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(n)

(0)

The Subsidiary Committee may permit any Incentive Stock Option to convert into a Non-Qualified Stock
Option as of a Participant’s termination of employment for purposes of providing such Participant

with the benefit of any extended exercise period applicable to Non-Qualified Stock Options when the
contract of employment of the holder of Incentive Stock Option terminates.

Change in control of the Company

The Subsidiary Committee must seek the prior approval of the Board of Directors of the Company and
may, subject to such prior approval by the Board of Directors of the Company, specify at or after the
date of grant of a Stock Option the effect that a Change in Control (as defined in the Subsidiary Plan)
will have on such Stock Option. The Subsidiary Committee may also, subject to such prior approval
by the Board of Directors of the Company, in contemplation of a Change in Control, accelerate the
vesting, exercisability or payment of Stock Options to a date prior to the Change in Control, if the
Subsidiary Committee determines that such action is necessary or advisable to allow the participants
to realise fully the value of their share options in connection with such Change in Control.

Change in the capital structure of the Company

In the event of an alteration in the capital structure of the relevant subsidiary (which includes a
capitalisation issue, reduction of capital, consolidation, sub-division of Subsidiary Shares, or rights
issue to purchase Subsidiary Shares at a price substantially below market value), the Subsidiary
Committee may equitably adjust the number and kind of Subsidiary Shares authorised for issuance
in order to preserve, the benefits or potential benefits intended to be made available under the
Subsidiary Plan. In addition, upon the occurrence of any of the foregoing events, the number of
outstanding Stock Options and the number and kind of shares subject to any outstanding Stock Option
and the purchase price per share under any outstanding Stock Option shall be equitably adjusted so
as to preserve the benefits or potential benefits intended to be made available to Participants.

Period of the Subsidiary Plan

The form of the Subsidiary Plan shall be approved by the shareholders of the Company and of the
relevant subsidiary respectively, and shall become effective upon its approval by the Subsidiary Board
in accordance with the terms thereof. Each Subsidiary Plan shall remain in force for a period of ten
years commencing on the date of Subsidiary Board approval of the relevant Subsidiary Plan.

Amendments and Termination

The Subsidiary Plan may be changed, altered, amended in whole or in part, suspended and
terminated by the Subsidiary Board, subject to such prior approval by the Board of Directors of the
Company, at any time provided alterations or amendments of a material nature or any change to

the terms of the Stock Options granted, or any change to the authority of the Subsidiary Board or
the Subsidiary Committee in relation to any alteration to the terms of the Subsidiary Plan, must be
approved by the shareholders of the Company, unless such change, alteration or amendment takes
effect automatically under the terms of the Subsidiary Plan. For the avoidance of doubt, any change,
alteration or amendment pursuant to the exercise of any authority granted under a Subsidiary Plan
shall be deemed to take effect automatically under the terms of the relevant Subsidiary Plan. Any
change, alteration or amendment must be in accordance with the requirements of the Listing Rules or
permitted by the Hong Kong Stock Exchange.
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The Subsidiary Board may, subject to prior approval by the Board of Directors of the Company, at any
time and from time to time make such changes, alterations or amendments to the Subsidiary Plan as
may be necessary or desirable, including (without limitation) changes, alterations or amendments:

0] relating to local legal, regulatory and/or taxation requirements and/or implications applicable to
the relevant subsidiary and/or Eligible Participants; and/or

(i)  for the purposes of clari cation, improvement or facilitation of the interpretation, and/or
application of the terms of the Subsidiary Plan and/or for the purposes of improving or
facilitating the administration of the Subsidiary Plan, and other changes, alterations or
amendments of a similar nature.

If the Subsidiary Plan is terminated early by the Subsidiary Board, subject to prior approval by the
Board of Directors of the Company, no further Stock Options may be offered but unless otherwise
stated in the Subsidiary Plan, Stock Options granted before such termination shall continue to be valid
and exercisable in accordance with the Subsidiary Plan.
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Corporate Governance Report

The Company is committed to remaining an exemplary corporate citizen and maintaining a high level of
corporate governance in order to protect the interests of its shareholders.

Corporate Governance Practices

In November 2004, the HKSE issued its report entitled the “Code on Corporate Governance Practices
and Corporate Governance Report”, which subject to a grace period, has taken effect for accounting
periods commencing on or after January 1, 2005. The HKSE’s Code on Corporate Governance Practices
(the “CG Code”) as set out in Appendix 14 of the Listing Rules, which contains code provisions to which
an issuer such as the Company, are expected to comply or advise as to reasons for deviations (the
“Code Provisions”) and recommended best practices to which an issuer is encouraged to comply (the
“Recommended Practices”). At the meeting of the Board on January 25, 2005, the Board approved the
Corporate Governance Policy (the “CG Policy”) with effect from such date. The updated CG Policy, a copy
of which can be obtained on the Company’s website at www.smics.com under “Corporate Governance”,
incorporates all of the Code Provisions of the CG Code and many of the Recommended Practices.

In addition, the Company has adopted or put in place various policies, procedures, and practices in
compliance with the provision of the CG Policy. None of the Directors is aware of any information which would
reasonably indicate that the Company is not, or was not, during the financial period from January 1, 2006 to
December 31, 2006, in compliance with the CG Policy.

Model Code for Securities Transactions by Directors of Listed Issuers

The Company has adopted an Insider Trading Compliance Program (the “Insider Trading Policy”) which
encompasses the requirements of the Model Code as set out in Appendix 10 of the Listing Rules. The
Company, having made specific enquiry of all Directors, confirms that all members of the Board have
complied with the Insider Trading Policy and the Model Code throughout the year ended December 31,
2006. The senior management as well as all officers, Directors, and employees of the Company and its
subsidiaries are also required to comply with the provisions of the Insider Trading Policy.

The Board

The Board has a duty to the Company’s shareholders to direct and oversee the affairs of the Company in
order to maximize shareholder value. The Board acting itself and through the various committees of the
Board, actively participates in the determination of the overall strategy of the Company, the establishment
and monitoring of the achievement, of corporate goals and objectives, the oversight of the Company’s
financial performance and the responsibility for preparing the accounts, the establishment of corporate
governance practices and policies, and the review of the Company’s system of internal controls. The
management of the Company is responsible for the implementation of the overall strategy of the Company
and its daily operations and administration. The Board has access to the senior management of the

Company to discuss enquiries on management information.

The Board consists of nine Directors as at the date of the annual report. Directors may be elected or re-
elect to hold office until the expiration of their respective terms upon a resolution passed at a duly convened
shareholders’ meeting by holders of a majority of the Company’s outstanding shares being entitled to vote
in person or by proxy at such meeting. The Board is divided into three classes with no more than one class
eligible for re-election at any annual general meeting of shareholders.
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Each class of Director will serve terms of three years. The Class | Directors were elected for a term of three
years at the 2005 AGM (except Dr. Albert Y. C. Yu who was elected at the 2006 AGM). The Class Il Directors
were re-elected for a term of three years at the 2006 AGM. The Class Il Directors will be re-elected at the
AGM for a term of three years.

The following table sets forth the names, classes and categories of the Directors:

Name of Director Category of Director

Yang Yuan Wang Chairman, Independent Non-executive Director
Richard Ru Gin Chang President, Chief Executive Officer, Executive Director
Henry Shaw

Henrma3ss |

Class of Director
Class llI
Class |

Semiconductor Manufacturing International Corporation Annual Report 2006




Corporate Governance Report

All Directors have access to the Company Secretary who is responsible for assisting the Board in complying
with applicable procedures regarding compliance matters. Every Board member is entitled to have access
to documents provided at the Board meeting or filed into the Company’s minute-book. Furthermore, the
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(6) 2 of these meetings were attended by proxy. Mr. Jiang was elected as Director at the 2006 AGM.
(7) 1 of these meetings was attended by proxy
(8) 2 of these meetings were attended by proxy. Dr. Yu was elected as Director at the 2006 AGM.

Procedure regarding the Appointment of Directors

The standard procedures regarding the appointment of Directors, which was adopted by the Board on
September 22, 2005, sets forth the process by which individuals are appointed as members of the Board.
Under the policy, the Board will consider, among other factors, (i) the skills, qualifications and experience of
the nominee, including other directorships held in listed public companies in the last three years and other
major appointments; (ii) the nominee’s shareholdings in the Company; (iii) the independence of the nominee
under United States and/or Hong Kong listing rules; and (iv) the impact with respect to the Company’s status
as a “foreign private issuer” under the United States securities laws. The Board will then decide whether to
appoint such nominee to fill a casual vacancy on the Board or to add the nominee to the existing Directors
and to appoint such nominee into one of the three classes of directors as stipulated in the Articles of
Association.

Board Committees

The Board has established the following principal committees to assist it in exercising its obligations.
These committees consist of only Independent Non-executive Directors who have been invited to serve as
members. The committees are governed by their respective charters setting out clear terms of reference.

Compensation Committee

As of December 31, 2006, the members of the Company's compensation committee (the “Compensation

Committee”) were Ta-Lin Hsu (chairman of Compensation Committee), Tsuyoshi Kawanishi and Lip-Bu Tan.
None of these members of the Compensation Committee has been an executive officer or employee of the
Company or any of its subsidiaries. See “Connected Transactions” for a description of transactions between
the Company and the members of the Compensation Committee.

The responsibilities of the Compensation Committee include, among other things:

approving and overseeing the total compensation package for the Company's executive officers and
any other officer, evaluating the performance of and determining and approving the compensation
to be paid to the Company's Chief Executive Officer and reviewing the results of the Chief Executive
Officer's evaluation of the performance of the Company's other executive officers;

reviewing and making recommendations to the Board with respect to Director compensation, including
equity-based compensation;

administering and periodically reviewing and making recommendations to the Board regarding the
long-term incentive compensation or equity plans made available to the Directors, employees and
consultants;

reviewing and making recommendations to the Board regarding executive compensation philosophy,

strategy and principles and reviewing new and existing employment, consulting, retirement and
severance agreements proposed for the Company's executive officers; and
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ensuring appropriate oversight of the Company's human resources policies and reviewing strategies
established to fulfill the Company's ethical, legal and human resources responsibilities.

In 2006, the Compensation Committee reviewed and approved the total compensation package for
Richard Ru Gin Chang, who is the President and Chief Executive Officer of the Company and an Executive
Director, as well as that of the other members of the management team of the Company. Based on the
Compensation Committee’s review of the Company’s corporate goals for 2006 and comparable total
compensation packages for presidents and chief executive officers of other publicly-listed companies in the
same or a similar industry, the Compensation Committee awarded Richard Ru Gin Chang an emolument

of US$348,968. In 2005, the Compensation Committee granted Dr. Chang fifteen million (15,000,000)
options to purchase ordinary shares under the 2004 Stock Option Plan and awarded him two million
(2,000,000) RSUs under the 2004 Equity Incentive Plan. As of December 31, 2006, none of such options
have been exercised and 50% of such RSUs have vested.

On September 29, 2006, the Board granted to each Director an option to purchase 500,000 ordinary shares
at a price per ordinary share of US$0.132. These options will be vested as to 50% on May 30, 2007 and

as to 50% on May 30, 2008, and both options will expire on the earlier of September 29, 2016 or 120 days
after termination of the director's service to the Board. Mr. Fang Yao and Mr. Jiang Shang Zhou have declined

such option.

On September 29, 2006, the Board granted to Dr. Albert Y. C. Yu 500,000 Restricted Share Units. Shares
under the Restricted Share Units are to be automatically vested as to 50% per year starting from May 30,
2007.

On November 10, 2004, the Board granted to each independent Non-executive Director and Non-executive
Director, an option to purchase 500,000 ordinary shares at a price per ordinary share of US$0.22. These
options were fully vested on March 19, 2005 and will expire on November 9, 2009. As of December, 31,
2006, these options have not been exercised. Lai Xing Cai (who resigned as an Non-executive Director

on February 6, 2006) has declined such option. The option granted to Mr. Yen-Pong Jou (who retired as

an Independent Non-executive Director at the annual general meeting held on May 30, 2006) lapsed and
cancelled on September 27, 2006.

In addition to reviewing the remuneration of the Non-executive Directors and the members of the Company’s

management, the Compensation Committee reviewed:
(i) the remuneration policy for employees for the fiscal year 2006;
(ii)  the profit-sharing and bonus policies;

(iii)  the long term compensation strategy, including a review of the issuance of the shares under the
Option Plans;

(iv)  the accounting treatment and financial implications of the employees’ share options under U.S. GAAP;
and
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(v)  the attrition rate.

The Compensation Committee reports its work, findings and recommendations to the Board during each
quarterly Board meeting.

The Compensation Committee meets in person at least on a quarterly basis and on such other occasions
as may be required to discuss and vote upon significant issues affecting the compensation policy of the
Company. The meeting schedule for a year is planned in the preceding year. The Company Secretary assists
the chairman of the Compensation Committee in preparing the agenda for meetings and assists the
Compensation Committee in complying with the relevant rules and regulations. The relevant papers for the
Compensation Committee meeting were dispatched to Compensation Committee members in accordance
with the CG Code. Members of the Compensation Committee may include matters for discussion in the
agenda if the need arises. Upon the conclusion of the Compensation Committee meeting, minutes are
circulated to the members of the Compensation Committee for their comment and review prior to their
approval of the minutes at the following or a subsequent Compensation Committee meeting.

During the year ended December 31, 2006, the Compensation Committee held a total of five (5) meetings.
Details of Directors’ attendance at the Compensation Committee are set forth below:

Number of Meetings Attended

Ta-Lin Hsu 5/5
Tsuyoshi Kawanishi 4/5
Lip-Bu Tan 5/5

Average Attendance Rate

Audit Committee

As of December 31, 2006, the members of the Audit Committee were Henry Shaw (co-chairman of Audit
Committee), Lip-Bu Tan (co-chairman of Audit Committee) and Yang Yuan Wang. None of these members of
the Audit Committee has been an executive officer or employee of the Company or any of its subsidiaries.
See “Connected Transactions” for a description of transactions between the Company and the members of
the Audit Committee. In addition to acting as Audit Committee member of the Company, Mr. Lip-Bu Tan, one
of the members of the Audit Committee, currently also serves on the audit committee of three other publicly
traded companies, namely SINA Corporation, Flextronics International Ltd. and Integrated Silicon Solution,
Inc. In general and in accordance with section 303A.07(a) of the Listed Company Manual of the New York
Stock Exchange, the Board considered and determined that such simultaneous service would not impair the

ability of Mr. Tan to effectively serve on the Company’s Audit Committee.

The responsibilities of the Audit Committee include, among other things:

making recommendations to the Board concerning the appointment, reappointment, retention,
evaluation, oversight and termination of compensating and overseeing the work of the Company’s
independent auditor, including reviewing the experience, qualifications and performance of the senior
members of the independent auditor team and pre-approving all non-audit services to be provided by
the Company’s independent auditor;
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approving the remuneration and terms of engagement of the Company’s independent auditor;
reviewing reports from the Company’s independent auditor regarding its internal quality-control
procedures and any material issues raised in the most recent review or investigation of such

procedures and regarding all relationships between the Company and the independent auditor;

pre-approving the hiring of any employee or former employee of the Company’s independent auditor
who was a member of the audit team during the preceding two years;

reviewing the Company’s annual and interim financial statements, earnings releases, critical
accounting policies and practices used to prepare financial statements, alternative treatments of
financial information, the effectiveness of the Company’s disclosure controls and procedures and
important trends and developments in financial reporting practices and requirements;

reviewing the planning and staffing of internal audits, the organization, responsibilities, plans, results,
budget and staffing of the Company’s Internal Audit Department (as defined and discussed below) and
the quality and effectiveness of the Company’s internal controls;

reviewing the Company’s risk assessment and management policies;

reviewing any legal matters that may have a material impact and the adequacy and effectiveness of

the Company’s legal and regulatory compliance procedures;
establishing procedures for the treatment of complaints received by the Company regarding
accounting, internal accounting controls, auditing matters, potential violations of law and questionable

accounting or auditing matters; and

obtaining and reviewing reports from management, the Company’s internal auditor and the Company’s
independent auditor regarding compliance with applicable legal and regulatory requirements.

During 2006, the Audit Committee reviewed:

the financial reports for the year ended December 31, 2005 and the six month period ended June 30,
2006;

the quarterly earnings releases and any updates thereto;

the report and management letter submitted by the Company’s outside auditors summarizing the
findings of and recommendations from their audit of the Company’s financial reports;

the Company’s budget for 2006;

the findings and recommendations of the Company’s outside consultants regarding the Company’s
compliance with the requirements of the Sarbanes-Oxley Act of 2002 (the “Sarbanes-Oxley Act”);
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the effectiveness of the Company’s internal control structure in operations, financial reporting
integrity and compliance with applicable laws and regulations in collaboration with the Internal Audit
Department;

the findings of the Company’s Risk Management Committee (as defined and discussed below) which
assesses risks relating to the Company and the compliance office, which ensures compliance with the
CG Code and Insider Trading Policy;

the audit fees and other non-audit fees such as fees relating to transfer pricing, Sarbanes-Oxley
compliance testing, for the Company’s outside auditors; and

the Company’s outside auditors’ engagement letters.

The Audit Committee reports its work, findings and recommendations to the Board during each quarterly
Board meeting.

The Audit Committee meets in person at least on a quarterly basis and on such other occasions as may be
required to discuss and vote upon significant issues affecting the audit policy of the Company. The meeting
schedule for a year is planned in the preceding year. The Company Secretary assists the co-chairmen of
the Audit Committee in preparing the agenda for meetings and assists the Compensation Committee in
complying with the relevant rules and regulations. The relevant papers for the Audit Committee meetings
were dispatched to the Audit Committee in accordance with the CG Code. Members of the Audit Committee
may include matters for discussion in the agenda if the need arises. Upon the conclusion of the Audit
Committee meeting, minutes are circulated to the members of the Audit Committee for their comment and
review prior to their approval of the minutes at the following or a subsequent Audit Committee meeting.

During the year ended December 31, 2006, the Audit Committee held a total of eight (8) meetings. Details
of Directors’ attendance at the Audit Committee are set forth below:

Number of Meetings Attended

Henry Shaw 8/8
Lip-Bu Tan® 8/8
Yang Yuan Wang®® 8/8

Average Attendance Rate

M 1 of these meetings was attended by proxy
@ 4 of these meetings were attended by proxy

At each quarterly Audit Committee meeting, the Audit Committee reviews with the Acting Chief Financial
Officer and the Company’s outside auditors, the financial statements for the financial period and the
financial and accounting principles, policies and controls of the Company and its subsidiaries. In particular,
the Committee discusses (i) the changes in accounting policies and practices, if any; (ii) the going concern
assumptions, (iii) compliance with accounting standards and applicable rules and other legal requirements
in relation to financial reporting and (iv) the internal controls of the Company relating to financial reporting.
Upon the recommendation of the Audit Committee, the Board will approve the financial statements.
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Auditors’ Remuneration

The following table sets forth the aggregate audit fees, Sarbanes-Oxley compliance testing fee, audit-related
fees, tax fees and all other fees we paid or incurred for audit services, audit-related services, tax services
and other services rendered by our principal accountants during the fiscal year ended Deczmber 31, 2006.

2006
$1,460,000

Audit-Related Fees -

$33,789
$85,597
$1,579,386

Internal Controls

In June 2004, the Public Company Accounting Oversight Board, or PCAOB, adopted rules for purposes of
implementing Section 404 of the Sarbanes-Oxley Act. Puisuant to the Sarbanes-Oxley Act and the various
rules and regulations adopted pursuant thereto or in conjunction therewith, the Company is required to
perform, on an annual basis, an evaluation of the Company’s internal controls over financial reporting and,
beginning in fiscal year 2006, to include management’s assessment of the effectiveness of the Company’s
internal controls over financial reporting in the Company’s annual report on Form 20F to be filed with the
United States Securities and Exchange Coramission. Beginning in fiscal year 2006, the Company's external
auditors are required to attest to such assessment.

The Board, through the Audit Comrnittee which receives reports on at least a quarterly basis from the
Internal Audit Department, is responsible to ensure that the Company maintains sound and effective internal
controls. The Company’s system of internal control is designed to ensure the achievement of business
objectives in operations, financial reporting integrity and compliance with applicable laws and regulations.
The system of internal zontrol is designed to manage, rather than completely eliminate, risks impacting the
Company’s ability to achieve its business objectives. Accordingly, the system can only provide reasonable
but not absolute zissurance that the financial statements do not contain a material misstatement or loss.

The Compary assists the Board with respect to its duty to identify, evaluate, and manage the significant
risks faced by the Company. The Company implements the Board’s policies and procedures to mitigate
such risks by (i) identifying and assessing the risks the Company faces and (ii) designing, operating and
moritoring a system of internal controls to mitigate and control such risks. The Company has established
2n Internal Audit Department and the Risk Management Committee and other policies and procedures, for
such purposes.

Internal Audit Department

Internal Audit Department works with and supports the Company's management team and the Audit
Committee to evaluate and contribute to the improvement of risk management, control, and governance
systems. On an annual basis, the Audit Committee will review and approve an annual internal audit plan,
which is based on a risk assessment methodology, which assists in determining business risks and
establishing appropriate audit frequencies.
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Based on this annual audit plan, the Internal Audit Department will audit the practices, procedures,
expenditure and internal controls of the various departments in the Company. The scope of the audit
includes:

reviewing management’s control to ensure the reliability and integrity of financial and operating
information and the means used to identify, measure, classify, and report such information;

reviewing the systems established or to be established to ensure compliance with policies, plans,
procedures, laws, and regulations that could have a significant impact on operations and reports, and
determining whether the Company is in compliance;

reviewing the means of safeguarding assets and, when appropriate, verifying the existence of assets;
appraising the economy and efficiency with which resources are employed;

identifying significant risks to the ability of the Company to meet its business objectives,
communicating them to management and ensuring that management has taken appropriate action to
guard against those risks; and

evaluating the effectiveness of controls supporting the operations of the Company and providing
recommendations as to how those controls could be improved.

In addition, the Internal Audit Department will audit areas of concern identified by the Risk Management
Committee or conduct reviews and investigations on an ad hoc basis. In conducting these audits, the
Internal Audit Department has free and full access to all necessary functions, records, properties and
personnel.

After completing an audit, the Internal Audit Department furnishes the Company's management team

with analysis, appraisals, recommendations, counsel, and information concerning the activities reviewed.
Appropriate managers of the Company will be notified of any deficiencies cited by the Internal Audit
Department, which will follow up with the implementation of audit recommendations. In addition, the Internal
Audit Department will report their findings directly to the Audit Committee on at least a quarterly basis.

The Internal Audit Department has direct access to the Board through the co-chairmen of the Audit
Committee. The Internal Audit Department may upon request meet privately with the Audit Committee,
without the presence of members of the Company’s management or the independent accounting firm. The
Internal Audit Department consists of members of the Company’s management team.
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Risk Management Committee

The Risk Management Committee identifies, analyzes, and assesses enterprise-wide risks, monitors the
Company’s risk management efforts, and reports on the effectiveness of the Company’s enterprise risk
management programs. The Risk Management Committee is responsible for developing the Company’s
risk management strategy; establishing, reviewing, and approving policies and procedures to control risks
as well as to prevent fraud; determining risk tolerances for measurement; preparing a risk management
implementation plan and assigning responsibilities; and designing and preparing education and awareness
programs and its implementation plans. Such risks can include without limitation, legal risks, credit risks,
market risks, operational risks, environmental risks, and systemic risks. The Risk Management Committee
consists of members of the Company’s management team, including three executive officers of the
Company.

The Risk Management Committee reports to the Chief Executive Officer periodically, and to the Audit
Committee on a quarterly basis. If requested, the chair of the Risk Management Committee will report to the
Board on major issues of the enterprise risk management programs.

The Board, through the Audit Committee, has reviewed the effectiveness of the Company’s system of internal
control and believes that the system of internal controls in place at December 31, 2006 and at the date of

this annual report, is effective and adequate.

Disclosure Committee

The Disclosure Committee oversees all information disseminated by the Company, including regulatory
filings and submissions made pursuant to the Exchange Act or the Listing Rules, being properly recorded,
processed, summarized, and reported to the management of the Company to allow timely decisions
regarding the required disclosure. Accordingly, the Disclosure Committee has established a disclosure policy
and procedure, which establishes the procedures for the handling and disseminating of price-sensitive
information.

With respect to the Company’s periodic filings pursuant to the Exchange Act or the Listing Rules, the
Disclosure Committee identifies and communicates the extent and nature of all disclosures to be made

in such filings, reviews the filings, with a particular focus on “Management’s Discussion and Analysis of
Financial Conditions and Results of Operations”; reviews and discusses with the Chief Financial Officer
whether the Company’s filings provide a fair representation of the Company’s financial condition, results of
operation, and cash flows, assesses the materiality of specific events and developments to the Company;
and reviews financial reporting issues that are significant to the Company and other material reporting
matters.

The Disclosure Committee consists of members of the Company’s management team, including two
executive officers of the Company.
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Compliance Office

The Compliance Office monitors the Company’s compliance under applicable corporate governance laws and
regulations. In particular, the Compliance Office monitors and implements the Company’s anti-fraud policy
and investigates any reported cases of breach; and monitors the Company’s compliance with the Code of
Business Conduct and Ethics (as described and defined below) and the Insider Trading Policy. The anti-fraud
policy sets forth the Company’s policy regarding the prevention, detection and management of fraud and fair
dealing in matters pertaining to fraud. The Company has established an email address for the Compliance
Officers and the Audit Committee, dedicated to respond to any allegations of fraud and breaches of the
Code of Business Conduct and Ethics or the Insider Trading Policy of the Company. The Code of Business
Conduct and Ethics provides employees with guidelines pertaining to proper behavior in the workplace and
appropriate representation of the Company when outside the workplace. The Insider Trading Policy sets forth
the policy and procedures governing the dealing in the Company’s securities by employees, including the
Chief Executive Officer and members of the Company’s management, and members of the Board (and their
associates).

On at least a quarterly basis, the Compliance Office will report to the Audit Committee regarding any
breaches of any of these policies.

The Compliance Office consists of members of the Company’s management team, including an executive
officer of the Company

Shareholder Rights

The Company’s shareholders may put forth proposals at an annual general meeting of the Company’s
shareholders by written notice of those proposals being submitted by shareholders, addressed to the
Company Secretary at the principal executive offices of the Company. In order for a shareholder to put a
proposal before the Company’s shareholders, such shareholder must (a) be a member of record on both
the date of giving of the notice by such shareholder and the record date for the determination of members
entitled to vote at such meeting and (b) comply with the notice requirements, in each case, as specified in
the Articles. The notice requirements include requirements regarding the timing of delivery of the notice as
well as the contents of such notice. The detailed procedures for the notice requirements vary depending
on whether the proposal constitutes an ordinary resolution or a special resolution or whether the proposal
relates to a nomination for election of a Director. The procedures for shareholders to put forward proposals
at an annual general meeting are available upon request of the Company Secretary.

Enquiries may be submitted to the Board by contacting either the Company Secretary at the principal
executive offices of the Company or directly by questions at an annual general meeting or an extraordinary
general meeting. Questions on the procedures for putting forward proposals at an annual general meeting
may also be put to the Company Secretary by the same means.
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Shareholder Communications and Investor Relations

The Company and the Board recognizes the importance of maintaining open and frequent communications
with its shareholders. At the 2006 AGM, the President of the Company, as well as the Company’s outside
auditors, were present to answer questions from the shareholders. Together with this annual report, an
annual general meeting circular is distributed to all shareholders within the prescribed time period required
by the Listing Rules, notifying the shareholders about the AGM. The circular and the accompanying materials
set forth the procedures for demanding and conducting a poll, including applicable notice requirements, and
other relevant information relating to the proposed resolutions. Separate resolutions are proposed at these
annual general meetings on each substantially separate issue, including the election of individual Directors.
The Chairman reveals how many proxies for and against have been filed in respect to each resolution. The
results of the poll are published in newspapers with circulation in Hong Kong and on the web sites of the
Company and HKSE.

On the first business day after the 2006 AGM, which was held on May 30, 2006 at the Company’s
headquarters in Shanghai, China, the results of the poll were published in two newspapers with circulation
in Hong Kong and on the web sites of the Company and HKSE. During the 2006 AGM, the Company’s

shareholders:

received and considered the audited financial statements and the reports of the Directors and
Auditors of the Company for the year ended December 31, 2005;

elected Albert Y. C. Yu as Class | Director to hold office until 2008 AGM and authorized the Board to
fix his remuneration;

re-elected Ta-Lin Hsu and Lip-Bu Tan as Class Il Directors and elected Jiang Shang Zhou as Class |l
Director for terms of three years and authorised the Board to fix their remuneration;

re-elected Fang Yao as Class lll Director to hold office until 2007 AGM and authorised the Board to fix
his remuneration;

re-elected Deloitte Tohmatsu as Auditors of the Company and authorised the Audit Committee to fix
their remuneration;

approved the general mandate to Directors to allot, issue, grant, distribute, and otherwise deal with
additional shares in the Company not exceeding 20% of the issued share capital of the Company as

of the date of the 2006 AGM;

approved the general mandate to Directors to repurchase shares in the Company not exceeding 10%
of the issued share capital of the Company as of the date of the 2006 AGM;

approved amendments to the 2004 Stock Option Plan;

approved amendments to the 2004 EIP;
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approved amendments to the 2004 ESPP; and
approved a standard form of stock option plan for subsidiaries of the Company.

A key element of effective communication with shareholders and investors is the timely dissemination of
information relating to the Company. In addition to announcing annual and interim reports, the Company
announces its quarterly financial results approximately one month after the end of each quarter. In
connection with such announcement, the Company holds conference calls which are open and available

to the Company’s shareholders. During these conference calls, the President and Chief Executive Officer
and the Acting Chief Financial Officer report about the latest developments in the Company and answer
questions from participants. The members of the Company’s Investor Relations Department and senior
members of the Company’s management also hold regular meetings with equity research analysts and other
institutional shareholders and investors.

In addition to the 2006 AGM and the above referenced conference calls, the Company’s shareholders were
invited to gatherings in Hong Kong to meet members of the management of the Company.

A table setting forth information regarding the beneficial ownership as of December 31, 2006 of the
ordinary shares, of each shareholder who is known by the Company to beneficially own more than 5% of the
Company's outstanding shares, is contained on page 51.

The market capitalization of the Company as of December 31, 2006 was HK$18,617,084,027.6 (issued
share capital of 18,432,756,463 ordinary shares at the closing market price of HK$1.01 per ordinary
share). The public float as of such date was approximately 84.59%.

The AGM is scheduled to be held at the Company’s headquarters at 18 Zhangjiang Road, PuDong New Area,
Shanghai, China 201203 on May 23, 2007 at 3:00 p.m. All shareholders are invited to attend.

Code of Business Conduct and Ethics

The Board has adopted a code of business conduct and ethics (the “Code of Conduct”) which provides
guidance about doing business with integrity and professionalism. The Code of Conduct addresses issues
including among others, fraud, conflicts of interest, corporate opportunities, protection of intellectual
property, transactions in the Company’s securities, use of the Company’s assets, and relationships with
customers and third parties. Any violation of the Code of Conduct is reported to the Compliance Office, which
will subsequently report such violation to the Audit Committee.

US Corporate Governance Practices

Companies listed on the New York Stock Exchange must comply with certain corporate governance
standards under Section 303A of the New York Stock Exchange Listed Company Manual. However,

foreign private issuers such as the Company are permitted to follow home country practices in lieu of the
provisions of Section 303A, except that such companies are required to comply with the rules relating to
the audit committee. Please refer to the following website at http:/www.smics.com/website/enVersion/IR/
corporateGovernance.htm for a summary of the significant differences between the Company's corporate
governance practices and those required of U.S. companies under New York Stock Exchange listing
standards.

Semiconductor Manufacturing International Corporation Annual Report 2006



Social Responsibility

S 62 W{qulbllyew C

SMIC in the Community

ﬁ Chey 2 yegiden < BU gl g Py ecMMUNILG 1IN WHEN Wy g0 g Do b preUBh Heyinvg V-{n-{]{cequ
Moy 2ng hrough ehienbroe ¢done -{\cm.ﬁ C heg bUl { B IVey NGB ING, iU @ 4N, 2Ng Sy VI omy
eMMUNI{Q NeRT GUr MENU 2 e1NES1 4% 2Ng heS SIBNITE@NY Neytig Ny o €  eaMMUNI LY < Erow 2ng
WGy WD LS.

Support for Education

N24¢I4aN < bUI ¢INE | INg ¥8T 3T 2N % NasB ‘ol GUr Mgy s I ¢ CR2%c I v w
LUl iU @ 30N INTgR V-3 1IN IM eV ¥y h eyt 21 In Chlne.'\ﬁ} CY Chiey’ N vy ® “lwy, o 1 d2r¢
Cheng hag heyemy DU G do W1 <% gD In Chiney n:eng& WVIN &P U N 2% Unnen endc‘an&u.ﬂ,} C
2% ML QUar & NyoU  gUnge den% - ey r2ining Progrem “or Jj.,ge'.,{ijr.,.,y.eﬂ,.ﬁ Cougvig g
2 ceaMMyg? 4o, 62310, Vo UN iy @ 1S 2N S 27, 2N¢ o hey 2 ¢ 143 INSU e 1" hG F2ININg
W ERM 2IMey o VNGWey FUI2 iU @ 1% WD Mg wyNl w5 @ d’wmgzyl %, Mebode &I 2ng '/n(,«w—h@w.

Support for the Environment

Ay 2 Iy wyedan “"‘eﬂ’} C% dogl @ 46N < g eyedNE .}j-.-ﬁ\fqunm-n{r\,} Ce diwyey 5014001 oy 4@ 4en
fegm HwBrighs endergg 1M 44 «win 2002. h.,«;,'14001 2 Vg UN2ry In«yne ggn2 $ gngerd he

L 2ORNG rQUIrgNNg “or e War ¢- ¢23% «¥IVIrgNMen 2 M2Neg~N-N1-GYe 1), 1H DR LYo M IN 62 oy
i C &N NBUIey1% 1% 0BID UG oy NIyBY 2N¢ M2 w12 % NreUSh IMeV N % IN Foydy 6INE, WS
FegtU 6dcN 2N¢ tag Udon of ey ) 3N,

Semiconductor Manufacturing International Corporation Annual Report 2006

95



Social Responsibility

I?} Cgup rolgh greg { ELT Iy 6oy Ml oy SN MG oy ¥Ioy8Y 2N M2 12 % UG oy IN GUY

M2NnUe e4rng 2 4143 2N¢ o168, PUrmenu?2 edrnng uen% @ £1a% 2 ¢ve’ Doyl (We ¥ oy ¢ing

LYo V1% IN WHIEdh Wy h2Vey MU 400y el & 21Ty 4 oy 6 @NE M WG W2 . Aoy ¥y 2D, WeyheVey
We% W2+ LR MA1{H2N% 2N¢ Ube i T0% o Weh 432 4f €N Dylydy 6yl D2 ¢, N Dy 2. hyr Q4"
DaWel W2+ fo Ty 1N GUF 6™ oy ol % 2N S 0N, ¥ SV ¥TTe. Agolr We oy 2D 1N Byjing, Weyhevey 218y
r2INWe 4y 6 wyedoN 2 d 14§ 2% Wey 2% 211 o5 INESYe V1T @ywe¢\®ne\gwa’ Py es @ 210N PeoyWin ¢y
w oyt ogs Pamenu ePring 2 d 143 HroUsh rie2d0 I Qolr 6. N2 o e bUl ¢INgY, reyey ¢INE DI
It 2 +El @ ¥ o @4y Nwpr D2 froant, we | weys, 2ng € 1RS¢ MGy AN Y ey 02T 4 d 02 45N 1N
My 6INE W% sy M 12 .

i Ch el yDyloy IN T1 V2D oy NIy BY B AMD o AN eyeqy IN Py Ul ey i et o GUT DLSINSS 2%
Vigel owg DY Ur 2b 10 fe sl LB menu 2 B o 2l oy RNwg 2Ng MgV -;h e B \CR U
NY Hoydoer uWey M2 ey Wi Dy DIyl 62 « <Ur bUgINGgS, U Mol iMexgl 2N3Y, WeyDeyloy/ oy 12 (Wey €N
¢N L0V 4xIN 21¢INE Doy MIBI2 $oN & Fe W2 D v N ¥BY S Ul 63 HroUBh ding o8l @ 24Ven o%, IN @Y ~IN
M2NU2 ¢LrNg & o2 d¥, 2N¢ rwdl edoN ¢ Menu e ¢urng % %-

Employee Well-Being
AT\’} C, w-,7¢ W% <N QU2 1Y N 2Ng WgdU eINNgVe 4N Whi «y 2 dNg M eh123f oN ey 1 4Ng
WWVIFGNMA1 2 g UdeN, ey VINE 1wy 8y 2N N2 Pre 1Qoll &%, Moy etNg cUr humen rgour o%, 2ng
0wy NG Wy Y 4,'.'* NGty 6 IM GV oy AN G ey Wy -D NS, 0 gy oy FVIFGNM A g 2N 12 G oy
FWINGNMeN 2 08 yedan, $2 "-,,y,enﬁ- hee H(“ 5, )eenders re I? C Mgy 2Nd Doy VIrgnMan ¢
Wey gty 4y IN. hrgUgh 6N dnUGUS IM eV eyl 4 Wyl {IVey ¢ Doy qVINGNMan 2 Y 1g 10 wengd 2im
T {NEDA U gy {aNe 1), M2NegmmMe

e dﬁl-w-yb-%-vgce'.,ﬁ} CR ecMMiy

VBUMNE Mty ey N D 2N 2 "y 2N¢ IMOEVING §WIrgNMeN 2 QUB 1Y o AN oacyon 2N¢ 2N% Woy
GUy2 eyl oy Doy 0FIMETY g 01Dl 143 ¢ VY C meneg«;

% ebrghinge Jgr..g"cwn-q'.hu.by dhiINg 5 Veusg Ing - .hr\;? C eMorgyommy 4o 0%%,
WodU 632N Sy Vi oy

WNEINET-BURY 5 L2ININE 4 IN @ RYy I Mcy vl NGV 82N 6MMUNI@ 4N %
A0 N 2NE ¢y G UNE N iy NG BIG 5 Moy 1M, Fogll ooy (WS y2 N oy 6oy

G GWINE 5§  r«BU2 4o 2Nd INeN2 46N 05 6% Whi =y U1 INE % Moy reUINeNen$;
S {NEHNINE Ny QUILNM I 42NE M2 w12 2ULI{NE 2N¢ dengMeneg—n-
EMMUNI@INE 5 BV LM w2 5 CoUamiwg 2N¢ N 42 ¢41%; 2ng

IMer M1 NS 6/ ¥ 2 oy MPBUr G 2NE A NyBf) §f 1R 0 To oy € 2D1 1 4%« WYY@ 08 NS

96 Semiconductor Manufacturing International Corporation Annual Report 2006



Social Responsibility

Employee Health & Safety

B Ceee ‘¥ Mg (oAl S othy b D2% oy o 2 edd W0y 14N 2N¢ ToUe B2y 2URI%. Asdd g
Wy NN 2 iy hrough:

Mange «ry% 2 2ngd vandoree '« feining;
eMel2N oy " ~QUIEM N ENE 2 d 14§ < IN N2 4aN2 B2 ¥ S BNERT % Sy DYI 5 NI 0N U ool

quumﬁn,tanﬁ/ 24yleg Neyne ﬁ;ne (;N )N 2 e |r.,irq.f,c{cn A% de -{qn,\$ iA)an;é 2 ely

Ude -;-erhC\qronm{qu/ C);

SN NUGUS IM KV M1 (NG VI 62N o8V 64QUR 1Y 2N wyi2D1 1Y brough Heyimesynn 2 ton <
ur 'PlpA (82N, dgy Nmyi, 2 6T %, wErh ¥ WD INN2 2N¢ peyNe S Moy el 5

rBUary% eyl o 92 ¥ 2UdI% $2 (2l ey 0y GMeyd IN 2 6ead2N oy WI P R 2D By War ¢S 2Ng2ry
« 2 hiywen AAA 2ugigre 4ng, ® 5A518001 N &yN2 eu;,uian;é'.-,'-m-ycy rv<%;eng

R 2bRhm” ey m-e-wﬁ%wmvwﬁ« R S ANEN § IR 2 g9 C.

Semiconductor Manufacturing International Corporation Annual Report 2006

97



Social Responsibility

AT\’} C, Wey 08 cVig oy ¢ 02 42 heg b eng hySliyMenegeMe ¢ ol DoyWey 2rey” oUr Mgy . NG
INeUgY NeyMaNi g ¢ INgar 21r GU2 1Y ( A%, 1 umine e, rR 412 4aN, Nafe =y 2N¢! ¢1IN INE We .

Ne2ddldan, WeyheVey sNGlwheg YUV 2N g2y siMery @rwd ¥Vl 6% U d 2%
24-haur onBlewheg b NS vV oS5
Megdl € MyBf) § 1 Wl & (23 + ®W2NNING;
e R 42 ehYRl @ R2MING 45N 2NE Meyecld | wyetdN;
EV1wye ool @ -R2MIN2 4oN 2N¢ Meyeald | metdN;
INjury eng 1 Ng% &% wymeneg—mwy
Ve ¢dNe NS VI o%; 2N¢
IN&yN2 $cNe {eVey heg b wggrem.

OHSAS18001 Certification

i Ce@ineyg ® 5A518001 (® ¢e2 4N @ hang 52 «y MM G ¥I%) oy i1 @4 Tem
HeBrifehs engerg M 44 «vIN 5 eyb -y 2003. hey® $A5180019 endery K 2 py &;‘m!‘cnvﬂ{g'
2 elagre daN% w2 N Hend ey menegamanqang f bed ey oN INwhe 4one $2 wy2ng hee b
%N, RING o MU ey Wl IVIFGNM 11 %, 06G yex 6sMORNY 23% %, 2NE 0 GVIdmy N tey oy, 2
o2 ‘weng hee hiey wgrl/lng FWVIrgnMe ¢

e h he c-u"l e{qn,r\;} Cheg 2 diwyeyd 2 Ny M wNyINg2 "-,,y 2n¢g ml/ maneg-n-ny By ¢-e nge
o2 ‘weng hee hiy -nvlrgnm-n{’qr U oM Y o, |,{+-m9.|'|-g Ul W% M=% 2Ng IV 1% D2 Wyl ey
deil € +¢ w GW=INg rr.l,en;é DUI 4INE 65N 1w o2 Ng ¢ NIy {2 +% <UrS e .{q"“ eNINUGUY ¢ oy Ml
2NE IMeF Vo) .

Employee Care

Negdldcn ¢ hee D and e 'y eMldeye 4o or oUr -mo.gy-.-;,l\f} CRe%e ~en 2,8 €l gUr
NGyl HroU8h on Hey)ob (2ININE 2NE Br2 2UR dry f Bl vy g atacl FNIESG, N- @M NolBINE, $ode sUDY
2N 2 614, ANy ey D oy 62N¢ Moy @ 1N 2 6 14, FIMRTY 2N¢ S yeaNdRTY U € 1N o N0y oymy
DA, 2N NUMe ol o hoy 2 d 148 2NES AV 0% doyl € ¢ VI NINE Dy VY &7 oUF Mgy ey 2N¢

Par emiig.

98 Semiconductor Manufacturing International Corporation Annual Report 2006



Social Responsibility

S5MeyNg D w2 @ 143 2N¢ 4 EreN IN eUdwy

gre;,éue{-,-‘éue.{qn eng d-‘r-y-‘y.[cgram WIJ:\ a;'ng]LIJ nl\’-nl,y,' IEq{gn% nl\’-ﬁLyY Uﬁéerb n|\/_6|‘y’
J
eng&s,henghelll nIV—y%1y;

Mgrey $2n 500 f2INiNg ¢2%% % < «¥o¢ WIHIN hwComezny 2nnue y;

HaComeznyh IVINg quer % f,e Yrg wwque ly2ermang eng hotg g bui (byﬁ Cengd ran et or
W ey DY 15 NGy vy;

ey d w2 4N 2d 145 1N ¢Ugdw SWIMMING S, IN-gool SYMNSIUnT,, 18h « « NG eclr %, 400m
rubbewyl w2 5, MU FUo 2 ot 6 1y d%, S2UNC oo, 6N agng 20 %, 6o 20 %, wwe;

M- @MAT TV 6 N2INS2 on, MeTLRgmy 021 of, BU ey M1 vy 1 2URNS, e’ Ducy% vy 02 =YY,

baCH

i C ®rive w5 Nag K12 01 INBUR U @ 45N N 2T WD S oMeys” Py R4INE IN N2 42 S DouS
In ghenghel;

i Chol% By RIS 2 NUMDwy o orgeni =y 82MQ 2Ng 2.0 vt ¢ ecM oyt 4T emqng'@ C
ANy R NG ¢ 2T NS Nyi2Y B ¢ RIENy ¢ ‘B @MWl BN 550 daN Dyl ) @ Wiy
reNEey s’ Moy w® Why migh (havang Wl 8Dy N2 gely Desh;

Slar Cly I CUb: R 2b Rhey w @y ar S yllal Membwyg ° J{\-,'l\,? C 2miy by evigingers eng
0242 s VI4%, Ioyd 108, DUl BIoU R 2N¢ o Doy Moy @ 1aN2 2N U @ {2 2 ¢4V 4%} 2N¢

Sl % an;ﬁ ~o e 4<n C U A numbey < eULY - eclreging e hee fyeng 2 efvey |"-;,y ~ ol

'?*em’"vif"yﬁ C repenCubeidhs Aty me@ h el w2 Verlay o v N%, 12NEINE Tom poy
shenghel neyne tang, ere N ¢ R_rP ol « @ ra2d re o%.

Semiconductor Manufacturing International Corporation Annual Report 2006



100

v

Social Responsibility

Report by Management on Internal Control over Financial Reporting
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Report of Independent Registered Public Accounting Firm

To the Stockholders of Semiconductor Manufacturing International Corporation:

We have audited the accompanying consolidated balance sheets of Semiconductor Manufacturing International Corporation and
its subsidiaries (the “Company”) as of December 31, 2006, 2005 and 2004 and the related consolidated statements of opera-
tions, stockholders’ equity and comprehensive income (loss), and cash flows for each of the three years in the period ended
December 31, 2006. We also have audited management’s assessment, included in the accompanying Report by Management
on Internal Control over Financial Reporting, that the Company maintained effective internal control over financial reporting as of
December 31, 2006, based on criteria established in Internal Control - Integrated Framework issued by the Committee of Spon-
soring Organizations of the Treadway Commission. The Company’s management is responsible for these financial statements, for
maintaining effective internal control over financial reporting, and for its assessment of the effectiveness of internal control over
financial reporting. Our responsibility is to express an opinion on these consolidated financial statements, an opinion on manage-
ment’s assessment, and an opinion on the effectiveness of the Company’s internal control over financial reporting based on our
audits.

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 state-
ments are free of material misstatement and whether effective internal control over financial reporting was maintained in all
material respects. Our audit of financial statements included 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 manage-
ment, and evaluating the overall financial statement presentation. Our audit of internal control over financial reporting included
obtaining an understanding of internal control over financial reporting, evaluating management’s assessment, testing and evaluat-
ing the design and operating effectiveness of internal control, and performing such other procedures as we considered necessary
in the circumstances. We believe that our audits provide a reasonable basis for our opinions.

As discussed in Note 3(v) to the financial statements, in 2006 the Company changed its method of accounting for share-based
compensation to conform to Statement of Financial Accounting Standard No. 123 (R), “Share-Based Compensation”, and record-
ed a cumulative effect of a change in accounting principle.

As discussed in Note 31, the consolidated financial statements as of and for the years ended December 31, 2005 and 2004
have been restated.

A company’s internal control over financial reporting is a process designed by, or under the supervision of the company’s principal
executive and principal financial officers, or persons performing similar functions, and effected by the company’s board of direc-
tors, management, and other personnel to provide reasonable assurance regarding the reliability of financial reporting and the
preparation of financial statements for external purposes in accordance with generally accepted accounting principles. A compa-
ny’s internal control over financial reporting includes those policies and procedures that (1) pertain to the maintenance of records
that, in reasonable detail, accurately and fairly reflect the transactions and dispositions of the assets of the company; (2) provide
reasonable assurance that transactions are recorded as necessary to permit preparation of financial statements in accordance
with generally accepted accounting principles, and that receipts and expenditures of the company are being made only in ac-
cordance with the authorization of Management and Directors of the company; and (3) provide reasonable assurance regarding
prevention or timely detection of unauthorized acquisition, use, or disposition of the company’s assets that could have a material
effect on the financial statements.
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Report of Independent Registered Public Accounting Firm

Because of the inherent limitations of internal control over financial reporting, including the possibility of collusion or improper
management override of controls, material misstatements due to error or fraud may not be prevented or detected on a timely
basis. Also, projections of any evaluation of the effectiveness of the internal control over financial reporting to future periods are
subject to the risk that the controls my become inadequate because of changes in conditions, or that the degree of compliance
with the policies or procedures may deteriorate.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the financial posi-
tion of the Company as of December 31, 2006, 2005 and 2004 and the results of its operations and cash flows for each of the
three years in the period ended December 31, 2006, in conformity with accounting principles generally accepted in the United
States of America. Also in our opinion, management’s assessment that the Company maintained effective internal control over
financial reporting as of December 31, 2006, is fairly stated, in all material respects, based on criteria established in Internal
Control - Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission. Furthermore,
in our opinion, the Company maintained, in all material respects, effective internal control over financial reporting as of December
31, 2006, based on criteria established in Internal Control - Integrated Framework issued by the Committee of Sponsoring Organi-
zations of the Treadway Commission.

Deloitte Touche Tohmatsu

Certified Public Accountants

Hong Kong
April 24, 2007
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Consolidated Balance Sheets

(In US dollars, except share data)

ASSETS
Current assets:
Cash and cash equivalents
Short-term investments
Accounts receivable, net of allowances
of $4,048,845 in 2006, $1,091,340
in 2005 and $1,105,165 in 2004
Inventories
Prepaid expense and other current assets
Receivable for sale of manufacturing equipments
Assets held for sale

Total current assets

Land use rights, net

Plant and equipment, net
Acquired intangible assets, net
Deferred cost, net

Equity investment

Other long-term prepayments
Deferred tax assets

TOTAL ASSETS

LIABILITIES AND STOCKHOLDERS’ EQUITY
Current liabilities:

Accounts payable

Accrued expenses and other current liabilities

Short-term borrowings

Current portion of promissory note

Current portion of long-term debt

Income tax payable

Total current liabilities

Notes

10
11
24
12

17

13

15
14
15

2006

$ 363,619,731
57,950,603

252,184,975
275,178,952
20,766,945
70,544,560
9,420,729

1,049,666,495

38,323,333
3,244,400,822
71,692,498
94,183,034
13,619,643
4,119,433
25,286,900

$ 4,541,292,158

$ 309,129,199
97,121,231
71,000,000
29,242,001

170,796,968
72,417

677,361,816

December 31,

2005
(As Restated,
see Note 31)

$ 585,796,887
13,795,859

241,333,914
191,237,636
9,810,591
5,490,000

1,047,464,887

34,767,518
3,285,631,131
80,667,737
117,728,792
17,820,890
2,552,407

$ 4,586,633,362

$ 262,318,432
92,916,030
265,481,082
29,242,001
246,080,580

896,038,125

2004
(As Restated,
see Note 31)

$ 607,172,570
20,364,184

169,188,287
144,017,852
12,842,994

1,831,972

955,417,859

39,197,774
3,311,924,599
77,735,299

$ 4,384,275,531

$ 364,333,613
76,399,187
91,000,000

191,986,372
152,000

723,871,172
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Consolidated Balance Sheets

(In US dollars, except share data)

Notes

Long-term liabilities:
Promissory note 14
Long-term debt 15

Long-term payables relating to license agreements 16
Other long term liabilities
Deferred tax liabilities 17

Total long-term liabilities
Total liabilities

Commitments 21

Minority interest

Stockholders’ equity:
Ordinary shares, $0.0004 par value,
50,000,000,000 authorised in 2006,
2005 and 2004, shares issued and
outstanding 18,432,756,463 in 2006,
18,301,680,867 in 2005 and
18,232,179,139 in 2004, respectively 18
Warrants 19
Additional paid-in capital
Notes receivable from stockholders 19
Accumulated other comprehensive income
Deferred share-based compensation
Accumulated deficit

Total stockholders’ equity
TOTAL LIABILITIES AND STOCKHOLDERS’ EQUITY
Net current assets

Total assets less current liabilities

The accompanying notes are an integral part of these consolidated financial statements.
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2006

77,601,657
719,570,905
16,992,950
3,333,333
210,913

817,709,758

1,495,071,574

38,800,666

7,373,103
32,387
3,288,733,078

91,840

(288,810,490)

3,007,419,918

$ 4,541,292,158

372,304,679

$ 3,863,930,342

December 31,

2005
(As Restated,
see Note 31)

103,254,436
494,556,385
24,686,398

622,497,219

1,518,535,344

38,781,863

7,320,673
32,387
3,291,407,448
138,978
(24,881,919)
(244,701,412)

3,029,316,155

$ 4,586,633,362

151,426,762

$ 3,690,595,237

$

$

$

2004
(As Restated,
see Note 31)

544,462,074

544,462,074

1,268,333,246

7,292,872
32,387
3,289,724,885
(391,375)
387,776
(51,177,675)
(129,926,585)

3,115,942,285
4,384,275,531
231,546,687

3,660,404,359



Consolidated Statements of Operations

(In US dollars, except share data)

Notes

Sales 22
Cost of sales 2
Gross profit
Operating expenses and income:
Research and development
General and administrative
Selling and marketing 2
Litigation settlement 24
Amortization of acquired intangible assets 2
Income from sale of plant and equipment

and other fixed assets 10
Total operating expenses (income), net
(Loss) income from operations 27
Other income (expense):
Interest income
Interest expense
Foreign currency exchange (loss) gain
Others, net
Total other (expense) income, net
(Loss) income before income tax
Income tax credit (expense) 17
Minority interest
Loss from equity investment 12

Net (loss) income before cumulative effect
of a change in accounting principle

Cumulative effect of a change in accounting principle S

2006

$ 1,465,322,867

1,338,155,004

127,167,863

94,170,750
47,364,533
18,231,048

24,393,561

(43,121,929)

141,037,963

(13,870,100)

14,916,323

(50,926,084)

(21,912,234)
1,821,337

(56,100,658)

(69,970,758)

24,927,744

(18,803)

(4,201,247)

(49,263,064)

5,153,986

Year ended December 31,

2005
(As Restated,
see Note 31)

$ 1,171,318,735

1,105,133,544

66,185,191

78,865,306
35,700,768
17,713,228

20,946,051

153,225,353

(87,040,162)

11,355,972
(38,784,323)
(3,355,279)

4,461,925

(26,321,705)

(113,361,867)

(284,867)

251,017

(1,379,110)

(114,774,827)

2004
(As Restated,
see Note 31)

974,664,696
716,225,372

258,439,324

74,113,116
54,038,382
10,383,794
16,694,741
14,368,025

169,598,058

88,841,266

10,587,244
(13,697,894)

8,217,567

2,441,057

7,547,974

96,389,240

(186,044)

96,203,196
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(In US dollars, except share data)

Net (loss) income
Deemed dividends on preference shares

(Loss) income attributable to holders of
ordinary shares

On the basis of net loss before accounting
change per share, basic

On the basis of net loss before accounting
change per share, diluted

Cumulative effect of an accounting change
per share, basic and diluted

(Loss) income per share, basic
(Loss) income per share, diluted

Shares used in calculating basic (loss)

income per share

Shares used in calculating diluted (loss)
income per share

Notes

29

20

20

20

20

20

20

20

2006

(44,109,078)

(44,109,078)

(0.00)

(0.00)

0.00

(0.00)

(0.00)

18,334,498,923

18,334,498,923

$

$

The accompanying notes are an integral part of these consolidated financial statements.
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Year ended December 31,

2005
(As Restated,
see Note 31)

(114,774,827)

(114,774,827)

(0.01)

(0.012)

(0.01)

(0.01)

18,184,429,255

18,184,429,255

2004
(As Restated,
see Note 31)

96,203,196

18,839,426

77,363,770

0.01

0.00

0.01

0.00

14,199,163,517

17,934,393,066
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Consolidated Statements of Cash Flows

(In US dollars, except share data)
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Consolidated Statements of Cash Flows

(In US dollars, except share data)

Financing activities:

Proceeds from short-term borrowings

Repayment of short-term borrowings

Repayment of note payable to stockholder for land use rights

Proceeds from long-term debt

Repayment of long-term debt

Repayment of promissory note

Payment of loan initiation fee

Proceeds from issuance of Series D convertible
preference shares

Proceeds from issuance of ordinary shares from initial
public offering

Collection of subscription receivables, net

Proceeds from exercise of employee stock options

Collection of notes receivables from employees

Change in deposits received from stockholders

Proceeds from minority investor (note 1)

Net cash (used in) provided by financing activities
Effect of exchange rate changes

NET (DECREASE) INCREASE IN CASH AND
CASH EQUIVALENTS
CASH AND CASH EQUIVALENTS, beginning of year

CASH AND CASH EQUIVALENTS, end of year

SUPPLEMENTAL DISCLOSURE OF CASH FLOW INFORMATION:

Income taxes paid

Interest paid

2006

255,003,999
(449,485,081)

785,344,546
(635,613,638)
(30,000,000)
(3,596,938)

3,907,118

(74,439,994)

(16,885)

(222,177,156)

585,796,887

363,619,731

164,409

46,808,533

$

2005
(As Restated,
see Note 31)

394,158,994
(219,677,912)

253,432,612
(249,244,093)
(30,000,000)

2,303,151
391,376

39,000,025

190,364,153

(192,246)

(21,375,683)
607,172,570

585,796,887

436,867

47,113,456

Year ended December 31,

2004
(As Restated,
see Note 31)

91,000,000

(12,778,797)
256,487,871

(15,000,000)

30,000,000

1,016,859,151
105,420,031
681,339
35,245,774
(38,151,407)

1,469,763,962

256,389

161,896,236
445,276,334

607,172,570

34,044

20,104,223
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Consolidated Statements of Cash Flows

(In US dollars, except share data)

2006

Year ended December 31,

2005
(As Restated,
see Note 31)

2004
(As Restated,
see Note 31)

SUPPLEMENTAL DISCLOSURES OF NON-CASH
INVESTING AND FINANCING ACTIVITIES

Note payable waived by stockholder in exchange for

land use rights $ - $ - (14,239,246)
Series D convertible preference shares issued to acquire

assets and assume liabilities from Motorola and MCEL $ - $ — 278,180,024
Issuance of Series D convertible preference share warrants $ - $ - 27,663,780
Series D convertible preference shares issued in

exchange for certain software licenses $ - $ — 5,060,256
Series B convertible preference shares issued in

exchange for acquired intangible assets $ - $ - 2,739,853
Series B convertible preference shares issued to a

service provider $ - $ - 45,090
Conversion of preference shares into ordinary

shares upon initial public offering $ - $ - 5,971,115
Ordinary shares and warrants issued to a service provider $ - $ = (79,590)
Ordinary shares issued in exchange for equipment $ - $ - 5,222,180
Ordinary and preference shares issued in exchange

for employee note receivable $ - $ - (388,924)
Inception of accounts payable for plant and equipment $ (165,828,795) $ (143,723,643) (272,164,643)
Issuance of promissory note for acquired intangible assets $ - $ (132,496,437) -
Inception of long-term payable for acquired intangible assets $ (16,992,950) $ (24,686,398) -
Inception of other receivable for sales of

manufacturing equipment $ 70,544,560 $ 5,490,000 -

The accompanying notes are an integral part of these consolidated financial statements.
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Notes to the Consolidated Financial Statements

For the years ended December 31, 2006, 2005 and 2004
(In U.S. dollars, except where otherwise stated)

1. ergalizatiel afd Pnf cipa AO‘RI It os

Semiconductor Manufacturing International Corporation was incorporated under the laws of the Cayman Islands on April 3,
2000 and its subsidiaries as of December 31, 2006 include the following:

Place axd da e f
inc [, i n/

A~ fib~ able e ..

Name fc’ m‘ an es aBlishme:r ir efes held P#'incin al aej+

Garrison Consultants Samoa April 5, 2000 100%  Provision of consultancy
Limited (“Garrison”) services

Better Way Enterprises Samoa April 5, 2000 100%  Provision of marketing
Limited (“Better Way”) related activities

Semiconductor The People’s Republic of 100%  Manufacturing and trading of
Manufacturing International China (the “PRC”) semiconductor products
(Shanghai) Corporation December 21, 2000
(“SMIS™)*#

SMIC, Americas United States of America 100%  Provision of marketing

June 22, 2001 related activities

Semiconductor The PRC 100%  Manufacturing and trading
Manufacturing International July 25, 2002 of semiconductor products
(Beijing) Corporation
(“SMIB™)*

SMIC Japan Corporation Japan 100%  Provision of marketing

October 8, 2002 related activities

SMIC Europe S.R.L Italy 100%  Provision of marketing

July 3, 2003 related activities

SMIC Commercial Shanghai The PRC 100%  Operation of a convenience
Limited Company September 30, store
(formerly SMIC Consulting 2003
Corporation)™*

Semiconductor Manufacturing The PRC, 100%  Manufacturing and trading
International (Tianjin) November 3, 2003 of semiconductor products
Corporation (“SMIT”)*#

Semiconductor Manufacturing Cayman Islands 56.67% Investment holding
International (AT) July 26, 2004
Corporation (“AT”)

Semiconductor Manufacturing The PRC 56.67%  Manufacturing and trading
International (Chengdu) August 16, 2004 of semiconductor products
Corporation (“SMICD”)*

Semiconductor Cayman Island 100% Investment holding
Manufacturing International June 30, 2005
(Solar Cell) Corporation
(“Solar Cell”)

SMIC Energy Technology The PRC 100%  Manufacturing and trading
(Shanghai) Corporation September 9, 2005 of solar cell related
(“Energy Science”)** semiconductor products

SMIC (Chengdu) Development The PRC 100%  Construction, operation,
Corporation*# December 29, 2005 management of SMICD’s

and quarter, schools, living
and supermarket

Magnificent Tower Limited British Virgin Islands, 100% Investment holding

* Companies registered as wholly foreign-owned enterprises in the PRC.
# For identification purposes only

January 5, 2006
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Notes to the Consolidated Financial Statements

For the years ended December 31, 2006, 2005 and 2004
(In U.S. dollars, except where otherwise stated)

1. ergalizatiel ald Pnf cipa A¢§| It19S € ot 3a)

Semiconductor Manufacturing International Corporation and its subsidiaries (hereinafter collectively referred to as the
“Company” or “SMIC”) are mainly engaged in the computer-aided design, manufacturing, packaging, testing and trading of
integrated circuits and other semiconductor services, and manufacturing design of semiconductor masks.

In 2004, the Company incorporated AT and SMICD, a wholly owned subsidiary of AT. In 2005, AT issued redeemable
convertible preference shares to a third party for cash consideration of US$39 million, representing 43.33% equity interest
of AT.

2. Rou¢ assificatiols of¢ srtail A”t Pts

(@ In 2005, the Company has reclassified the amortization of share-based compensation in the same lines as cash
compensation paid to the same employees in accordance with SAB 107, Share-Based Payment. The comparative
figures of the prior years have been reclassified to conform to this presentation.

(b) Commencing with the first quarter ended March 31, 2005, the Company reclassified the amortization expenses
related to acquired intangible assets into a separate line item. The comparative figures of the prior years have been
reclassified to conform to this presentation.

s . a; of gohificalt ¢co Ptifg Peiciss

W A O E ATt TR

(@) Basis of prisittatiol
The consolidated financial statements of the Company are prepared in accordance with accounting principles generally
accepted in the United States of America (“US GAAP”).

(w) PP e ss of cofse idatief
The consolidated financial statements include the accounts of the Company and its majority owned subsidiaries. All

inter-company transactions and balances have been eliminated upon consolidation. Minority interest is recorded as a
reduction of the reported income or expense unless the amount would result in a reduction of expense for which the
minority partner would not be responsible.

(9. s* ef .‘st‘{ atss
The preparation of financial statements in conformity with US GAAP requires management to make estimates and
assumptions that affect the reported amounts of assets and liabilities and revenue and expenses in the financial
statements and accompanying notes. Significant accounting estimates reflected in the Company’s financial statements
include valuation allowance for deferred tax assets, allowance for doubtful accounts, inventory valuation, useful lives
and commencement of productive use for plant and equipment and acquired intangible assets, impairment on long-
lived assets, accruals for sales adjustments, other liabilities, contingencies and share-based compensation expenses.
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Notes to the Consolidated Financial Statements

For the years ended December 31, 2006, 2005 and 2004
(In U.S. dollars, except where otherwise stated)

(d)

(%)

()

(g)

(n)

¢ Srtaif S|gt|j cal't ng s af‘(t Pesrtailtivs

The Company participates in a dynamic high technology industry and believes that changes in any of the following
areas could have a material adverse effect on the Company’s future financial position, results of operations, or

cash flows: changes in the overall demand for semiconductor manufacturing services; competitive pressures due to
excess capacity or price reductions; advances and trends in new technologies and industry standards; changes in
key suppliers; changes in certain strategic relationships or customer relationships; regulatory or other factors; risks
associated with the ability to obtain necessary raw materials; and risks associated with the Company’s ability to attract
and retain employees necessary to support its growth.

¢ asnafd casn 1‘-L Ja sPts
Cash and cash equivalents consist of cash on hand and highly liquid investments which are unrestricted as to
withdrawal or use, and which have maturities of three months or less when purchased.

( .-341 sPts
Short-term investments consisting primarily of mutual funds, corporate notes and corporate bonds are classified either
as available for sale or trading securities.

Available for sale securities have been recorded at fair market value. Unrealized gains and losses are recorded as
accumulated other comprehensive income (loss). Unrealized losses, which are deemed other than temporary, are
recorded in the statement of operations as other expenses. The unrealized gains and losses are reclassified to
earnings once the available-for-sale investments are settled.

Trading securities are recorded at fair value with unrealized gains and losses classified as earnings.
Debt securities with original maturities greater than one year are classified as long-term investments held to maturity.

¢ of ciltratiol of ¢radit ng

Financial instruments that potentially expose the Company to concentrations of credit risk consist primarily of cash and
cash equivalents, shot-term investments, accounts receivable and receivable for sale of manufacturing equipments.
The Company places its cash and cash equivalents with reputable financial institutions.

The Company conducts credit evaluations of customers and generally does not require collateral or other security
from its customers. The Company establishes an allowance for doubtful accounts based upon estimates, factors
surrounding the credit risk of specific customers and other information.

{ sPtenas

Inventories are stated at the lower of cost (weighted average) or market. Cost comprises direct materials and where
applicable, direct labors costs and those overheads that have been incurred in bringing the inventories to their present
location and condition.

Adjustments are recorded to write down the cost of obsolete and excess inventory to the estimated market value

based on historical and forecast demand. In 2006, 2005 and 2004, inventory was written down by US$16,106,471,
US$13,808,698 and US$10,506,374, respectively, to reflect the lower of coat or market.
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Notes to the Consolidated Financial Statements

For the years ended December 31, 2006, 2005 and 2004
(In U.S. dollars, except where otherwise stated)

5 Wi ¥ ‘f\dﬁ’"f"‘a'tA“‘g Ptif 2 Pe 1615s ¢ otut 2a)

0}

)

afct ss ngats, P st
Land use rights are recorded at cost less accumulated amortization. Amortization is provided over the term of the land
use right agreement on a straight-line basis over the term of the agreements, which range from 50 to 70 years.

Palftald ':\L p st Pt
Plant and equipment are carried at cost less accumulated depreciation and are depreciated on a straight-line basis
over the following estimated useful lives:

Buildings 25 years
Facility, machinery and equipment 10 years
Manufacturing machinery and equipment 5 years
Furniture and office equipment 3-5 years
Transportation equipment 5 years

The Company constructs certain of its plant and equipment. In addition to costs under the construction contracts,
external costs directly related to the construction of such facilities, including duties and tariffs, equipment installation
and shipping costs, are capitalized. Depreciation is recorded at the time assets are ready for their intended use.

i ired iftal giw ¢ assts
Acquired intangible assets, which consist primarily of technology, licenses and patents, are carried at cost less
accumulated amortization and impairment. Amortization is computed using the straight-line method over the expected
useful lives of the assets of 5 to 10 years. The Company has determined that its intangible assets were not impaired
at December 31, 2006. The Company had no goodwill as of December 31, 2006, 2005 and 2004.

O 5 way Pt of of'g‘-\l +d asssts

The Company reviews its long-lived assets for impairment whenever events or changes in circumstances indicate that
the carrying amount of an asset may no longer be recoverable. When these events occur, the Company measures
impairment by comparing the carrying value of the long-lived assets to the estimated undiscounted future cash flows
expected to result from the use of the assets and their eventual disposition. If the sum of the expected undiscounted
cash flow is less than the carrying amount of the assets, the Company would recognize an impairment loss based on
the fair value of the assets.

R‘,. .{ 3 rocoghitiof

The Company manufactures semiconductor wafers for its customers based on the customers’ designs and
specifications pursuant to manufacturing agreements and/or purchase orders. The Company also sells certain
semiconductor standard products to customers. The Company recognizes revenue to customers upon shipment and
title transfer. The Company also provides certain services, such as mask making, testing and probing, and revenue is
recognized when the services are completed.
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Customers have the rights of return within one year pursuant to warranty and sales return provisions, which has

been minimal. The Company typically performs tests of its products prior to shipment to identify yield rate per wafer.
Occasionally, product tests performed after shipment identify yields below the level agreed with the customer. In those
circumstances, the customer arrangement may provide for a reduction to the price paid by the customer or for its costs
to ship replacement products to the customer. The Company estimates the amount of sales returns and the cost of
replacement products based on the historical trend of returns and warranty replacements relative to sales as well as
a consideration of any current information regarding specific known product defects at customers that may exceed
historical trends.

¢ apita 17atief of Pt sst

Interest incurred on funds used to construct plant and equipment during the active construction period is capitalized,
net of government subsidies received. The interest capitalized is determined by applying the borrowing interest

rate to the average amount of accumulated capital expenditures for the assets under construction during the

period. Capitalized interest is added to the cost of the underlying assets and is amortized over the useful life of the
assets. Capitalized interest of US$4,798,002, US$7,617,123 and US$7,531,038, net of government subsidies of
US$22,396,613, US$3,990,606 and US$nil in 2006, 2005 and 2004, respectively, has been added to the cost of the
underlying assets during the year and is amortized over the respective useful life of the assets.

F ~he ealexded Decembe/ 31

2006 2005 2004
Total actual interest expense $ 78,120,699 $ 50,392,052 $ 21,228,932
Less: Government subsidy 22,396,613 3,990,606 -
Less: Capitalized interest 4,798,002 7,617,123 7,531,038
Net interest expense $ 50,926,084 $ 38,784,323 $ 13,697,894

Gy -‘f& .ﬂ!‘tf psidi $s

The Company receives government subsidies in the following five forms:

(1) Reimbursement of certain interest costs incurred on borrowings
The Company received government subsidies of US$13,878,353, US$12,390,652 and US$nil in 2006, 2005
and 2004, respectively, which were calculated based on the interest expense on the Company’s budgeted
borrowings. The Company recorded government subsidies as a reduction of interest expense.

(2) Value added tax refunds
The Company received subsidies of US$82,960, US$3,747,951 and US$1,949,265 in 2006, 2005 and 2004,
respectively, for value added taxes paid by the Company in respect of export sales of semiconductor products.
The value added tax refunds have been recorded as a reduction of the cost of sales.

(3) Sales tax refunds

The Company received sales tax refunds of US$97,079, US$609,461 and US$573,992 in 2006, 2005 and
2004, respectively, which were recorded as an offset of the general and administrative expenses.

Semiconductor Manufacturing International Corporation Annual Report 2006

115






Notes to the Consolidated Financial Statements

For the years ended December 31, 2006, 2005 and 2004
(In U.S. dollars, except where otherwise stated)

3.

()

(s)

]

P

a of\gflflcaFtAnt Ptif 2 Pe 1613s ¢ otut 2a)

orsigh ¢ frlt!'\o‘ trals atiof
The United States dollar (“US dollar”), the currency in which a substantial portion of the Company’s transactions
are denominated, is used as the functional and reporting currency of the Company. Monetary assets and liabilities
denominated in currencies other than the US dollar are translated into US dollar at the rates of exchange ruling at
the balance sheet date. Transactions in currencies other than the US dollar during the year are converted into the US
dollar at the applicable rates of exchange prevailing on the day transactions occurred. Transaction gains and losses are
recognized in the statements of operations.

The financial records of certain of the Company’s subsidiaries are maintained in local currencies other than the

US dollar, such as Japanese Yen, which are their functional currencies. Assets and liabilities are translated at the
exchange rates at the balance sheet date, equity accounts are translated at historical exchange rates and revenues,
expenses, gains and losses are translated using the average rate for the year. Translation adjustments are reported as
cumulative translation adjustments and are shown as a separate component of other comprehensive income (loss) in
the statement of stockholders’ equity.

P Y] s tax9s

Deferred income taxes are recognized for temporary differences between the tax bases of assets and liabilities and
their reported amount in the financial statements, net operating loss carry forwards and credits by applying enacted
statutory tax rates applicable to future years. Deferred tax assets are reduced by a valuation allowance when, in the
opinion of management, it is more likely than not that some portion or all of the deferred tax assets will not be realized.

Current income taxes are provided for in accordance with the laws of the relevant taxing authorities.

(t) “2 prl’ﬁn':-P%l s ) 3 (@ss)

)

Comprehensive income (loss) includes such items as foreign currency translation adjustments and unrealized gains/
losses on short-term investments. Comprehensive income (loss) is reported in the statement of stockholders’ equity.

alg q l‘tofr faf cia |FstLr~. Pts
Financial instruments include cash and cash equivalents, short-term investments, short-term borrowings, promissory
note, long-term payables relating to license agreements, long-term debt, accounts payables, accounts receivables
and receivables for sale of equipments. The carrying values of cash and cash equivalents, short-term investments
and short-term borrowings approximate their fair values based on quoted market values or due to their short-term
maturities. The carrying value of long-term payables relating to license agreements, long-term debt and payables
approximates fair value due to variable interest rates that approximate market rates.
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Notes to the Consolidated Financial Statements

For the years ended December 31, 2006, 2005 and 2004
(In U.S. dollars, except where otherwise stated)
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The Company grants stock options to its employees and certain non-employees. Prior to January 1, 2006, the Company
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accounted for share-based compensation in accordance with Accounting Principles Board Opinion No. 25, (“APB 25”),
“Accounting for Stock Issued to Employees,” and related interpretations. The Company also followed the disclosure
requirements of SFAS No. 123, “Accounting for Stock-Based Compensation”, as amended by SFAS 148, “Accounting
for Stock-Based Compensation-Transition and Disclosure.” As a result, no expense was recognized for options to
purchase the Company’s ordinary shares that were granted with an exercise price equal to fair market value at the day
of the grant prior to January 1, 2006. Effective January 1, 2006, the Company adopted the provisions of Statement of
Financial Accounting Standards No. 123(R), (“SFAS 123(R)”) “Share-Based Payment,” which establishes accounting for
equity instruments exchanged for services.

Under the provisions of SFAS 123(R), share-based compensation cost is measured at the grant date, based on the fair
value of the award, and is recognized as an expense over the employee’s requisite service period (generally the vesting
period of the equity grant). The Company elected to adopt the modified prospective transition method as provided by
SFAS 123(R) and, accordingly, financial statement amounts for the prior periods presented in this report have not been
restated to reflect the fair value method of expensing share-based compensation.

As a result of adopting SFAS 123(R) on January 1, 2006, the Company recognized a benefit of US$5.2 million as

a result of the cumulative effect of a change in accounting principle, in relating to the forfeiture rate applied on the
unvested portion of the stock options. Basic and diluted net loss per share for the year ended December 31, 2006
would have been US$0.0025.

The Company’s total actual share-based compensation expense for the year ended December 31, 2006, 2005 and
2004 was US$23,506,847 and US$25,735,849 and US$27,011,078, respectively.
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Had compensation cost for options granted to employees under the Company’s stock option plans been determined
based on the fair value at the grant date, as prescribed in SFAS No. 123, for the periods prior to January 1, 2006, the
Company’s pro forma loss would have been as follows:

Yea! exded Decembe/ 31,

2005 2004

(Loss) income attributable to holders of

ordinary shares $ (114,774,827) $ 77,363,770
Add: Stock compensation as reported 25,735,849 27,011,078
Less: Stock compensation determined

using the fair value method (32,997,627) (37,486,703)
Pro forma (loss) income attributable

to holders of ordinary shares $ (122,036,605) $ 66,888,145
(Loss) income per share:

Basic — pro forma $ (0.01) $ 0.00

Diluted — pro forma $ (0.01) $ 0.00

Basic — as reported $ (0.01) $ 0.01

Diluted — as reported $ (0.01) $ 0.00

The weighted-average grant-date fair value of options granted during the year 2006, 2005 and 2004 was US$0.05,
US$0.05 and US$0.17, respectively.

The fair value of each option and share grant are estimated on the date of grant using the Black-Scholes option pricing
model with the following assumptions:

2006 2005 2004
Average risk-free rate of return 4.72% 4.16% 2.64%
Weighted average expected term 24 eals 1-4 years 0.5-4 years
Volatility rate 32.69% 30.39% 52.45%

Expected dividend - -
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The Company’s primary objective for holding derivative financial instruments is to manage currency and interest rate
risks. The Company records derivative instruments as assets or liabilities, measured at fair value. The recognition
of gains or losses resulting from changes in the values of those derivative instruments is based on the use of each
derivative instrument and whether it qualifies for hedge accounting.

The Company has the following notional amount of derivative instruments:

Decembe/ 31,
2006 2005 2004
Forward foreign exchange contracts $ 35,660,177 $ 245,622,512 $ 61,034,335
Interest rate swap contracts 265,947,874 340,000,000 -

$ 301,608,051 $ 585,622,512 $ 61,034,335

The Company purchases foreign-currency forward exchange contracts with contract terms expiring within one year to
protect against the adverse effect that exchange rate fluctuations may have on foreign-currency denominated purchase
activities, principally the Reminbi, the Japanese Yen and the European Euro. The foreign-currency forward exchange
contracts do not qualify for hedge accounting. In 2006, 2005 and 2004, gains and losses on the foreign currency
forward exchange contracts were recognized in the statement of operations. Notional amounts are stated in the US
dollar equivalents at spot exchange rates at the respective dates.

N=i xal us d llaf
Se~lemex c_flexc am x. e'jalexs

As” f Decembe/ 31, 2006
Japanese Yen 4,235,537,500 35,660,177

As of December 31, 2005
Japanese Yen 22,097,665,000 188,659,310
European Euro 47,900,000 56,881,250
Renminbi 661,400 81,952
245,622,512

As of December 31, 2004
Japanese Yen 2,915,714,899 28,111,405
European Euro 20,042,037 27,313,288
usD 46,428,200 5,609,642
61,034,335
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In 2006 and 2005, the Company entered into various interest rates swap contracts to protect against volatility of
future cash flows caused by the changes in interest rates associated with the outstanding debts. The interest rate
swap contracts do not qualify for hedge accounting. In 2006 and 2005, hedging gains or losses on the interest rate
swap contracts were recognized in the statement of operations. As of December 31, 2006 and 2005, the Company

had outstanding interest rate swap contracts with notional amounts of US$250,000,000 and US$340,000,000,
respectively.

In addition to the abovementioned interest rate swap contracts, in 2006, the Company entered into a cross-currency
interest rate swap agreement to protect against volatility of future cash flows caused by the changes in both interest
rate and exchange rate associated with the outstanding long-term debts that are denominated in a currency other
than US dollar. The cross-currency interest rate swap agreement does not qualify for hedge accounting. In 2006,
hedging gains or losses on the interest rate swap contracts were recognized in the statement of operations. As of

December 31, 2006, the Company had outstanding cross-currency interest rate swap contracts with notional amounts
of US$15,947,874.

The fair values of each derivative instrument are as follows:

Decembe/ 31
2006 2005 2004
Forward foreign exchange contracts $ (2,694,415) $ (2,607,714) $ (283,344)
Interest rate swap contracts (5,317,837) (1,270,811) -
$ (8,012,252) $ (3,878,525) % (283,344)

As of December 31, 2006, 2005 and 2004, the fair value of these derivative instruments was recorded in accrued
expenses and other current liabilities, with the change of fair value of forward foreign exchange contracts recorded as

part of other income (expense), the change of fair value of interest rate swap contract and cross currency interest rate
swap contracts recorded as part of interest expense.
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In February 2006, FASB issued SFAS No. 155, “Accounting for Certain Hybrid Financial Instruments — an amendment of
FASB Statement No. 133 and 140,” which simplifies accounting for certain hybrid financial instruments by permitting
fair value re-measurement for any hybrid instrument that contains an embedded derivative that otherwise would require
bifurcation and eliminates a restriction on the passive derivative instruments acquired, issued or subject to re-
measurement (new basis) event occurring after the beginning of an entity’s fiscal year that begins after September 15,
2006. The Company is currently evaluating the impact of SFAS No. 155 on its consolidated financial statements.

In June 2006, FASB issued Interpretation No. 48, “Accounting for Uncertainty in Income Taxes — an Interpretation of
FASB Statement No. 109 (FIN 48).” This interpretation prescribes a recognition threshold and measurement attribute
for the financial statement recognition and the measurement of a tax position taken or expected to be taken in a tax
return. This interpretation also provides guidance on de-recognition, classification, interest and penalties, accounting
in interim periods, disclosure, and transition. This Interpretation is effective for fiscal years beginning after December
15, 2006. Earlier application is encouraged. The Company is currently evaluating the impact, if any, of FIN 48 on its
consolidated financial statements.

In September 2006, FASB issued SFAS No.157, “Fair Value Measurements”, which defines fair value, establishes a
framework for measuring fair value, and expands disclosures about fair value measurement. This Statement clarifies
that the exchange price is the price in an orderly transaction between market participants to sell the asset or transfer
the liability in the market in which the report ish tar6s would transact for the asset or liability, that is, the principal

or most advantageous market for the asset or liability. This Statement is effective for financial statements issued

for fiscal years beginning after November 15, 2007, and interim periods within those fiscal years. Earlier application
is encouraged. The Company is currently evaluating the impact, if any, of SFAS157 on its consolidated financial
statements.

In June 2006, the Emerging Issues Task Force (“EITF”) reached a consensus on Issue No. 06-3, “How Taxes Collected
from Customers and Remitted to Governmental Authorities Should be Presented in the Income Statement (That is
Gross Versus Net Presentation)” (“EITF 06-3”). The scope of EITF 06-3 includes sales, use, value added and some
excise taxes that are assessed by a governmental authority on specific revenue-producing transactions between

a seller and customer. EITF 06-3 states that a company should disclose its accounting policy (i.e. gross or net
presentation) regarding the presentation of taxes within its scope, and if significant, these disclosures should be
applied retrospectively to the financial statements for all periods presented. EITF 06-3 is effective for interim and
annual report ishperiods beginning after December 15, 2006. The Company is currently evaluating the impact, if any,
of this statement on its consolidated financial statements and related disclosures.

Semiconductor Manufacturing International Corporation Annual Report 2006



Notes to the Consolidated Financial Statements

For the years ended December 31, 2006, 2005 and 2004
(In U.S. dollars, except where otherwise stated)

3.

T 4
() oo 3 (@ss) @ersnars
' Basic income (loss) per share is computed by dividing income (loss) attributable to holders of ordinary shares by the
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weighted average number of ordinary shares outstanding (excluding shares subject to repurchase) for the year. Diluted
income (loss) per ordinary share reflects the potential dilution that could occur if securities or other contracts to issue
ordinary shares were exercised or converted into ordinary shares. Ordinary share equivalents are excluded from the
computation in loss periods as their effects would be antidilutive.

(7) narsspit
On March 18, 2004, the Company effected a 10-for-1 share split immediately after the conversion of preference shares
into ordinary shares. All share information relating to ordinary shares of the Company in the accompanying financial
statements, including the conversion price relating to such ordinary shares and stock options, have been adjusted
retroactively, which gives effect to the share split.

Metere a ss':ltf renase ald 1e9fsys Agr'ﬂﬁ sPts

A

On September 23, 2003, the Company entered into an agreement to acquire certain assets and assume certain obligations
from Motorola, Inc. (“Motorola”) and Motorola (China) Electronics Limited (“MCEL”), a wholly owned subsidiary of Motorola
in exchange for 82,857,143 Series D convertible preference shares convertible into ordinary shares at a conversion price of
US$0.2087 per share and a warrant to purchase 8,285,714 Series D convertible preference shares for US$0.01 per share
(the “Asset Purchase”). In addition, the Company issued 8,571,429 Series D convertible preference shares convertible into
ordinary shares at a conversion price of US$0.2087 per share and a warrant to purchase 857,143 Series D convertible
preference shares for US$0.01 per share in exchange for US$30,000,000. The Company and Motorola completed the Asset
Purchase on January 16, 2004.

In conjunction with the Asset Purchase, the Company and Motorola entered into an agreement to license certain technology
and intellectual property. In exchange for these licenses, the Company agreed to issue Motorola an aggregate of 11,428,571
Series D convertible preference shares convertible into ordinary shares at a conversion price of US$0.2087 per share and
a warrant to purchase 1,142,857 Series D convertible preference shares for US$0.01 per share. On December 5, 2003,
the Company partially closed this license agreement with Motorola and issued to Motorola 7,142,857 Series D convertible
preference shares and a warrant to purchase 714,286 Series D convertible preference shares at US$0.01 per share. On
January 16, 2004, the Company closed the license agreement with Motorola and issued to Motorola 4,285,714 series D
convertible preference share and a warrant to purchase 428,571 Series D convertible preference shares at US$0.01 per
share.

N Pts Rocd anp, ot ofA‘x af ¢ss

The Company determines credit terms for each customer on a case by case basis, based on its assessment of such
customer’s financial standing and business potential with the Company.

In addition, for certain customers with long-established relationship and good past repayment histories, a longer credit period
may be granted.
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An aging analysis of trade debtors is as follows:
2006
Current $ 213,539,198
Overdue:
Within 30 days 31,611,729
Between 31 to 60 days 5,879,705
Over 60 days 1,154,343
$ 252,184,975
Net of Allowance for doubtful accounts $ (4,048,845
The change in the allowance for doubtful accounts is as follows:
2006
Balance, beginning of year $ 1,091,340
Provision for the year 2,957,505
Reversal in the year
Balance, end of year $ 4,048,845
& ( ssp slts
-

A_ailablef /sale sec /.

The following is a summary of short-term available-for-sale listed securities:

2005

$ 192,303,054 $

38,017,540
2,528,249
8,485,071

$ 241,333914 $

) $

2005

$ 1,105,165 $
(13,82;)

$ 1,091,340 $

Decembe/ 31, 2006

G/ ss Gl ss
_xleali ed _xleali ed
Cs gains I” sses
M= _alf «d $ 52,866,825 $ 0 $

December 31, 2005

Gross Gross

unrealized unrealized

Cost gains losses

Commercial paper $ 3,482,033 $ 9,450 $ -
Mutual fund 10,283,573 20,803 -
$ 13,765,606 $ 30,253 $ =

Semiconductor Manufacturing International Corporation Annual Report 2006

(1,091,340) $

2004

148,502,815

15,901,323
2,656,964
2,127,185

169,188,287

(1,105,165)

2004

114,473
990,692

1,105,165

Fail_al e .

$ 52,866,825

Fair value

$ 3,491,483
10,304,376

$ 13,795,859
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December 31, 2004

Gross Gross

unrealized unrealized
Cost gains losses Fair value
Corporate note $ 10,000,000 $ - $ - $ 10,000,000
Mutual fund 10,277,379 86,805 - 10,364,184
$ 20,277,379 $ 86,805 $ - $ 20,364,184

Tladixg sec 4.

As of December 31, 2006, the Company also held certain trading securities with costs of US$5,000,000 and fair value of
US$5,083,778.

( sPterss
2006 2005 2004
Raw materials $ 89,431,781 $ 55,697,982 $ 39,336,929
Work in progress 150,506,509 115,210,052 83,953,481
Finished goods 35,240,662 20,329,602 20,727,442

$ 275,478,952 $ 191,237,636 $ 144,017,852

ssits od for. @

Assets held for sale represent residential real estate that the Company has constructed for its employees. In 2004, the
Company had sold residential real estate with a carrying value of US$12,089,113 to employees for US$12,778,062, which
resulted in a gain on disposition of US$688,949. The Company has reclassified the majority of the unsold residential

real estate units of US$18,670,278 to land use rights, plant and equipment and recorded a cumulative adjustment for
depreciation expense of US$1,155,623, representing depreciation that would have been recognized had the unsold real
estate units been continuously classified as land use rights, plant and equipment. The remaining balance of assets held for
sale as of December 31, 2004 was US$1,831,972, representing 44 sets of the residential real estate units.

In 2005, the Company sold residential real estate units with a carrying value of US$1,679,818 for US$2,322,409, which
resulted in a gain on disposal of US$642,591. Meanwhile, the Company has reclassified the remaining unsold real estate
units of US$152,154 to land use rights, plant and equipment. Accordingly, the Company recorded a cumulative adjustment
for depreciation expense of US$7,352, representing depreciation that would have been recognized had the unsold real estate
units been continuously classified as land use rights, plant and equipment. No residential real estate was classified as
assets held for sale as of December 31, 2005.

In 2006, the Company decided to offer employees additional residual real estate, and classified the US$17,097,675
carrying value as assets held for sale. Meanwhile, the Company sold residential real estate units with a carrying value of
US$7,676,946 for US$8,934,560, which resulted in a gain on disposal of US$1,257,614. The remaining balances of assets
held for sale as of December 31, 2006 was US$9,420,729, representing 213 sets of residential real estate units.
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2006 2005 2004
Land use rights (50 — 70 years) 42,485,856 $ 38,504,311 $ 42,412,453
Less: accumulated amortization (4,162,523) (3,736,793) (3,214,679)
38,323,333 $ 34,767,518 % 39,197,774
10. P aft afd ow'? My, ot
’ 2006 2005 2004
Buildings 269,721,109 $ 212,205,753 $ 203,375,644
Facility, machinery and equipment 435,112,058 382,928,570 339,852,626

Manufacturing machinery and equipment
Furniture and office equipment
Transportation equipment

4,539,566,491

61,979,029
1,666,185

3,810,671,778

75,696,024
1,581,493

2,838,231,084

51,932,370
1,324,144

5,308,044,872
(2,314,667,455)
251,023,405

4,483,083,618
(1,515,923,860)
318,471,373

3,434,715,868
(772,416,194)
649,624,925

Less: accumulated depreciation and amortization
Construction in progress

$ 3,244,400,822 $ 3,285,631,131 $ 3,311,924,599

In 2006, the Company sold plant, equipment and other fixed assets with a carrying value of US$34,231,116 for
US$77,353,045, which resulted in a gain on disposal of US$43,121,929.

The plant and equipment were sold to a government-owned foundry based in Chengdu, Sichuan province, to which SMIC is

12°

also contracted to provide management services.

11. AdL ired Ptafgin o Ass.ﬂtﬁ,‘ st
2006 2005 2004
(As Restated, (As Restated,
see Note 31) see Note 31)
Cost:

Technology 20,256,328 $ 17,406,681 $ 15,674,853
Licenses 49,308,145 36,739,470 12,768,057
Patent licenses 65,297,639 65,297,639 67,122,391
134,862,112 $ 119,443,790 $ 95,565,301

Accumulated Amortization:
Technology (13,712,517) (9,065,285) (5,232,801)
Licenses (12,135,592) (5,618,381) (1,702,470)
Patent licenses (37,321,505) (24,092,387) (10,894,731)
(63,169,614) (38,776,053) (17,830,002)
Acquired intangible assets, net 71,692,498 $ 80,667,737 $ 77,735,299
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2006

The Company entered into several technology, patent and license agreements with third parties whereby the Company
purchased intangible assets for US$15,418,322.
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Toppan SMIC Electronics (Shanghai) Co., Ltd. $ 13,619,643 30

On July 6, 2004, the Company and Toppan Printing Co., Ltd (“Toppan”) entered into an agreement to form Toppan SMIC
Electronics (Shanghai) Co., Ltd. (“Toppan SMIC”) in Shanghai, to manufacture on-chip color filters and micro lenses for CMOS

image sensors.

In 2005, the Company injected cash of US$19,200,000 into Toppan SMIC, representing its 30% ownership. In 2006 and
2005, the Company recorded US$4,201,247 and US$1,379,110, respectively, as its share of the net loss of the equity
investment. As of December 31, 2006, the share of net loss of the equity investment balance to be carried forward amounted
to US$5,580,357.

13. A”t Pts P? ap o

An aging analysis of the accounts payable is as follows:

2006 2005 2004

Current $ 238,864,239 $ 209,142,167 $ 307,396,991
Overdue:

Within 30 days 43,364,820 22,479,945 38,803,625

Between 31 to 60 days 9,594,873 4,593,542 4,351,844

Over 60 days 17,305,267 26,102,778 13,781,153

$ 309,129,199 $ 262,318,432 $ 364,333,613
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In 2005, the Company reached a settlement and license agreement with TSMC as detailed in Note 11 and Note 24.

Under this agreement, the Company issued thirteen non-interest bearing promissory notes with an aggregate amount of
US$175,000,000 as the settlement consideration. The Company has recorded a discount of US$17,030,709 for the
imputed interest on the notes, which was calculated using an effective interest rate of 3.45% and has been recorded as a
reduction of the face amounts of the promissory notes. The Company repaid US$30,000,000 and US$30,000,000 in 2006
and 2005 respectively, and the outstanding promissory notes are as follows:

Decembe/ 31, 2006

Ma & Face_al e.. Disc’ xed al e..
2007 $ 30,000,000 $ 29,242,001
2008 30,000,000 28,259,668
2009 30,000,000 27,310,335
2010 25,000,000 22,031,654
115,000,000 106,843,658
Less: Current portion of promissory notes 30,000,000 29,242,001
Long-term portion of promissory notes $ 85,000,000 $ 77,601,657

December 31, 2005

Maturity Face value Discounted value
2006 $ 30,000,000 $ 29,242,001
2007 30,000,000 28,259,668
2008 30,000,000 27,310,335
2009 30,000,000 26,392,893
2010 25,000,000 21,291,540

145,000,000 132,496,437
Less: Current portion of promissory notes 30,000,000 29,242,001
Long-term portion of promissory notes $ 115,000,000 $ 103,254,436

The promissory note was interest free, and the present value was discounted using the weighted-average of the Company’s
borrowing rate.

In 2006 and 2005, the Company recorded interest expense of US$4,347,221 and US$4,527,146 respectively, relating to
the amortization of the discount.
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15. Pdoptedf sss

Short-term and long-term debts are as follows:

Short-term borrowings from
commercial banks (a)

Long-term debt by contracts (b):
Shanghai phase | USD syndicate loan
Shanghai phase | RMB syndicate loan
Shanghai phase Il USD syndicate loan
Shanghai new USD syndicate loan
Beijing USD syndicate loan
EUR syndicate loan

Long-term debt by repayment schedule:
2005
2006
2007

Semiconductor Manufacturing International Corporation Annual Report 2006

2006

71,000,000

274,420,000
600,000,000
15,947,873

890,367,873

2005

265,481,082

259,200,000

256,481,965

224,955,000

740,636,965

246,080,580

2004

91,000,000

432,000,000
47,966,446
256,482,000

736,448,446

191,986,372
265,267,355
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As of December 31, 2006, the Company had fifteen short-term credit agreements that provided total credit facilities up
to US$474 million on a revolving credit basis. As of December 31, 2006, the Company had drawn down US$71 million
under these credit agreements and US$403 million is available for future borrowings. The outstanding borrowings
under the credit agreements are unsecured. The interest expense incurred in 2006 was US$8,471,823. The interest
rate on the loan ranged from 3.62% to 6.52% in 2006.

of g—tlﬁ.j dont
Shanghai Phase | USD syndicate loan
In December 2001, the SMIS entered into a long-term debt agreement with a syndicate of financial institutions
based in the PR.C. for US$432,000,000. The withdrawal period of the facility was 18 months starting from the loan
agreement date. As of December 31, 2004, SMIS had fully utilized the loan amount. The interest payment is due on
a semi-annual basis. The principal amount is repayable starting from March 2005 in five semi-annual installments
of US$86,400,000. In 2006, the interest rate on the loan ranged from 6.16% to 7.05%. As of December 31, 2006,
the borrowing was fully repaid by draw down of the new syndicate loan as detailed below. The interest expense
incurred in 2006, 2005 and 2004 was US$6,587,140, US$16,499,858 and US$14,014,698, respectively, of which
US$783,538, US$3,631,872 and US$6,396,254 was capitalized as additions to assets under construction in 2006,
2005 and 2004, respectively.

Shanghai Phase | RMB syndicate loan

SMIS had a RMB denominated line of credit of RMB 396,960,000 (approximately US$48 million) in 2001, with the
same financial institutions. As of December 31, 2004, SMIS had fully drawn down on the line of credit. The interest rate
for the loan was calculated based on the basic rate of a five-year term loan published by the People’s Bank of China.
The annual interest rate on the loan ranged from 5.02% to 5.27% in 2005. The interest expense incurred in 2005 and
2004 was US$1,649,858 and US$2,451,885, respectively, of which US$362,172 and US$1,134,784 was capitalized
as additions to assets under construction in 2005 and 2004, respectively. As of December 31, 2006 and 2005, the
borrowing was fully repaid.

Shanghai Phase Il USD syndicate loan

In January 2004, the SMIS entered into the second phase long-term facility arrangement for US$256,481,965 with
the same financial institutions. As of December 31, 2005 and 2004, SMIS had fully utilized the loan. The interest
payment is due on a semi-annual basis. The principal amount is repayable starting from March 2006 in seven semi-
annual installments of US$36,640,286. In 2006, the interest rate on the loan ranged from 6.16% to 7.05%. The
interest expense incurred in 2006, 2005 and 2004 was US$7,185,813, US$12,470,302 and US$3,890,105, of
which US$854,749, US$2,743,173 and $nil was capitalized as additions to assets under construction in 2006, 2005
and 2004, respectively. As of December 31, 2006, the borrowing was fully repaid by draw down of the new syndicate
loan as detailed below.

In connection with the second phase long-term facility arrangement, SMIS has a RMB denominated line of credit of
RMB 235,678,000 (US$28,476,030). As of December 31, 2004, SMIS had no borrowings on this line of credit. In
2005, SMIS fully utilized the facility and then repaid in full prior to December 31, 2005. The interest expense incurred
in 2005 was US$25,625.
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(®)

of g—tlﬂ;{ dout € oftif ud)
Shanghai New USD syndicate loan
In June, 2006, SMIS entered into a new long-term facility agreement with the aggregate principal amount of
US$600,000,000, with a consortium of international and PRC banks. Of this principal amount, US$393,000,000
was used to repay the principal amount outstanding under SMIS’s phase | and phase Il bank facilities. The remaining
principal amount will be used to finance future expansion and general corporate requirement for SMIS. The remaining
facility balance is available for drawdown until December 2007. As of December 31, 2006, SMIS had drawn down
US$393,000,000 from this facility. The principle amount is repayable starting from December 2006 in ten semi-
annual installments. In December 2006, SMIS had repaid the first installment of US$23,580,000 according to the
repayment schedule and had repaid an additional US$95,000,000. As of December 31, 2006, the remaining balance
of this borrowing is US$274,420,000. In 2006, the interest rate on the loan ranged from 6.46% to 6.72%. The interest
expense incurred in 2006 was US$13,522,886, of which US$1,624,224 was capitalized as additions to assets under
construction in 2006.

The total outstanding balance of SMIS’s long-term debt is collateralized by certain plant and equipment at the original
cost of US$1,899 million as of December 31, 2006. The registration of the mortgage was in process as of December
31, 2006.

Beijing USD syndicate loan

In May 2005, SMIB entered into a five-year loan facility in the aggregate principal amount of US$600,000,000, with a
syndicate of financial institutions based in the PRC. This five-year bank loan was used to expand the capacity of SMIB’s
fabs. The withdrawal period of the facility was twelve months from date of signing the agreement. As of December
31, 2006 and 2005, the outstanding balance was US$600,000,000 and US$224,955,000, respectively, on this loan
facility. The principal amount is repayable starting from December 2007 in six equal semi-annual installments. In 2006,
the interest rate range on the loan ranged from 6.26% to 7.17%. The interest expense incurred in 2006 and 2005 was
US$28,525,628 and US$3,991,080, of which US$450,516 and US$879,906 was capitalized as additions to assets
under construction in 2006 and 2005 respectively.

The total outstanding balance of Beijing USD syndicate loan is collateralized by certain plant and equipment at the
original cost of US$1,058 million as of December 31, 2006.

EUR syndicate loan

On December 15, 2005, the Company entered into a long-term loan facility agreement in the aggregate principal
amount of EUR85 million with a syndicate of banks and ABN Amro Bank N.V. Commerz Bank (Nederland) N.V. as the
leading bank. The proceeds from the facility were used to purchase lithography equipment to support the expansion of
the Company’s manufacturing facilities. The drawdown period of the facility ends on the earlier of (i) twenty months after
the agreement sign off date or (ii) the date which the loans have been fully drawn down. Each drawdown made under the
facility shall be repaid in full by the Company in ten equal semi-annual instalments starting from May 6, 2006. In 2006,
SMIT had drawn down EUR15,122,775, which was equal to US$19,934,841, and repaid the first two installments
with an aggregated amount of EUR3,024,555, which was equal to US$3,986,968.. As of December 31, 2006, the
remaining balance is EUR12,098,220, with the US dollar equivalent of US$15,947,873. In 2006, the interest rate
loan ranged from 3.41% to 3.95%. The interest expense incurred in 2006 was US$279,908, of which US$65,072 was
capitalized as additions to assets under construction in 2006.

The total outstanding balance of the facility is collateralized by certain plant and equipment at the original cost of
EUR17.8 million as of December 31, 2006.

The long-term debt arrangements contain financial covenants as defined in the loan agreements. The Company met
these covenants as of December 31, 2006.
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The Company entered into several license agreements for acquired intangible assets to be settled by installment payments.
Installments payable under the agreements as of December 31, 2006 and 2005 are as follows:

Decembe/ 31, 2006

Ma 4. Face,_al e.. Disc nxed, al e.
2007 $ 13,000,000 $ 12,690,471
2008 10,000,000 9,322,990
2009 8,500,000 7,669,960
31,500,000 29,683,421
Less: Current portion of long-term payables 13,000,000 12,690,471
Long-term portion of long-term payables $ 18,500,000 $ 16,992,950

December 31, 2005

Maturity Face value Discounted value
2006 $ 7,000,000 $ 6,791,990
2007 9,000,000 8,381,854
2008 10,000,000 8,941,284
2009 8,500,000 7,363,260

34,500,000 31,478,388
Less: Current portion of long-term payables 7,000,000 6,791,990
Long-term portion of long-term payables $ 27,500,000 $ 24,686,398

These long-term payables were interest free, and the present value was discounted using the weighted-average of the
Company’s borrowing rate.

The current portion of other long-term payables is recorded as part of “accrued expenses and other current liabilities” in the
balance sheet.

In 2006 and 2005, the Company recorded interest expense of US$1,355,386 and US$868,032 relating to the amortization
of the discount.
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1.

7

Peg & axss
The Company is a tax exempted company incorporated in the Cayman Islands. The subsidiaries incorporated in the PRC are
governed by the Income Tax Law of the PRC Concerning Foreign Investment and Foreign Enterprises and various local income
tax laws (the “Income Tax Laws”). Pursuant to the relevant regulation and upon approval by the governmental agency, the
Company’s Shanghai, Beijing and Tianjin subsidiaries are entitled to a full exemption from Foreign Enterprise Income Tax
(“FEIT”) for five years starting with the first year of positive accumulated earnings and a 50% reduction for the following five
years. SMIC Shanghai is in the third year of receiving exemption from FEIT. While as of December 31, 2006, SMIC Beijing and
Tianjin are still in a cumulative operating loss.

According to PRC tax regulations, the Company’s Chengdu subsidiary is entitled to a full exemption from FEIT for two

years starting with the first year of positive accumulated earnings and a 50% reduction for the following three years. Up to
December 31, 2006, Chengdu subsidiary is still in the process of applying for the tax holiday. As of December 31, 2006, the
Chengdu subsidiary is still in a cumulative operating loss.

The Company’s other subsidiaries are subject to respective local country’s income tax law, including those of Japan, the
United States of America and Europe. In 2006, 2005 and 2004, the Company’s US subsidiary had recorded current income
tax expense of US$31,030, US$223,846 and US$186,044, respectively. In 2006, 2005 and 2004, the Company’s Europe
subsidiary had recorded current income tax expense of US$112,671, US$46,981 and US$nil, respectively. The Company had
minimal taxable income in Japan.

As part of the process of preparing financial statements, the Company is required to estimate its income taxes in each of
the jurisdictions in which it operates. The Company accounts for income taxes by the liability method. Under this method,
deferred income taxes are recognized for tax consequences in future years of differences between the tax bases of assets
and liabilities and their financial reporting amounts at each year-end, based on enacted laws and statutory tax rates
applicable for the difference that are expected to affect taxable income. Valuation allowances are provided if based upon the
weight of available evidence, it is more likely than not that some or all of the deferred tax assets will not be realized.

The provision for income taxes by location of the tax jurisdiction for the year ended December 31, 2006, 2005 and 2004
are as follows:

Decembe/ 31
2006 2005 2004
Domestic
— Current $ 4,542 $ 14,040 $ -
— Deferred (25,075,987) - -
Foreign
— Current $ 143,701 $ 270,827 $ 186,044
— Deferred - _
$ (24,927,744) $ 284,867 $ 186,044
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Temporary differences and carry forwards that give rise to deferred tax assets and liabilities are as follows:

Deferred tax assets:
Allowances and reserves
Start-up costs
Net operating loss carry forwards
Unrealized exchange loss
Depreciation of fixed assets
Subsidy on long lived assets
Accrued sales return

Total deferred tax assets

Deferred tax liability:
Capitalized interest
Unrealized exchange gain

Valuation allowance

Net deferred tax assets — non-current

As a result of strategic tax planning that became effective in 2006, a temporary difference between the tax and book bases
of certain assets was created. Under FAS109 (Accounting for Income Taxes), the Company recognized a deferred tax asset

2006

1,962,410
958,105
5,201,545
47,860
33,715,867
295,654
137,719

42,319,160

(210,913)

(17,032,260)

(25,075,987)

2005

$ 1,682,244
1,844,170
5,172,687

295,646

23,764

$ 9,018,511

$ (113,490)

(8,905,021)

$ —

2004

967,968
2,566,628

3,534,596

(92,032)
(9,937)
(3,432,627)

of US$33.7 million and assessed a valuation allowance of US$8.4 million. Accordingly, an income tax benefit of US$25.3

million was recorded in 2006.

In 2006, the Company also recognized a deferred tax liability of US$0.2 million, which was relating to the timing differences

generated from capitalized interest.

As of December 31, 2006, the Company’s Shanghai, Beijing, Tianjin and Chengdu subsidiaries have net operating losses

carried forward of US$334.4 million, of which US$32.2 million, US$129.7 million and US$172.5 million will expire in 2009,

2010 and 2011.
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Reconciliation between the total income tax expense computed by applying the application enterprise income tax rate 15%

to the income before income taxes and minority interest in the consolidated statements of operations were as follows:

2006 2005 2004
Applicable enterprise income tax rate 15.0% 15.0% 15.0%
Expenses not deductible for tax purpose 3.1% (1.4%) 0.2%
Effect of tax holiday and tax concession 25.0% 12.0% (39.4%)
Expense (credit) to be recognized in future periods 29.3% (5.2%) 6.6%
Changes in valuation allowances (11.9%) (4.9%) 3.7%
Effect of different tax rate of subsidiaries
operating in other jurisdictions (24.9%) (15.8%) 14.1%
Effective tax rate 35.6% (0.3%) 0.2%

1 8¥ amta .gey

In 2004, the Company issued:

(1)

95,714,286 Series D convertible preference shares and a warrant to purchase 9,571,429 Series D convertible
preference shares to acquire certain assets and assume certain obligations from Motorola with a fair value of
US$335,843,804. The accounting treatment requires a beneficial conversion feature on the Series D convertible
preference shares to be calculated. The consideration received in the Series D offering was first allocated between
the convertible instrument and the Series D warrant on a relative fair value basis. A calculation was then performed to
determine the difference between the effective conversion price and the fair market value of the ordinary shares at the
commitment date resulting in the recognition of a deemed dividend of US$18,839,426.

914,285 Series D convertible preference shares to acquire certain software licenses with a fair value of
US$5,060,256 from a strategic technology partner. (see Note 11)

750,000 Series B convertible preference shares to a strategic partner with a fair value of US$2,739,853. (see Note
11)

12,343 Series B convertible preference shares to a service provider which was valued at US$45,090.

3,030,303,000 ordinary shares in connection with the Initial Public Offering (the “IPO”)

136,640 ordinary shares to a service provider with a fair value of US$17,965.

23,957,830 ordinary shares to a supplier in exchange for certain equipment with a fair value of US$5,222,180. (see
Note 11)
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The Company’s employee stock option plans (the “Plans”) allow the Company to offer a variety of incentive awards to
employees, consultants or external service advisors of the Company. In 2004, the Company adopted the 2004 Stock Option
Plan (“2004 Option Plan”) whereby the Company grants stock options to attract, retain and motivate employees, directors
and service providers. Following the completion of the IPO, the Company began issuing stock options solely through the 2004
Option Plan. Options to purchase 1,317,000,000 ordinary shares are authorized under the 2004 Option Plan. Under the
terms of the 2004 Option Plan options are granted at the fair market value of the Company’s ordinary shares and expire 10
years from the date of grant and vest over a requisite service period of 4 years. Any compensation expense is recognized on
a straight-line basis over the employee service period. As of December 31, 2006, options to purchase 510,225,118 ordinary
shares were outstanding, and options to purchase 806,274,882 ordinary shares were available for future grants.

In 2001, the Company adopted the 2001 Stock Option Plan (2001 Option Plan"). Options to purchase 998,675,840
ordinary shares and 536,566,500 of Series A convertible preference shares are authorized under the 2001 Option Plan.
Options to purchase Series A convertible preference shares were converted into options to purchase ordinary shares
immediately prior to the completion of the IPO. Under the terms of the plans, options are generally granted at prices equal
to the fair market value as estimated by the Board of Directors, expire 10 years from the date of grant and vest over a
requisite service period of 4 years. Following the IPO, the Company no longer issues stock options under the 2001 plan.
As of December 31, 2006, options to purchase 487,799,975 ordinary shares were outstanding, and options to purchase
368,139,728 ordinary shares were available for future grant.

A summary of the stock option activity is as follows:

Weigh ed
Ofdixal shales A_efage
Weigh- ed Remaixixg Agglega ed
N_mbe/ 3 efage C x fae al. Ior finsic
TE i as e_elcise, fice Tem Val e..
N [N
Options outstanding at
December 31, 2005 1,045,963,402 $ 0.13
Granted 165,863,560 $ 0.14
Exercised (95,328,832) $ 0.04
Cancelled (118,473,037) $ 0.17
OE' i ns” ~sanding &
Decembe/ 31, 2006 998,025,093 $ 0.14 7.43 46,407,772
Vesed fe_eced " _es a
Decembé’ 31, 2006 830,627,032 $ 0.13 7.27 37,243,894
E_e/cisable a
Decembe/ 31, 2006 421,826,973 $ 0.12 6.31 24,277,264

The total intrinsic value of option exercised in the year ended December 31, 2006, 2005 and 2004 was US$5,240,221,
US$2,725,661 and US$885,504, respectively.
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Certain options were granted to non-employees that resulted in a share-based compensation expense of US$584,283,
US$828,498 and US$765,557 in 2006, 2005 and 2004, respectively.

Rustretsd snarliL Pits

In January 2004, the Company adopted the 2004 Equity Incentive Plan (“2004 EIP”) whereby the Company provided

additional incentives to the Company’s employees, directors and external consultants through the issuance of restricted

shares, restricted share units and stock appreciation rights to the participants at the discretion of the Board of Directors.

Under the 2004 EIR the Company was authorized to issue up to 2.5% of the issued and outstanding ordinary shares

immediately following the closing of its initial public offering in March 2004, which were 455,409,330 ordinary shares. As of
December 31, 2006, 140,295,146 restricted share units were outstanding and 249,481,557 ordinary shares were available

for future grant through the issuance of restricted shares, restricted share units and stock appreciation rights. The RSUs

vest over a requisite service period of four years and expire 10 years from the date of grant. Any compensation expense is

recognized on a straight-line basis over the employee service period.

A summary of restricted share units activities is as follows:

Outstanding at
December 31, 2005
Granted
Exercised
Cancelled

O~ s anding a
Decembe/ 31, 2006

Vesed fe ,eced | _es a
Decembé’ 31, 2006

E_elcisable a
Decembe/ 31, 2006

Res fie ed shale s

N _mbe/ " f
shale s

189,739,191
16,058,864
(38,041,285)
(27,461,624)

140,295,146

49,555,883

272,500

LR

Weigh ed
3 efage

fail_al e .

0.14
0.13
0.12
0.13

0.14

0.12

0.15

Weigh ed
A_efage

Remaixing

C xfae al.

Te/m

8.47

8.52

8.84

Agglega ed
Fai/

Val e..

19,574,050

5,998,033

40,880

Pursuant to the 2004 EIR the Company granted 16,058,864, 122,418,740 and 118,190,824 restricted share units in 2006,
2005 and 2004, respectively, most of which vest over a period of 4 years. The fair value of the restricted share units at

the date of grant was US$2,055,597, US$23,348,378 and US$26,001,981 in 2006, 2005 and 2004, respectively, which
is expensed over the vesting period. As a result, the Company has recorded a compensation expense of US$5,452,148,
US$7,051,688 and US$3,080,312 in 2006, 2005 and 2004 respectively.
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As of December 31, 2006, there was US$32,406,172 of total unrecognized compensation cost related to non-vested share-

19. joc eptiofs af‘ev arralts ¢ ottt iq)

based compensation arrangements granted under the 2001 Stock Option Plan, Stock Option Plan and 2004 EIP The cost is
expected to be recognized over a weighted-average period of 1.14 years.

N otisrielancfre 2 e i
At December 31, 2005 and 2004, the Company had notes receivable from employees related to the early exercise of
employee stock options in the aggregate amount of US$nil and US$391,375, respectively. In 2005, the Company fully
collected US$391,375 through the repayment of notes receivable by certain employees and the sale of the notes receivable
to a third party bank. The notes are full recourse and are secured by the underlying ordinary shares and preference shares.
The notes are due at various dates from year 2006 to 2008 and payable at varying rates from 3.02% to 4.28% per annum.

In 2006, 2005 and 2004, the notes earned interest in the aggregate amount of US$nil, US$40,238 and US$641,173,
respectively.

As of December 31, 2006, 2005 and 2004 the Company had the following shares subject to repurchase:

2006 2005 2004

Ordinary shares 16,498,871 35,964,021 203,973,224
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The following table sets forth the computation of basic and diluted (loss) income per share for the years indicated:

(Loss) income attributable to holders of
ordinary shares

Less: Cumulative effect of a change in
accounting principle

(Loss) income before cumulative effect
of a change in accounting principle

Basic and diluted:
Weighted average ordinary shares outstanding
Less: Weighted average ordinary shares
outstanding subject to repurchase

Weighted average shares used in
computing basic income per share

Effect of dilutive securities:

Weighted average preference shares outstanding

Weighted average ordinary
shares outstanding subject to repurchase
Warrants
Stock options
Restricted shares units

Weighted average shares used in
computing diluted income per share

On the basis of income per share
before cumulative effect of a change
in accounting principle, basic

On the basis of income per share
before cumulative effect of a change
in accounting principle, diluted

Cumulative effect of a change
in accounting principle per share, basic

Cumulative effect of a change
in accounting principle per share, diluted

Basic (loss) income per share

Diluted (loss) income per share
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2006

(44,109,078)

(5,153,986)

(49,263,064)

18,361,910,033

(27,411,110)

18,334,498,923

18,334,498,923

(0.00)

(0.00)

0.00

0.00

(0.00)

(0.00)

2005

(114,774,827)

(114,774,827)

18,264,791,383

(80,362,128)

18,184,429,255

18,184,429,255

(0.01)

(0.01)

(0.01)

(0.01)

2004

77,363,770

77,363,770

14,441,917,246

(242,753,729)

14,199,163,517

3,070,765,738

242,753,729
102,323,432
264,409,484

54,977,166

17,934,393,066

0.01

0.00

0.01

0.00



Notes to the Consolidated Financial Statements

For the years ended December 31, 2006, 2005 and 2004
(In U.S. dollars, except where otherwise stated)

20. Rucof o1 1atief of Basie aFd"iL tsd ( ess) Fo‘z S ghars € et o)

Ordinary share equivalents of warrant and stock options are calculated using the treasury stock method. Under the treasury
stock method, the proceeds from the assumed conversion of options and warrants are used to repurchase outstanding
ordinary shares using the average fair value for the periods.

As of December 31, 2006 and 2005, the Company had 223,818,877 and 306,419,133, respectively, ordinary share
equivalents outstanding, that could have potentially diluted loss per share in the future, but which were excluded in the
computation of diluted loss per share in 2006 and 2005, as their effect would have been antidilutive due to the net loss
reported in such period.

As of December 31, 2004, the Company had 75,769,953 ordinary share equivalents outstanding that could have potentially
diluted income per share in the future, but which were excluded in the computation of diluted income per share in 2004, as

their exercise prices were above the average market values in that year.

The following table sets forth the securities comprising of these antidilutive ordinary share equivalents for the years

indicated:
Decembe/ 31
2006 2005 2004
Warrants to purchase ordinary shares - 9,584,403
Outstanding options

to purchase ordinary shares 62,339,207 177,325,981 66,185,550

Outstanding unvested restricted share units
to purchase ordinary shares 161,479,670 129,093,152 -
223,818,877 306,419,133 75,769,953
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Notes to the Consolidated Financial Statements

For the years ended December 31, 2006, 2005 and 2004
(In U.S. dollars, except where otherwise stated)

21"21 2 Pts

@ P renass ¢ sPts
As of Begamivenisdn 2006 thel 20@any had the following commitments to purchase machinery, equipment and
construction obligations. The machinery and equipment is scheduled to be delivered at the Company’s facility by

December 31, 2007.

$ 75,101,000
536,442,000

Facility construction
Machinery and equipment

$ 611,543,000
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Notes to the Consolidated Financial Statements

For the years ended December 31, 2006, 2005 and 2004
(In U.S. dollars, except where otherwise stated)

21.¢ .

2 E '-“'tSFofht 3d)

(¥) epsratifg sass as sssos
The Company has various operating leases including land use rights under non-cancellable leases expiring at various
times through 2053. Future minimum lease payments under these leases as of December 31, 2006 are as follows:

Yea/ exdixg

2007 $ 377,612
2008 162,757
2009 90,628
2010 61,500
2011 61,500
Thereafter 2,706,006

$ 3,460,003

22, &-g Pt ald Gsegrapme Ffo;f atief

The Company is engaged principally in the computer-aided design, manufacturing and trading of integrated circuits. In
accordance with SFAS No. 131, “Disclosures about Segments of an Enterprise and Related Information,” the Company’s
chief operating decision maker has been identified as the Chief Executive Officer, who reviews consolidated results of
manufacturing operations when making decisions about allocating resources and assessing performance of the Company.
The Company believes it operates in one segment, and all financial segment information required by SFAS No. 131 can be
found in the consolidated financial statements.

2006 2005 2004

Total sales:
United States $ 602,506,213 $ 478,162,160 $ 391,433,443
Europe 440,327,872 316,576,024 125,596,424

Asia O T5sal8( )-8.0046 0 TD1.34.807 ISng lease as lessee
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Notes to the Consolidated Financial Statements

For the years ended December 31, 2006, 2005 and 2004
(In U.S. dollars, except where otherwise stated)

23. getificalts sty Jrs

24,

The following table summarizes net revenue and accounts receivable for customers which accounted for 10% or more of our

accounts receivable and net sales:

Ne ‘e ex e. Acc” xS fecej_able
Yea' exded Decembe/ 31, Decembe/ 31,

2006 2005 2004 2006 2005 2004
A 28% 26% 11% 29% 32% 15%
B 17% 15% 13% 14% 17% 8%
(& 8% 9% 10% 8% 6% 6%
D 2% 8% 12% % 6% 7%
E 4% 7% 6% 7% 7% 15%
F 3% 5% 13% 3% 3% 10%
G 1% 2% 4% 1% 2% 12%
itigatief

¢ lﬁ\r v of M tigatiel

Beginning in December 2003 through August 2004, the Company became subject to several lawsuits brought by
Taiwan Semiconductor Manufacturing Company, Limited ("TSMC") relating to alleged infringement of certain patents
and misappropriation of alleged trade secrets relating to methods for conducting semiconductor fab operations and
manufacturing integrated circuits.

On January 31, 2005, the Company entered into a settlement agreement, without admission of liability, which provided for
the dismissal of all pending legal actions without prejudice between the two companies (the "Settlement Agreement"). The
terms of the Settlement Agreement also included:

1) The Company and TSMC agreed to cross-license each other’s patent portfolio for all semiconductor device products,
effective from January 2005 through December 2010.

2)  TSMC covenanted not to sue the Company for trade secret misappropriation as alleged in TSMC’s legal actions as it
related to 0.15um and larger processes subject to certain conditions (“TSMC Covenant”). The TSMC Covenant did
not cover 0.13pum and smaller technologies after 6 months following execution of the Settlement Agreement (July, 31,
2005). Excluding the 0.13um and smaller technologies, the TSMC Covenant remains in effect indefinitely, terminable
upon a breach by the Company.

3) The Company is required to deposit certain Company materials relating to 0.13um and smaller technologies into an
escrow account until December 31, 2006 or under certain circumstances for a longer period of time.

4)  The Company agreed to pay TSMC an aggregate of US$175 million in installments of US$30 million for each of the first
five years and US$25 million in the sixth year.

cep Prifs Pdortne Stto st grop Pt
#\ accounting for the Settlement Agreenﬁnt, ﬁne Company determined that there were several components of the Settlement
Agreement — settlement of litigation, covenant not to sue, patents licensed by us to TSMC and the use of TSMC's patent
license portfolio both prior and subsequent to the settlement date.

The Company does not believe that the settlement of litigation, covenant not to sue or patents licensed by us to TSMC qualify
as accounting elements. In regard to the settlement of litigation, the Company cites the following:

- The settlement agreement reached between TSMC and SMIC clearly stated that there was no admission of liability by
either party;

- The settlement agreement required all parties to bear their own legal costs;
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For the years ended December 31, 2006, 2005 and 2004
(In U.S. dollars, except where otherwise stated)

24. itigatiel ¢ otup )

cop Ptifg Pdsrtns . é‘-tt%’- Pt grbg 3Pt (Continued)
A There were no other damages asé)ciatéd with the Settlement Agreement;

- There was a provision in the Settlement Agreement for a grace period to resolve any misappropriation issues had they
existed,;

- Albeit a complaint had been filed by TSMC on trade secret infringement, TSMC has never identified which trade secrets
it claimed were being infringed upon by the Company;

- The Settlement Agreement was concluded when the litigation process was still at a relatively early stage and the
outcome of the litigation was therefore highly uncertain.

The TSMC covenant not to sue for alleged trade secrets misappropriation does not qualify as a separable asset in
accordance with either SFAS 141 or SFAS 142 as TSMC had never specified the exact trade secrets that it claimed were
misappropriated, the Company's belief that TSMC's trade secrets may be obtained within the marketplace by other legal
means and the Company never obtained the legal right to use TSMC's trade secrets.

In addition, the Company did not attribute any value to the patents licensed to TSMC under the Settlement Agreement due to
the limited number of patents held by the Company at the time of the Settlement Agreement.

As a result, the Company determined that only the use of TSMC's patent license portfolio prior and subsequent to the
settlement date were considered elements of an arrangement for accounting purposes. In attributing value to these two
elements, the Company first discounted the payment terms of the US$175 million settlement amount using an annual
3.4464% interest rate to arrive at a net present value of US$158 million. This amount was then allocated to the pre-and post-
settlement periods based on relative fair value, as further described below.

Based on this approach, US$16.7 million was allocated to the pre-settlement period, reflecting the amount that the Company
would have paid for use of the patent license portfolio prior to the date of the Settlement Agreement. The remaining
US$141.3 million, representing the relative fair value of the licensed patent license portfolio, was recorded on the Company's
consolidated balance sheets as a deferred cost and is being amortized over a six-year period, which represents the life of the
licensed patent license portfolio. The amortization of the deferred cost is included as a component of cost of sales in the
consolidated statements of operations.

Vg atief of Bifirrsd® est.
The fair value of the patent license portfolio was calculated by applying the estimated royalty rate to the specific revenue
generated and expected to be generated from the specific products associated with the patent license portfolio.

The selected royalty rate was based on the review of median and mean royalty rates for the following categories of licensing
arrangements:

a) Existing third-party license agreements with SMIC;

b) The analysis of comparable industry royalty rates related to semiconductor chip/integrated circuit (“IC”) related
technology; and

c) The analysis of comparable industry royalty rates related to semiconductor fabrication.

On an annualized basis, the amounts allocated to past periods was lower than that allocated to future periods as the
Company assumed increases in revenues relating to the specific products associated with the patent license portfolio.

As the total estimated fair value of the patent license portfolio exceeded the present value of the settlement amount, the
Company allocated the present value of the settlement amount based on the relative fair value of the amounts calculated
prior and subsequent to the settlement date.
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For the years ended December 31, 2006, 2005 and 2004
(In U.S. dollars, except where otherwise stated)

24. itigatiel ¢ otup )

RiesPt M Sga ‘s‘a 3 op sPts.

On August 25, 2006, TSMC filed a lawsuit against the Company and certain subsidiaries (SMIC (Shanghai), SMIC (Beijing) and SMIC
(Americas) in the Superior Court of the State of California, County of Alameda for alleged breach of the Settlement Agreement,
alleged breach of promissory notes and alleged trade secret misappropriation by the Company. TSMC seeks, among other
things, damages, injunctive relief, attorneys’ fees, and the acceleration of the remaining payments outstanding under the
Settlement Agreement.

In the present litigation, TSMC alleges that the Company has incorporated TSMC trade secrets in the manufacture of the
Company's 0.13 micron or smaller process products. TSMC further alleges that as a result of this claimed breach, TSMC’s patent
license is terminated and the covenant not to sue is no longer in effect with respect to the Company's larger process products.

The Company has vigorously denied all allegations of misappropriation. Moreover, TSMC has not yet proven, nor produced
evidence of, any misappropriation by the Company. At present, the claims rest as unproven allegations, denied by the
Company. The Court has made no finding that TSMC's claims are valid, nor has it set a trial date.

On September 13, 2006, the Company announced that in addition to filing a response strongly denying the allegations of
TSMC in the United States lawsuit, it filed on September 12, 2006, a cross-complaint against TSMC seeking, among other
things, damages for TSMC’s breach of contract and breach of implied covenant of good faith and fair dealing.

On November 16, 2006, the High Court in Beijing, the People’s Republic of China, accepted the filing of a complaint by the Company
and its wholly-owned subsidiaries, SMIC (Shanghai) and SMIC (Beijing), regarding the unfair competition arising from the breach
of bona fide (i.e. integrity, good faith) principle and commercial defamation by TSMC (“PRC Complaint”). In the PRC Complaint, the
Company is seeking, among other things, an injunction to stop TSMC’s infringing acts, public apology from TSMC to the Company
and compensation from TSMC to the Company, including profits gained by TSMC from their infringing acts.

Under the provisions of SFAS 144, the Company is required to make a determination as to whether or not this pending litigation
represents an event that requires a further analysis of whether the patent license portfolio has been impaired. We believe that
the lawsuit is at a very early stage and we are still evaluating whether or not the litigation represents such an event. The Company
expects further information to become available to us which will aid us in making a determination. The outcome of any impairment
analysis performed under SFAS 144 might result in a material impact to our financial position and results of operations. Because
the case is in its early stages, the Company is unable to evaluate the likelihood of an unfavourable outcome or to estimate the
amount or range of potential loss.

5

CRutirg Pt B St
The Co/r:‘pany’s local Chinese employees are entitled to a retirement benefit based on their basic salary upon retirement and
their length of service in accordance with a state-managed pension plan. The PRC government is responsible for the pension
liability to these retired staff. The Company is required to make contributions to the state-managed retirement plan equivalent
to 20-22.5% of the monthly basic salary of current employees. Employees are required to make contributions equivalent
to 6%-8% of their basic salary. The employer’s contribution of such an arrangement was approximately US$5,452,660,
US$4,128,059 and US$2,502,521 for the years ended December 31, 2006, 2005 and 2004, respectively. The retirement
benefits do not apply to expatriate employees.

T.‘ilstrlg tiol of Prefits

As stipulated by the relevant laws and regulations applicable to China’s foreign investment enterprise, the Company’s PRC
subsidiaries are required to make appropriations from net income as determined under accounting principles generally
accepted in the PRC (“PRC GAAP”) to non distributable reserves which include a general reserve, an enterprise expansion
reserve and a staff welfare and bonus reserve. Wholly-owned PRC subsidiaries are not required to make appropriations to the
enterprise expansion reserve but appropriations to the general reserve are required to be made at not less than 10% of the
profit after tax as determined under PRC GAAP The staff welfare and bonus reserve is determined by the board of directors.

9]

The general reserve is used to offset future extraordinary losses. The subsidiaries may, upon a resolution passed by the
stockholders, convert the general reserve into capital. The staff welfare and bonus reserve is used for the collective welfare
of the employee of the subsidiaries. The enterprise expansion reserve is for the expansion of the subsidiaries’ operations
and can be converted to capital subject to approval by the relevant authorities. These reserves represent appropriations of
the retained earnings determined in accordance with Chinese law. Appropriations to general reserve by the Company’s PRC
subsidiaries were US$11,956,185, US$10,432,239 and US$12,655,906 in 2006, 2005 and 2004, respectively.
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Notes to the Consolidated Financial Statements

For the years ended December 31, 2006, 2005 and 2004
(In U.S. dollars, except where otherwise stated)

$ f ) f E
27 [ pof sPts of ess ('“2 )(z opsratiofs

2006 2005 2004

Loss (income) from operations is arrived
at after charging (crediting):

Auditors’ remuneration $ 1,577,928 $ 1,121,131  $ 695,990
Depreciation and amortization 919,038,915 768,586,770 455,947,253
Amortization of land use rights 577,578 885,083 1,013,269
Foreign currency exchange loss (gain) 3,939,745 (5,198,253) 1,446,113
(Income) loss on disposal of plant and equipment (43,121,929) - -
(Reversal of) bad debt expense 2,957,505 (13,825) 990,692
Inventory write-down 2,297,773 3,088,238 10,506,374
Staff costs inclusive of directors’ remuneration $ 108,742,094 $ 102,163,244 $ 88,417,658

2 gBiricters’ Ri' . P sratief afd ) 3 1gnsst Paid Pc{| id as

Birscters
Details of emoluments paid by the Company to the directors of the Company in 2006, 2005 and 2004 are as follows:

Richald K?,anishi Warg Hs . Ll:-B, . Hed Fasg U Mbeb LaiXig  Jiasg
Chasg TS "shi YasgY ax Talix Tax Shi,_ Ya o YerP sg YC. Cai Shasg h' . T-al

2006

Salafies asd  hel besefi s 192,721 192,727
§ ok i i xbeseft s 156241 12951 12951 12951 12951 12,951 31,782 258,736
T-alem | mexs 348968 12951 12951 12951 12951 12,951 31,142 451,463
2005

Salaries and other benefits 190,724 - - - - - - - - - - 190,724
Stock option benefits 97,664 49,026 8,608 8,608 8,608 8,608 - 8,608 - - - 189730
Total emoluments 288,388 49,026 8,608 8,608 8,608 8,608 - 8,608 - - - 380454
2004

Salaries and other benefits 190,343 - - - - - - - - - - 190,343
Stock option benefits - 221464 - - - - - - - - - 221464
Total emoluments 190,343 221,464 - - - - - - - - - 411807
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For the years ended December 31, 2006, 2005 and 2004

(In U.S. dollars, except where otherwise stated)

2 gPiricters’ Rz\ . P sratief afd J s 1gnsst Paid Pdiig as et 2

The emoluments of the directors were within the following bands:

2006 2005 2004

N_mbe/" f Number of Number of

difee " (s directors directors

HK$nil to HK$1,000,000 ($128,620) 10 7 6
HK$1,000,001 ($128,620) to HK$1,500,000 ($192,930) -

HK$1,500,001 ($192,930) to HK$2,000,000 ($257,240) - 1

HK$2,000,001 ($257,240) to HK$2,500,000 ($321,550) 1 -

HK$2,500,001 ($321,550) to HK$3,000,000 ($385,860) 1 - -

The Company granted 3,500,000, 15,000,000 and 5,100,000 options to purchase ordinary shares of the Company to the
directors in 2006, 2005 and 2004, respectively. During the year ended December 31, 2006, nil stock options were exercised
and 500,000 stock options were cancelled.

The Company granted 500,000, nil and 2,000,000 restricted share units to purchase ordinary shares of the Company to
the directors in 2006, 2005 and 2004, respectively. During the year ended December 31, 2006, 1,000,000 restricted share
units were exercised and nil restricted share units were cancelled.

In 2006, 2005 and 2004, no emoluments were paid by the Company to any of the directors as an inducement to join or upon
joining the Company or as compensation for loss of office. In 2005, one director has declined an option to purchase 500,000
Ordinary Shares which the Board granted in November 2004. In 2006, two directors have declined an option to purchase
500,000 Ordinary Shares for each director which the Board granted in September 2006.

J s g nsst paid i pe 238 5' .. sPts
Of the five individuals with the highest emoluments in the Group, one (2005: one; 2004: one) is director of the Company
whose emoluments is included in the disclosure above. The emoluments of the remaining four in 2006, 2005 and 2004 are

as follows:
2006 2005 2004
Salaries and other benefits $ 518,198 $ 513,570 $ 430,144
Bonus 233,662 92,455 105,665
Stock option benefits 268,528 325,880 620,060
Total emoluments $ 1,020,388 $ 931,905 $ 1,155,869

The bonus is determined on the basis of the basic salary and the performance of the Company and the individual.
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Notes to the Consolidated Financial Statements
For the years ended December 31, 2006, 2005 and 2004

(In U.S. dollars, except where otherwise stated)

2 gPiricters’ Rﬁ . P sratief afd ) 3 1gnsst Paid Fq id as et i

Their emoluments were within the following bands:

2006 2005 2004

N_mbe/" f Number of Number of

indi_id als individuals individuals

HK$nil to HK$1,000,000 ($128,620) - -
HK$1,000,001 ($128,620) to HK$1,500,000 ($192,930) - 3
HK$1,500,001 ($192,930) to HK$2,000,000 ($257,240) 3 3 -
HK$2,000,001 ($257,240) to HK$2,500,000 ($321,550) 1 1 -
HK$4,500,001 ($578,790) to HK$5,000,000 (643,100) - 1

29, "i\l idsthd

Deemed dividend represents beneficial conversion feature relating to the preferential price of certain convertible equity
instrument investor receives when the effective conversion price of the equity instruments is lower than the fair market value
of the common stock to which the convertible equity instrument would have converted at the date of issuance. Accordingly,
deemed dividend on preference shares represents the price difference between the effective conversion price of the
convertible equity instrument and the ordinary share.

Other than the deemed dividend on preference shares as described above, no dividend has been paid or declared by the
Company in 2006, 2005 and 2004.

30. Wiffaraf eus l&%‘,\t £X' S \OGAAP afld Ptsfatiela PaPfcia Ropertifg _galfdards

The consolidated financial statements are prepared in accordance with US GAAR which differ in certain significant respects
from International Financial Reporting Standards (“IFRS”). The significant difference relates principally to share-based
payments to employees and non-employees, presentation of minority interest, convertible financial instruments and assets
held for sale.

() In respect of accounting treatment for stock option, IFRS 2, “Share Based Payment”, was issued to specify recognition,
measurement and disclosure for equity compensation. IFRS 2 requires all share-based payment to be recognized in the
financial statements using a fair value measurement basis. An expense should be recognised when good or services
received are consumed. IFRS 2 was effective for periods beginning on or after January 1, 2005.

Under US GAAP prior to the adoption of the SFAS 123(R), the Company can account for stock-based compensation
issued to employees using one of the two following methods,
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For the years ended December 31, 2006, 2005 and 2004
(In U.S. dollars, except where otherwise stated)

30. Wifferaf eus it w9f. oG Pald Ptofatiela fal ca Rupertife galdards
Q‘of‘tl{ 3d) v AA

(@ Pafsie 3 3 naslxdi 3t ned
Under the intrinsic value based method, compensation expense is the excess, if any, of the fair value of the
stock at the grant date or other measurement date over the amount an employee must pay to acquire the stock.
Compensation expense, if any, is recognized over the applicable service period, which is usually the vesting
period.

(W) ai g 3 nasbd“ 3t ned
For stock options,'fair value is determined using an option pricing model that takes into account the stock price
at the grant date, the exercise price, the expected life of the option and the annual rate of quarterly dividends.

Under either approach compensation expense, if any, is recognized over the applicable service period, which is usually

the vesting period.
The Company has adopted the intrinsic value method of accounting for its stock options to employees in 2005 and
2004 and the share-based compensation recorded by the Company was US$25,735,849 and US$27,011,078,

respectively. The fair value of the stock options is presented for disclosure purpose (see Note 3(v)).

Had the Company prepared the financial statements under IFRS, the Company would have adopted IFRS 2
retrospectively for the fiscal year began on January 1, 2005 and compensation expenses on share-based payments to
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For the years ended December 31, 2006, 2005 and 2004
(In U.S. dollars, except where otherwise stated)

30. Wifferaf eus it w9f. oG Pald Ptofatiela fal ca Rupertife galdards
Q‘of‘tl{ 3d) v AA

(vi)  Under IFRS, leases of land and buildings are classified as operating or finance leases in the same way as leases of
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Notes to the Consolidated Financial Statements

For the years ended December 31, 2006, 2005 and 2004
(In U.S. dollars, except where otherwise stated)

30. BiffsroP e ss n"“‘ht EX'S \QGAAP afd PtoPatiela

¢ thlt 3d)

Land use rights, net - current portion
as reported under US GAAP
IFRS adjustment
vi) Current portion adjustment for land use right

Under IFRS

Land use rights, net
As reported
IFRS adjustments
vi) Current portion adjustment for land use right

Under IFRS

Plant and equipment, net
as reported under US GAAP
IFRS adjustments
iii) Depreciation of incremental costs allocated
to plant and equipment
iii) Incremental costs allocated to plant and equipment

Under IFRS

2006

712,521

712,521

38,323,333

(712,521)

37,610,812

3,244,400,822

3,244,400,822

2005
(As Restated,
see Note 31)

650,581

650,581

34,767,518

(650,581)

34,116,937

3,285,631,131

3,285,631,131

ifal ela Ropertifg _galfdards

2004
(As Restated,
see Note 31)

522,114

522,114

39,197,774

(522,114)

38,675,660

3,311,924,599

(124,944)
124,944

3,311,924,599
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Notes to the Consolidated Financial Statements

For the years ended December 31, 2006, 2005 and 2004
(In U.S. dollars, except where otherwise stated)

30. Wiffsrsh evs u'-&t EX'S \’GAAP afd PtsPfatiefa ifalf cia Ropertifg _salfdards

¢ o!'tl{ 3d)

Additional paid-in capital
as reported under US GAAP
IFRS adjustments
i) Recognizing an expense for share-based payment
i) Retrospective adjustment on adoption of IFRS 2
i) Reverse of cumulative effect of a change
in accounting principal
iv) Deemed dividend
iv) Carry forward prior year’s adjustment on deemed dividend

Under IFRS

Share-based compensation
as reported under US GAAP
IFRS adjustments
i) Recognizing an expense for share-based payment
i) Retrospective adjustment on adoption of IFRS 2

Under IFRS

Accumulated deficit
as reported under US GAAP
IFRS adjustments
i) Additional share-based compensation under IFRS 2
i) Carried over impact under IFRS 2
i) Impact on the adoption of IFRS 2
i) Reverse of cumulative effect of a change
in accounting principal
iii) Accumulated amortization of discount on promissory notes
iii) Depreciation of incremental costs allocated
to plant and equipment
iv) Deemed dividend
iv) Carry forward prior year’s adjustment on deemed dividend

Under IFRS

Cost of sales
as reported under US GAAP
IFRS adjustments
i) Recognizing an expense for share-based payment
i) Retrospective adjustment on adoption of IFRS 2

Under IFRS
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2006

3,288,733,078

30,388,316

5,153,986

(55,956,051

$ 3,268,319,329

(288,810,490)

(17,737,403)

(12,650,913

(5,153,986)

55,956,051

$ (268,396,741)

$ 1,338,155,004

$ 1,338,155,004

2005
(As Restated,
see Note 31)

3,291,407,448

(17,620,141)
23,126,538

(55,956,051)

$ 3,240,957,794

(24,881,919)

24,881,919

(244,701,412)

(7,261,778)
(10,475,625)
(12,650,913)

55,956,051

$ (219,133,677)

$ 1,105,133,544

3,366,722

$ 1,108,500,266

$

2004
(As Restated,
see Note 31)

3,289,724,885

(28,051,137)

(18,839,426)
(37,116,625)

3,205,717,697

(51,177,675)

51,177,675

(129,926,585)

(10,475,625)

(12,650,913)

(124,944)

124,944
18,839,426
37,116,625

(97,097,072)

716,225,372

4,496,905

702,722,277



Notes to the Consolidated Financial Statements

For the years ended December 31, 2006, 2005 and 2004
(In U.S. dollars, except where otherwise stated)

30. Wiffsrsh evs n"“‘ht EX' 3 \QGAAP afd PtsPfatiefa iPalfcia Ropertifg _saldards

¢ thlt 3d)
2006 2005 2004
(As Restated, (As Restated,
see Note 31) see Note 31)
Operating expenses
as reported under US GAAP 141,037,963 153,225,353 169,598,058
IFRS adjustments
i) Recognizing an expense for share-based payment 3,895,056 -
i) Retrospective adjustment on adoption of IFRS 2 - 5,978,720
Under IFRS $ 141,037,963  $ 157,120,409  $ 175,576,778
Other income, net
as reported under US GAAP (56,100,658) (26,321,705) 7,547,974
IFRS adjustments
v) Depreciation related to reclassification of
unsold assets held for sale - 674,117
Under IFRS $ (56,100,658) $ (26,321,705) $ 8,222,091

In addition to the above, there are also other differences between US GAAP and IFRS relevant to the accounting policies of
the Company. These differences have not led to any material differences in 2006, 2005 and 2004, and details of which are

set out as below:

(a)

t lifto‘r‘ g atief

Inventories are carried at cost under both US GAAP and IFRS. However, if there is evidence that the net realisable
value of goods, in their disposal in the ordinary course of business, will be less than cost, whether due to physical
obsolescence, changes in price levels, or other causes, the difference should be recognized as a loss of the current
period. This is generally accomplished by stating such goods at a lower level commonly known as “market”.

Under US GAAR a write-down of inventories to the lower of cost or market at the close of a fiscal period creates a new
cost basis that subsequently cannot be reversed based on changes in underlying facts and circumstances. Market
under US GAAP is the lower of the replacement cost and net realizable value minus normal profit margin.

Under IFRS, a write-down of inventories to the lower of cost or market at the close of a fiscal period is a valuation
allowance that can be subsequently reversed if the underlying facts and circumstances changes. Market under IFRS is

net realizable value.

No significant GAAP difference was noted in 2006, 2005 and 2004.
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For the years ended December 31, 2006, 2005 and 2004
(In U.S. dollars, except where otherwise stated)

30. Wiffsrsh evs u'-&t EX'S \—»GAAP afd PtsPfatiefa ifalf cia Ropertifg _salfdards
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()

B forrsdp ' s taxss

Deferred tax liabilities and assets are recognized for the estimated future tax effects of all temporary differences
between the financial statements carrying amounts of assets and liabilities and their respective tax bases under both
US GAAP and IFRS.

Under IFRS, a deferred tax asset is recognized to the extent that it is probable that future profits will be available to
offset the deductible temporary differences or carry forward of unused tax losses and unused tax credits. Under US
GAAR all deferred tax assets are recognized, subject to a valuation allowance, to the extent that it is “more likely than
not” that some portion or all of the deferred tax assets will not be realized. “More likely than not” is defined as a

likelihood of more than 50%.

With respect to the measurement of the deferred tax, IFRS requires recognition of the effects of a change in tax laws or
rates when the change is “substantively enacted”. US GAAP requires measurement using tax laws and rates enacted

at the balance sheet date.

Under US GAAR deferred tax liabilities and assets are classified as current or non-current based on the classification of
the related asset or liability for financial reporting. Under IFRS, deferred tax assets and liabilities are always classified

as non-current.
No significant GAAP difference was noted in 2006, 2005 and 2004.

. ..:g Pt ropertifg

Under IFRS, a listed enterprise is required to determine its primary and secondary segments on the basis of lines

of business and geographical areas, and to disclose results, assets and liabilities and certain other prescribed
information for each segments. The determination of primary and secondary segment is based on the dominant source
of the enterprise’s business risks and returns. Accounting policies adopted for preparing and presenting the financial
statements of the Company should also be adopted in reporting the segmental results and assets. The business
segment is considered as the primary segment for the Company. Meanwhile, the Management believes the risk and

return shall be similar among its different geographical segments.

Under US GAAR a public business enterprise is required to report financial and descriptive information about its
reportable operating segments. Operating segments are components of an enterprise about which separate financial
information is available that is evaluated regularly by the chief operating decision maker in deciding how to allocate
resources and in assessing performance. US GAAP also permits the use of the accounting polices used for internal
reporting purposes that are not necessarily consistent with the accounting policies used in consolidated financial

statements.

No significant difference on reportable segment was noted.
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For the years ended December 31, 2006, 2005 and 2004
(In U.S. dollars, except where otherwise stated)

30. Wiffsrsh evs n"“‘ht EX' 3 \QGAAP afd PtsPfatiefa iPalfcia Ropertifg _saldards
Coftlt 3d)

(d)

'orr‘x ifg cests
IFRS and US GAAP requires capitalization of borrowing costs for those borrowings that are directly attributable to

acquisition, construction or production of assets that necessarily take a substantial period of time to get ready for their
intended use or sale. The amount to be capitalized is the borrowing cost which could theoretically have been avoided
if the expenditure on the qualifying asset were not made. Under IFRS, borrowing costs are defined as interest and any
other costs incurred by an enterprise in connection with the borrowing of funds, while under the US GAAR borrowing

costs are defined as interest only.

Under IFRS, to the extent that funds are borrowed specifically for the purpose of obtaining a qualified asset, the
amount of borrowing costs eligible for capitalization is determined as the actual borrowing costs incurred on the
borrowing during the period less any investment income on the temporary investment of those borrowing. The amount
of borrowing costs to be capitalized under US GAAP is based solely on actual interest incurred related to actual

expenditure incurred.

No significant GAAP difference was noted in 2006, 2005 and 2004.

3 3 £ e
(*) , may sPt of ass st

IFRS reduires an enterprise to evaluate at each balance sheet date whether there is any indication that a long-lived
asset may be impaired. If any such indication exists, an enterprise should estimate the recoverable amount of the
long-lived asset. Recoverable amount is the higher of a long-lived asset’s net selling price and its value is use. Value in
use is measured on a discounted present value basis. An impairment loss is recognized for the excess of the carrying
amount of such assets over their recoverable amounts. A reversal of previous provision of impairment is allowed to the

extent of the loss previously recognised as expense in the income statement.

Under US GAAR long-lived assets and certain identifiable intangibles (excluding goodwill) held and used by an entity are
reviewed for impairment whenever events or changes in circumstances indicate that the carrying value of a long-lived
asset and certain identifiable intangibles (excluding goodwill) may not be recoverable. An impairment loss is recognized
if the expected future cash flows (undiscounted) are less than the carrying amount of the assets. The impairment loss
is measured based on the fair value of the long-lived assets and certain identifiable intangibles (excluding goodwill).

Subsequent reversal of the loss is prohibited. Long-lived assets and certain identifiable intangibles (excluding goodwill)

to be disposed of are reported at the lower of carrying amount or fair value less cost to sell.

The Company had no impairment loss under either US GAAP or IFRS in 2006, 2005 and 2004.
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(f) Rissarenaldds “ep <Pt cests
IFRS requires the classifitation of the costs associated with the creation of intangible assets by research phase and
development phase. Costs in the research phase must always be expensed. Costs in the development phase are
expensed unless the entity can demonstrate all of the following:

- the technical feasibility of completing the intangible asset so that it will be available for use or sale;
- its intention to complete the intangible asset and use or sell it;
- its ability to use or sell the intangible asset;

- how the intangible asset will generate probable future economic benefits. Among other things, the enterprise
should demonstrate the existence of a market for the output of the intangible asset or the intangible asset itself
or, if it is to be used internally, the usefulness of the intangible asset;

- the availability of adequate technical, financial and other resources to complete the development and to use or
sell the intangible asset; and

- its ability to measure the expenditure attributable to the intangible asset during the development phase.

Under US GAAP research and development costs are expensed as incurred except for:

those incurred on behalf of other parties under contractual arrangements;
- those that are unique for enterprises in the extractive industries;

- certain costs incurred internally in creating a computer software product to be sold, leased or otherwise
marketed, whose technological feasibility is established, i.e. upon completion of a detailed program design or, in
its absence, upon completion of a working model; and

- certain costs related to the computer software developed or obtained for internal use.

The general requirement to write off expenditure on research and development as incurred is extended to research and
development acquired in a business combination.

No significant difference was noted in 2006, 2005 and 2004.

() daty sMtsefealp @ s
Theré‘are no material differences on statements of cash flows between US GAAP and IFRS. Under the US GAAR interest
received and paid must be classified as an operating activity. Under IFRS, interest received and paid may be classified
as an operating, investing, or financing activity.

31. R:ﬁ-stat}:x sPt
As a result of review of the accounting treatment for the Settlement Agreement reached with TSMC on January 31, 2005
(See note 24), the Company determined that errors were made in the identification and classification of the components
of settlement payment. The Company previously recorded US$23.2 million of the settlement amount as an expense in
2004 and US$134.8 million of intangible assets associated with the patent license portfolio and covenant not to sue. The
Company determined that the payment was made solely for the right to use the licensed patent license portfolio both prior
and subsequent to the settlement date.

The TSMC covenant not to sue for alleged trade secrets misappropriation does not qualify as a separable asset in
accordance with either SFAS 141 or SFAS 142 as TSMC had never specified the exact trade secrets that it claimed
were misappropriated, the Company's belief that TSMC's trade secrets may be obtained within the marketplace by other
legal means and the Company never obtained the legal right to use TSMC's trade secrets. As a result, the Company has
determined that no value should have been allocated to the covenant not to sue.
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31. Restaty Pt et o

This determination impacted the allocation of the settlement amount to its various components, which resulted in the Company
decreasing the amount of expense recognized in its 2004 financial statements from US$23.2 million to US$16.7 million in 2004
and increased the deferred cost associated with the patent license portfolio from US$134.8 million to US$141.3 million. This
correction also affected the amount of expense recorded in periods subsequent to the settlement date given the higher asset value
being recorded and the shorter amortization period of the patent license portfolio as compared to the covenant not to sue.

In addition, the Company corrected the classification of the payment for the patent license portfolio from an intangible asset
to a deferred cost and has also reclassified the amortization of the deferred asset from amortization of intangibles to a
component of cost of sales. The effects of correcting these errors is shown below:

¢ ofseidated Baal ¢s _puits

As” f Decembe/ 31,

2005 2004
AsPlei sl AsPle i o
Reﬂ"iﬂ ed As les & ed Re‘" fed Asfesaed
Acquired intangible assets, net $ 195,178,898  $ 80,667,737
Deferred cost - 117,728,792
Total assets 4,583,415,731 4,586,633,362
Accrued expense and other
current liabilities 82,857,551 76,399,187
Total current liabilities 730,329,536 723,871,172
Total liabilities 1,274,791,610 1,268,333,246
Accumulated deficit (247,919,043) (244,701,412) (136,384,949) (129,926,585)
Total stockholders equity 3,026,098,524 3,029,316,155 3,109,483,921 3,115,942,285
Total liabilities and stockholders equity 4,583,415,731 4,586,633,362
¢ ofse idatd . &ati};‘t sPts of e puratiels
As” f Decembe/ 31,
2005 2004
AsPlei sl AsPlei sl
Reﬂ"*L ed Aslesaed Reu" fed Asles & ed
Sales 1,171,318,735 1,171,318,735
Cost of sales 1,081,587,786 1,105,133,544
Gross Profit 89,730,949 66,185,191
Operating expenses:
Litigation settlement 23,153,105 16,694,741
Amortization of intangible assets 41,251,077 20,946,052
Total operating expenses 173,530,378 153,225,353 176,056,422 169,598,058
Income (loss) from operations (83,799,429) (87,040,162) 82,382,902 88,841,266
(Loss) income before income tax (110,121,134) (113,361,867) 89,930,876 96,389,240
Net (loss) income before cumulative
effect of a change in accounting principle (111,534,094) (124,774,827) 89,744,832 96,203,196
Net income (loss) (111,534,094) (114,774,827) 89,744,832 96,203,196
Net income (loss) loss attributable
to common stockholders (111,534,094) (124,774,827) 70,905,406 77,363,770
Income (loss) per share, basic $ (0.01) $ (0.01) $ 000 $ 0.01
Income (loss) per share, diluted $ (0.01) $ (0.01) $ 000 $ 0.00
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31. Restaty Pt et o

32.

¢ ofse idated \t‘at‘;;‘» Pts of¢ asn e s

2005 2004
AsPle i sl AsPle i sl
Re"'af‘ ed Ases aed Reu"af- ed Asfesaed

(Loss) income attributable to

holders of ordinary shares (111,534,094) (114,774,827) 70,905,406 77,363,770
Net (loss) income (111,534,094) (114,774,827) 89,774,832 96,203,196
Depreciation and amortization 745,926,095 769,471,853
Amortization of intangible

assets 41,251,077 20,946,052
Accrued expenses and

other current liabilities 32,115,883 25,657,519

L*’“’Sﬂu s@!‘t\ Pts

On April 10, 2007, Cension Semiconductor Manufacturing Corporation (“Cension”) entered into an Asset Purchase
Agreement (the “Agreement”) with Elpida Memory, Inc. (“Elpida”), a Japan based memory chip manufacturer, for the purchase
of Elpida’s 200mm wafer processing equipment currently located in Hiroshima, Japan for the total price of US$320 million.
The Company has the contract to manage Cension’s 200-millimeter fab in Chengdu.

As part of the Agreement, the Company will provide a corporate guarantee for a maximum guarantee liability of US$163.2
million on behalf of Cension in favor of Elpida. The Company’s guarantee liability will terminate upon full payment of the
purchase price by Cension to Elpida. In return for providing the above corporate guarantee, the Company would receive a
guarantee fee from Cension.

In conjunction with the Agreement, the Company will be entitled to the net profit (loss) associated with the production in
Hiroshima during the transitional period (estimated to be no longer than 24 months) when the equipment acquired by Cension
is being relocated in stages from Hiroshima to Chengdu.
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