ovvevieiieiiesiiecieeeeee e — (908,000)
Sale OF SNATES .....eoviiieie e — (132)
Number of shares as of March 31, 2006 ...........ccoocvviivvvieeiiieeeeeeeeenen. 99,783,385 6,456,736

The Commercial Code of Japan provides that an amount equal to at least 10% of appropriations paid in cash be
appropriated as a legal reserve until an aggregated amount of additional paid-in capital and the legal reserve equals 25% of
common stock. Certain foreign subsidiaries are also required to appropriate their earnings to legal reserves under the laws of
the respective countries.

Cash dividends for the years ended March 31, 2004, 2005 and 2006 represent dividends paid out during those years.
The accompanying consolidated financial statements do not include any provision for the dividend for the second half-year of
¥45 ($0.38) per share, aggregating ¥4,120 million ($35,073 thousand), subsequently proposed by the Board of Directors in
respect of the year ended March 31, 2006.

The amount available for dividends is determined under the Commercial Code of Japan and amounted to ¥126,129
million ($1,073,712 thousand) at March 31, 2006.

(19) Accrued Warranty Expenses

Advantest issues contractual product warranties under which it generally guarantees the performance of products
delivered and services rendered for a certain period or term. Changes in accrued warranty expenses for the years ended
March 31, 2005 and 2006 were summarized as follows:

2005 2006 2006
Yen U.S. Dollars
(Millions) (Thousands)
Balance at beginning of Year .........cccceveevvieviieiieieceeeeereee e ¥ 3121 4,090 $ 34,817
AQITION . 6,087 7,645 65,080
UHIHZALION ...ttt sae et esae e (5,174) (7,035) (59,888)
Translation adjustments ............cceevveveeriereerieeie e 56 76 648
Balance at end 0f YEar...........c.cooieveuiieeeiiceece e ¥ 4,090 4,776 $ 40,657

(20) Operating Segment and Geographic Information

Advantest manufactures and sells semiconductor and component test system product group and mechatronics-related
product group such as test handlers and device interfaces. Advantest also engages in research and development activities and
provides maintenance and support services associated with these products. In accordance with SFAS No. 131, “Disclosure
about Segments of an Enterprise and Related Information”, Advantest has three operating and reportable segments, which are
the design, manufacturing, and sale of semiconductor and component test system, mechatronics system and services, support
and others. These operating segments are determined , ased on the nature of the products and the markets.

The semiconductor and component test system segment provides customers with test system products for the
semiconductor industry and the electronic parts industry. Product lines provided by the semiconductor and component test
system segment include test systems for memory semiconductors for memory semiconductor devices and test systems for
SoC semiconductors for non memory semiconductor devices. The mechatronics system segment provides product lines such

Advantest Annual Report 2006

56



as test handlers, mechatronic-applied products, for handling semiconductor devices, device interfaces that serve as interfaces
with the devices that are measured and operations related to nano-technology products. The services, support and others
segment consists of comprehensive customer solutions provided in connection with the above segments, support services,
equipment lease business and others. Fundamental research and development activities and headquarters functions are
represented by Corporate.

As of April 1, 2004, Advantest reclassified and regrouped its two reportable segments of “automated test equipment”
and “measuring instruments” into the following three new segments; “semiconductor and component test system”,
“mechatronics system” and “services, support and others”. Accordingly, the segment information for the year ended
March 31, 2004 has been restated based on the three new business segments.

Operating segment information during the years ended March 31, 2004, 2005 and 2006 are as follows:

Semiconductor
and Component Mechatronics Services, Elimination
Test System System Support and
Business Business and Others Corporate Total
Yen (Millions)
As of and for the year ended March 31, 2004:
Net sales to unaffiliated customers.................. ¥ 119,765 33,988 20,465 — 174,218
INter-segment.........cccveevieriieieeieiiereese e 3,724 237 — (3,961) —
SALES ... 123,489 34,225 20,465 (3,961) 174,218
Depreciation and amortization...............cceceeeeeeeneenne. 3,676 1,144 3,627 881 9,328
Operating income (10SS).......ceoveruererenieiiaeieeeeeeene 28,690 11,233 (2,587) (6,376) 30,960
Expenditures for additions to long-lived assets ........ 1,457 913 3,161 90 5,621
Equity in losses of affiliates..........ccccoooerieieieeenee. (117) — — — (117)
TOtal @SSELS ...veevveeceeeeeeie et 118,838 29,191 17,472 165,307 330,808
Semiconductor
and Component Mechatronics Services, Elimination
Test System System Support and
Business Business and Others Corporate Total
Yen (Millions)
As of and for the year ended March 31, 2005:
Net sales to unaffiliated customers............... ¥ 173,938 45,821 19,680 — 239,439
Inter-segment........cooceeeueerieeienieniereeeee e 6,747 574 — (7,321) —
SAlES ...t 180,685 46,395 19,680 (7,321) 239,439
Depreciation and amortization..............cceeveeeveeneenne 3,225 1,220 3,361 479 8,285
Operating income (10SS).......ccevvververeerieerierreeeenns 50,624 13,662 3,402 (7,996) 59,692
Expenditures for additions to long-lived assets ..... 2,431 654 5,709 554 9,348
Total @SSELS ....eecvvieeeieerieeciie e 86,104 22,587 16,197 171,881 296,769
As of and for the year ended March 31, 2006:
Net sales to unaffiliated customers............... ¥ 187,136 47,724 19,062 — 253,922
Inter-segment........ooceeveerieeienienieseeeeeee 4,279 536 — (4,815) —
SAlES ...t 191,415 48,260 19,062 (4,815) 253,922
Depreciation and amortization..............cceeveeeveenenne 2,993 1,058 3,680 544 8,275
Operating income (10SS).......cceevveriereerieerierreeeeene 57,517 11,966 3,853 (6,994) 66,342
Expenditures for additions to long- lived assets .... 2,649 1,177 4,203 294 8,323
Total @SSELS ....eecvvieeieeriieciie e 94,745 27,444 16,722 211,865 350,776
Semiconductor
and Component Mechatronics Services, Elimination
Test System System Support and
Business Business and Others Corporate Total
U.S. Dollars (Thousands)
As of and for the year ended March 31, 2006:
Net sales to unaffiliated customers............... $ 1,593,054 406,265 162,271 — 2,161,590
Inter-segment........ccoceevueeiieiienienieneeeeeeee 36,426 4,563 — (40,989) —
SAlES ...t 1,629,480 410,828 162,271 (40,989) 2,161,590
Depreciation and amortization..............cceeeeeveeneenne 25,479 9,007 31,327 4,631 70,444
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Operating income (10SS).......cceeveriereereerieieeeeene 489,632 101,864 32,800 (59,539) 564,757
Expenditures for additions to long- lived assets .... 22,550 10,020 35,779 2,503 70,852
TOtal @SSELS ..evviveeeeeeieie ettt 806,546 233,626 142,351 1,803,567 2,986,090

Adjustments to operating income (loss) in Corporate principally represent corporate general and administrative
expenses and research and development expenses related to fundamental research activities that are not allocated to operating
segments.

The operating income in the business segment information for the year ended March 31, 2005 does not match the
consolidated statements of income as the business segment information does not include a net gain on settlement of
substitutional portions of EPF of ¥3,317 million and the stock option cost of ¥2,290 million, and for the year ended March 31,
2006 does not match the consolidated statements of income as the business segment information does not include the stock
option cost of ¥1,884 million ($16,038 thousand). Profit and loss from these are not included in management’s analysis of
results.

As discussed in Note 1 (k) to the consolidated financial statements, an impairment charge of ¥3,030 million for long-
lived assets was included in the operating income (loss) of semiconductor and component test system and services, support
and others for the year ended March 31, 2004.

Additions to long-lived assets included in Corporate consist of purchases of software and fixed assets for general
corporate use.

Total assets included in Corporate consist of cash and cash equivalents, assets for general corporate use and assets used
for fundamental research activities, which are not allocated to , eportable segments.

One customer and its related entities mainly in the semiconductor and component test system segment and the
mechatronics system segment accounted for approximately 8%, 15% and 17% of total consolidated net sales for the years
ended March 31, 2004, 2005 and 2006. Another customer accounted for approximately 12%, 10% and 4% for the years
ended March 31, 2004, 2005 and 2006.

Information as to Advantest’s net sales and long-lived assets in various geographical areas is as follows:

Net sales to unaffiliated customers for the years ended March 31, 2004, 2005 and 2006 are as follows:

2004 2005 2006 2006

Yen U.S. Dollars

(Millions) (Thousands)
Japan ... ¥ 57,990 60,025 81,140 $ 690,729
AIMETICAS ..ottt 16,264 23,024 25,516 217,213
BULOPE. ..o 10,401 12,270 14,558 123,930
AST e 89,563 144,120 132,708 1,129,718
Total .o ¥ 174,218 239,439 253,922 § 2,161,590

Net sales to unaffiliated customers are based on the customer’s location. Net sales indicated as Asia are generated in
Taiwan, Korea and China and others in the amount of ¥31,819 million, ¥28,613 million and ¥29,131 million for the year
ended March 31, 2004, and ¥51,774 million, ¥39,767 million and ¥52,579 million for the year ended March 31, 2005, and
¥54,391 million ($463,020 thousand), ¥35,754 million ($304,367 thousand) and ¥42,563 million ($362,331 thousand) for the
year ended March 31, 2006, respectively. Substantially all net sales indicated as Americas are generated in the United States
of America.

Long-lived assets as of March 31, 2004, 2005 and 2006 are as follows:

2004 2005 2006 2006

Yen U.S. Dollars

(Millions) (Thousands)
JaPAN . ¥ 48,226 50,096 47,661 $ 405,729
AIMNCTICAS ..ttt ettt ettt e 1,552 1,153 1,222 10,403
BULOPE...ciiiiieie e 707 427 667 5,678
AT oot r e 3,787 2,778 4,101 34,911
TOtal coveeeiciee s ¥ 54272 54,454 53,651 $ 456,721

Advantest Annual Report 2006

58



59

Long-lived assets are those assets located in each geographic area.

There is no individually material country with respect to long-lived assets outside Japan. Substantially all long-lived
assets indicated as Americas are located in the United States of America.

(21) Related Party Transactions

Advantest sells products and purchases raw materials from Fujitsu Limited, its 10.8% stockholder as March 31, 2006
and its group companies (collectively “Fujitsu”). The terms of sales are the same as those with third parties. Advantest
purchases raw materials after receiving competitive bids from several suppliers. Advantest also purchases various software
products for internal use, information system related services, research and development materials and services from Fujitsu.
Advantest had the following transactions with Fujitsu as of and for the years ended March 31:

2004 2005 2006 2006

Yen U.S. Dollars

(Millions) (Thousands)
Sales of Products..........cceeeerieriieiieeeeeee e ¥ 2,766 2,933 3,618 $ 30,799
Purchases of raw materials ...........cccoeveveevevieeciieeciieeieeee, 10,028 9,500 10,378 88,346
Receivables........coooviiiiiieeeceeeeeeeeeeeee e 1,882 1,552 3,100 26,390
Payables .......ccveieiiiieiiec e 6,746 4,648 4,392 37,388
Purchases of software, hardware and others...................... 262 235 201 1,711

Research and development expenses, computer rentals,

maintenance and other eXpenses .........cc.oeveveeereererenenns 2,048 1,786 1,569 13,357

(22) Per Share Data

The following table sets forth the computation of basic and diluted net income per share and cash dividends per share
as of March 31:

2004 2005 2006 2006
Yen U.S. Dollars
(Millions) except (Thousands)
for per share data except for per
share data
Numerator:
NEt INCOME vt ¥ 17,329 38,078 41,374 ' $ 352,209
Denominator:
Basic weighted average shares of common stock
OULSTANAING ..eevveeiieeiieciee e 98,250,830 97,750,345 92,694,513
Dilutive effect of exercise of stock options and
WATTANES ..ottt eee et esseaessesseeseeseeneas 195,306 260,394 497,027
Diluted weighted average shares of common stock
OULSEANAING ...t 98,446,136 98,010,739 93,191,540
Basic net income per share ...........cceceeeiveiveceeiecieenne, ¥ 176.37 389.54 446.34 ' $ 3.80
Diluted net income per share ............ccooceeeverieriiecieenieenne. 176.02 388.51 443.96 3.78
Cash dividends per Share ...........ccooceeieienenerieeeceeee ¥ 40.00 50.00 70.00 $ 0.60

Cash dividends per share are computed based on dividends declared with respect to earnings for the periods.
(23) Concentrations of credit risk

Advantest is exposed to credit risk in the event of default by financial institutions to cash and cash equivalents, but
such risk is considered mitigated by the high credit rating of , he financial institutions.

At March 31, 2005 and 2006, one customer accounted for approximately 12% and 11% of consolidated trade
receivables, respectively. Although Advantest does not expect that the customer will fail to meet its obligations, Advantest is
potentially exposed to concentrations of credit risk , f the customer failed to perform according to the terms of the contracts.
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(24) Commitments and Contingent Liabilities

Advantest provides guarantees to third parties mainly for customers lease obligations. Advantest would be required to
satisfy customers lease obligations in the event of default. The maximum amount of undiscounted payments is ¥232 million
($1,975 thousand) at March 31, 2006. The guarantees are collateralized by the leased equipment. At March 31, 2006,
Advantest has not accrued any obligation with respect to such guarantees as it estimates the fair value of its obligations to be
insignificant.

Advantest is involved in various claims and legal actions arising in the ordinary course of business. In the opinion of
management, the ultimate disposition of these matters will not have a material adverse effect on Advantest’s consolidated
financial position, results of operations, or cash flows.
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=’I ERNST& YOUNG SH'NN’HON m Certified Public Accountants m Tel: 03 3503 1100
Hibiya Kokusai Bldg. Fax: 03 3503 1197
2-2-3, Uchisaiwai-cho
Chiyoda-ku, Tokyo, Japan 100-0011
C.P.O. Box 1196, Tokyo, Japan 100-8641

Report of Independent Registered Public Accounting Firm

The Board of Directors and Stockholders of
Advantest Corporation

We have audited the accompanying consolidated balance sheets of Advantest Corporation and
subsidiaries (the “Company”) as of March 31, 2006 and 2005, and the related consolidated
statements of income, stockholders' equity, and cash flows for the years then ended, all expressed
in Japanese yen. These financial statements are the responsibility of the Company's management.
Our responsibility is to express an opinion on these financial statements based on our audits. The
consolidated statements of income, stockholders’ equity and cash flows of Advantest Corporation
and subsidiaries for the year ended March 31, 2004 were audited by other auditors whose report
dated April 26, 2004, except for note 20, as to which the date is July 21, 2005, expressed an
unqualified opinion on those statements.

We conducted our audits in accordance with the standards of the Public Company Accounting
Oversight Board (United States). Those standards require that we plan and perform the audit to
obtain reasonable assurance about whether the financial statements are free of material
misstatement. We were not engaged to perform an audit of the Company's internal control over
financial reporting. Our audits included consideration of internal control over financial reporting as
a basis for designing audit procedures that are appropriate in the circumstances, but not for the
purpose of expressing an opinion on the effectiveness of the Company’s internal control over
financial reporting. Accordingly, we express no such opinion. An audit also includes examining,
on a test basis, evidence supporting the amounts and disclosures in the financial statements,
assessing the accounting principles used and significant estimates made by management, and
evaluating the overall financial statement presentation. We believe that our audits provide a
reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the
consolidated financial position of Advantest Corporation and subsidiaries at March 31, 2006 and
2005, and the consolidated results of their operations and their cash flows for the years then ended,
in conformity with U.S. generally accepted accounting principles.

As discussed in Note 1 to the consolidated financial statements, in 2005 the Company changed its
method of accounting for stock-based compensation.

Tokyo, Japan
June 23, 2006

A MEMBER OF ERNST & YOUNG GLOBAL
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Cautionary Statements with Respect to Forward-Looking Statements

This annual report contains “forward-looking statements” that are based on Advantest’s current expectations, estimates, and projections. These forward-looking statements are subject to known and unknown risks, uncer-
tainties, and other factors that may cause Advantest’s actual results, levels of activities, performance, or achievements to be materially different from those expressed or implied by such forward-looking statements. These
factors include: (i) changes in demand for the products and services produced and offered by Advantest’s customers, including semiconductors, communications services, and electronic goods; (ii) circumstances relating to
Advantest’s investment in technology, including its ability to timely develop products that meet the changing needs of semiconductor manufacturers and communications network equipment and components makers and
service providers as well as risks associated with Advantest’s investment in OPENSTAR®, an industrywide open architecture for SoC testing; (iii) significant changes in the competitive environment in the major markets
where Advantest purchases materials, components, and supplies for the production of its principal products or where its products are produced, distributed, or sold; and (iv) changes in economic conditions, currency
exchange rates, or political stability in the major markets where Advantest procures materials, components, and supplies for the production of its principal products or where its products are produced, distributed, or sold.
A discussion of these and other factors which may affect Advantest’s actual results, levels of activity, performance, or achievements is contained in the “Operating and Financial Review and Prospects,” *
Risk Factors,” and “Information on the Company” sections and elsewhere in Advantest’s annual report on Form 20-F, which is on file with the United States Securities and Exchange Commission.
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