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There is substantial global demand for new drugs to treat a range of conditions or
currently incurable diseases. At Toyama Chemical, we believe that pharmaceutical
manufacturers should develop as many new drugs as possible to meet effective
treatment methods for currently untreatable conditions and provide the medical
profession with these products as quickly as possible.

To fulfill this role, we are focusing our research and development activities on
the fields of anti-infective agents, central nervous system (CNS) and cardiovascular
agents and anti-inflammatory agents. We are working to develop new drugs in an
efficient manner by concentrating our business resources in these areas. We have
also established three revenue streams—from sales of products to Taisho Toyama
Pharmaceutical, royalties from the out-licensing of products developed in-house,
and sales of bulk and drug products to partner firms—with the goal of establishing
business structures focused on drug development. Today, our drug pipeline includes
such potential blockbusters as the new-type quinolone synthetic antibacterial T-3811,
T-817MA for the treatment of Alzheimer’s disease and T-5224 for rheumatoid arthritis.
We have therefore established a solid foundation for our business as an R&D-driven
organization. Moving forward, we plan to step up the formation of strategic alliances
with other leading pharmaceutical companies in Japan and overseas to facilitate the
rapid supply of these new drugs to the medical community worldwide. Our goal is to
become a world-class drug development firm and, in so doing, contribute to the further
development of global health care through new drug development.
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Statements made in this annual report with respect to Toyama Chemical’s plans, strategies and beliefs, and
other statements that are not historical facts are forward-looking statements about the future performance
of Toyama Chemical based on management’s assumptions and beliefs in light of information currently
available to it, and involve certain risks and uncertainties.



THREE REVENUE STREAMS

Toyama Chemical is an R&D-driven company that boasts expertise in research, development and
manufacturing technologies. We are working on a global basis to develop three revenue streams
focused on our drug R&D.
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RESEARCH AND DEVELOPMENT

We are accelerating our drug development activities and improving our efficiency by concentrating
our business resources in three fields of research, with the goal of generating a regular flow of
world-class drug pipeline compounds.
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Ant|-|nfetct|ve cardiovascular inflammatory
agents agents agents
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“WWe are making every effort to implement the Medium-
Term Management Plan 2009 with the goal of transforming
our business from an R&D-driven company into a world-
class drug development organization.”

Three years have passed since we took on the challenge of focusing our business on drug
development. These reforms have resulted in strong licensing agreements and the discovery of
pipeline compounds with the potential to become highly efficacious drugs. We are on the verge
of bringing the blockbuster T-3811 to market and are starting to achieve our goal of global
business development.

In fiscal 2006, ended March 31, 2006, the
Japanese pharmaceutical industry faced reforms
3‘:—'*\ ) to the health insurance system, including
' / measures to cut drug spending focusing on the
promotion of generic prescribing and a review of
the rules used to calculate drug reimbursement
prices, in a bid to stabilize social welfare spending.
The market is also becoming more competitive
as foreign pharmaceutical companies expand
their sales operations in Japan and Japanese
pharmaceutical firms undergo major restructuring.
Against this backdrop, we continue to focus
our business resources in the ethical drug
business and are working to grow earnings.
However, sales of ethical drugs to Taisho
Toyama Pharmaceutical amounted to ¥11,991
million due to increasing competition and the
withdrawal from sale of unprofitable products.
In terms of mainstay product sales, we
achieved sales growth for the injectable
penicillin antibiotic Pentcillin, the loop
diuretic Luprac, and the R-lactamase
inhibitor and antibiotic combination Tazocin.
However, sales of the oral cephem
antibiotic Tomiron declined due to the
launch of generic competitors. We
received one-time revenues from the
signing of a licensing contract on
Japanese sales of the new-type
quinolone synthetic antibacterial
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Financial Highlights

Toyama Chemical Co., Ltd., and Consolidated Subsidiaries
For the Years Ended March 31, 2006 and 2005

Thousands of
U.S. Dollars
(Note)

2006

Millions of Yen
2006

Operating Results:
Gross revenue
Net sales
Royalty income
Operating profit
Net income
Per Share Data (yen and U.S. dollars):
Net income (basic)

Financial Position:
Total shareholders’ equity
Total assets
Other Data:
Research and development expenses

Research and development expenses as a percentage of gross revenue

¥23,123
15,465
7,658
1,523
453

$197,636
132,182
65,454
13,018
3,873

¥24,747
15,986
8,761
2,597
662

¥2.31 ¥3.37 $0.02

¥33,429
68,961

$285,715
589,412

¥31,897
64,763

¥6,316
27.3%

¥5,763 $53,982

23.3%

Note: U.S. dollar amounts represent translations of Japanese yen amounts at the rate of ¥117=US$1, the approximate rate of exchange at

March 31, 2006.

T-3811, and we similarly received one-time
revenues upon the approval of new-type
quinolone antibacterial eyedrops, or TN-3262a.
As a result, royalty income reached ¥7,658 million.
Sales from the supply of bulk and drug products
to partner companies reached ¥1,497 million.

Overall, consolidated gross revenue reached
¥23,123 million, but the Company remained in the
black for the second consecutive year, with income
before income taxes and minority interests of
¥704 million and net income of ¥453 million, due
to cuts in cost of sales and SG&A expenses.

Update on Medium-Term Management
Plan 2009

As part of our efforts to achieve our business
target of contributing to the further development
of global health care through new drug develop-

Gross revenue

(Millions of yen) (Millions of yen)
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Operating profit (loss)

ment, we started our Medium-Term Manage-
ment Plan 2009 that defines the regular discovery
of world-class pipeline compounds as a long-term
management goal.

In fiscal 2006, we achieved our earnings
targets and signed licensing contracts.

We achieved major results with the potential
blockbuster synthetic antibacterial T-3811 in
fiscal 2006. In Japan, we completed all the
studies necessary to file for manufacturing and
marketing approval and submitted the New Drug
Application (NDA) in May 2006. We also signed
a licensing agreement in March 2006 with
Astellas Pharma Inc. on the marketing and joint
development of this drug. Overseas, the NDA
filed by Schering-Plough Corporation was
accepted for review by the Food and Drug
Administration (FDA) in February 2006, and we
signed a licensing agreement with South Korean

Total shareholders’ equity
(Millions of yen)
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Focusing on the ethical drug business
To make the most effective and efficient use of its limited business resources, Toyama Chemical has focused
its operations on the core ethical drug business and is concentrating its business resources in this area.

Operating income in excess of ¥8,000 million by fiscal 2010
(fiscal year ending in March 2010)
To reach this earnings target, the Company aims to generate stable earnings by taking at least one new drug
or new formulation to market every two years and pursuing licensing development candidates from other

firms through cross-licensing agreements.

Third term e
(fiscal 2011 and beyond)

Regularly discovering new
drug compounds that meet
global standards

Second term e

(to fiscal 2010)

Building an R&D foundation that
can generate new drugs that
meet global standards

FirSt term ............................
(to fiscal 2006)

Focusing management
resources on the ethical
drug business

®Revenue from sales of products
supplied to Taisho Toyama
Pharmaceutical

®Royalty revenue from the out-
licensing of products developed
in-house

®Revenue from sales of bulk and
drug products supplied to partner
firms
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Satisfying customers: Supplying
value to patients and health care
professionals

Satisfying shareholders: Contribut-
ing to shareholders through stable
business results

Satisfying society: Contributing to
society's continued development
through environmental management
and social action programs
Satisfying employees: Providing
an impartial, equitable venue and
supporting the personal fulfillment
of highly motivated employees

®Developing a drug pipeline that
meets global standards

®Supplying Taisho Toyama Pharma-
ceutical with distinctive products

® Stabilizing the Company’s financial
footing

®Building a manufacturing infra-
structure that is competitive both
in the domestic market and
overseas

®(Creating a management environ-
ment that retains society's trust



firm Dong-A Pharmaceutical Co. Ltd. in January
2006. We are on the verge of global business
development for T-3811 and we expect this drug
to play a major role in the achievement of our
Medium-Term Management Plan 2009 goals,
namely building three revenue streams and
achieving operating income in excess of ¥8,000
million by fiscal 2010.

Outlook for Fiscal 2007
We expect the difficult operating conditions in
the pharmaceutical industry to continue from
fiscal 2007 onwards, with further industry
restructuring and reforms to the health insur-
ance system.

We will work to ensure that every stage
of the drug development process remains on
schedule, that we are well positioned to gain
approval for filed drugs and that we manage
partner selection and timeframes in our out-
licensing activities, including joint development.
At Taisho Toyama Pharmaceutical, we are
working to expand sales by developing and
implementing measures to counter the growth
in generic drugs.

By implementing these measures, we
expect to achieve gross revenue of ¥26,300

million, ordinary income of ¥200 million and net
income of ¥300 million in our consolidated
results for fiscal 2007.

As well as moving forward with Medium-
Term Management Plan 2009, we have
improved our drug development expertise and
expanded our development pipeline. We believe
that we are starting to realize the benefits of
being an R&D-driven company—one of our
management plan goals—as we have generated
a number of development compounds with the
potential to become highly efficacious drugs.
The key challenge for the future is how to turn
these novel chemical entities into value-added
drugs that are available in a timely fashion on a
worldwide basis. The entire company is striving
to meet this challenge as part of our mission to
contribute to the further development of global
health care through new drug development.

We ask you, our shareholders, for your
continued support.

August 2006

/
&a.ﬁ—mwa M@M
Katsuhiko Nakano
Director, President and Chief Executive Officer

Corporate Philosophy

The creation of health culture with live science*

Toyama Chemical’s corporate identity is based on the proactive use of science backed by the Company’s
accumulated expertise, with all employees sharing the goal of supporting healthy lives for individuals.

* “Live science” is a phrase created to express Toyama Chemical’s philosophy that its activities are based not only on research activities in “life science” but also
on its aim to offer, first and foremost, a healthy and lively lifestyle to all and to thereby enable everyone to lead a lively working life.

Business Domain

The creation of a culture of health

Toyama Chemical aims to grow as a company supporting a comprehensive culture of health with a focus on
ethical drugs.

Management Objective

To contribute to the further development of global health care through new drug development

Toyama Chemical’s mission is to contribute to the further development of global health care through new drug
development. We aim to be an R&D-driven company serving the entire world.

TOYAMA CHEMICAL CO., LTD. 5



Working to expand the three revenue streams by
improving R&D expertise, manufacturing technologies

and operational efficiencies

The R&D division, manufacturing technology division and Taisho Toyama Pharmaceutical
implemented various measures during fiscal 2006 in line with Medium-Term Management Plan
2009. Toyama Chemical has also embarked on a large-scale project involving its R&D and
manufacturing technologies, which underpin the Company’s competitive advantage, to realize a
new research center concept and draft plans for new manufacturing systems.

Research and Development
Toyama Chemical’s efficient research activities are
supported by the focused investment of business
resources in the three fields of anti-infective
agents, CNS and cardiovascular agents and
anti-inflammatory agents at the Toyama Works-
located Discovery Laboratories—to discover seeds
for drug discovery research—and Research
Laboratories. The Company has also built a clinical
development infrastructure spanning Japan, the
United States and Europe to facilitate the rapid
development of drugs for supply around the world.
One of the main R&D achievements in fiscal
2006 came in the field of anti-infective agents
when the NDA for the new-type quinolone
synthetic antibacterial T-3811 was accepted for
review by the FDA. T-3811 has blockbuster

potential and is expected to make a substantial
earnings contribution after approval. In the field of
CNS and cardiovascular agents, Phase | trials on
T-817MA for Alzheimer's disease were started in
the United States. In the field of anti-inflammatory
agents, non-clinical studies in Japan on T-56224 for
rheumatoid arthritis concluded, so the Company
was able to start Phase | trials in June 2006.

R&D spending was only ¥6,316 million in
fiscal 2006 (27.3% of gross revenue), but the
Company has been able to generate a number
of potential blockbusters such as T-3811,
highlighting Toyama Chemical’s excellent
productivity as an R&D-driven company.

The Company's biggest challenge moving
forward is how to turn these new compounds into
drugs as quickly as possible for supply to the
medical profession worldwide. To achieve this,
Toyama Chemical is working to accelerate its R&D
by increasing research staff numbers, developing a

Ant!blotlcs., new research center concept, further strengthen-
Antibacterials | . o ) )

Antifungals ing its development pipeline and forming strategic
Antivirals alliances with pharmaceutical companies in Japan

and overseas.

Rheumatoid arthritis

Alzheimer's disease
6 TOYAMA CHEMICAL CO., LTD.



R&D pipeline

As of June 2006

. Development Stage Originator/
Dev%lggglent TIE:E;rth%l;tlc Region 'Non- . Flgmﬂ- Joint Development/ Comment
gory dliea PI Pl Pl Filed Out-Licensed
[ [ [ [ ?riginat%rr:] el
" . . oyama emica b
Japan : : : : JpYn_t development: | Brand name: Kolbet
1614 Rheumatoid ! ! ! ! Oral Eisai
arthritis South Africa : : | | In-house
! ! ! !
! | | | Out-licensed:
South Korea | | | | Dong-A Pharmaceutical
| | | | Originator: Marketing and joint
! ! | fes{ Oral I%Yr?tnc]ii\mg?rl::r!t: dgvelopngentajreement
Ne.w-type Japan 1 1 1 1 Taisho Pharmaceutical witn Al e (e
T-3811 23,']?}?21{'0“' — | i i Injection | In-house
antibacterial - | | | | Outlicensed: Schering-Plough | Generic name:
United States ! ! ! ; > Oral gurporaﬁiono&tﬁ]Uni%ed g| garenoxacin
D D D D jecti tates, Dong-A Pharmaceutical
Europe | | | | > it of South Ku?ea
B-lactamase inhibitor i i i i Joint development:
YP-18 and antibiotic Japan : : : > i Injection | Taino Pharmaceutical
combination i i i i
I I I I
Alzheimer’s . 1 | | |
T-817MA | United States restaly | : : Oral In-house
disease | ! ! |
T
Rheumatoid 1 | | | Funded by
- L d Japan Science and
T 5224 arthritis Japan : i i i Oral Tndierse Technology Corporation
| | | |
I I I I
5 ntivira apan | | | | ra n-house
T-1106 Antiviral Jap : : : : Oral In-h
I I I I
| | | |
- ntifunga apan i i i i njection | In-house
T-2307 Antifungal J Inject In-h
| | | |
.. I I I I
T-705 Antiviral Japan  |= ! ! ! Oral In-house
I I I I

Clinical trial stages

Phase |  Confirm safety and other parameters in a small number of healthy volunteers who have given consent
Phase Il Confirm safety, efficacy and dosage and administration methods in a small number of patients who have given consent
Phase Il Confirm safety and efficacy versus existing drugs or other comparators, using double-blind or other study designs, in several hundred or

several thousand patients who have given consent

T-3811 T-817TMA

New-type quinolone synthetic
antibacterial agent with
superior efficacy and safety

T-3811 is a potent, broad-spectrum
antibacterial that is effective even
against drug-resistant pathogens,
such as penicillin-resistant Strepto-
coccus pneumoniae (PRSP) and
methicillin-resistant Staphylococcus
aureus (MRSA). Toyama Chemical
believes T-3811 is potentially
efficacious for a wide range of
indications, from respiratory tract
infections to surgical infections.

Given its excellent safety profile, the

Company also believes pediatric
indications are also a possibility.

Promising treatment to
curb Alzheimer's disease
progression

In addition to having a
neuroprotective effect, T- 817MA
helps promote neurite growth,
which has raised hopes that the
drug could curb progression of
Alzheimer's disease itself. Where
drug therapies for Alzheimer's
disease thus far have only slowed
symptom progression, T-817MA
could be used to halt or even
reverse cognitive dysfunction.

T-5224 inhibits transcription factor
AP-1, which plays a major role in the
pathology of rheumatoid arthritis
and in so doing suppresses inflam-
mation and joint degeneration. This
compound is expected to provide a
cure for rheumatoid arthritis. The
drug is being developed jointly with
Prof. Shunichi Shiozawa of Kobe
University and Prof. Shuichi Hirono
of Kitasato University.

TOYAMA CHEMICAL CO., LTD.



Manufacturing Technology
Manufacturing technology is another area of
expertise for Toyama Chemical, on a par with
the Company’s R&D prowess. Toyama Chemical
works to actively improve all aspects of its
manufacturing, including technologies to
commercialize and manufacture drugs, as well
as expertise in quality, safety and cost competi-
tiveness. The Company enjoys a good reputation
among its customers as a result. Toyama
Factory has adopted manufacturing manage-
ment and quality control systems that are
compliant with current Good Manufacturing
Practice (cGMP) as required by the FDA. At 2nd
Toyama Factory, the Company has started
shipments of cGMP-compliant bulk product.

In the future, the Company will work to
realize the goal set out in the Medium-Term
Management Plan 2009 of building manufacturing
systems that are competitive in Japan and
overseas, with plans to develop a future strategy
for its manufacturing systems during fiscal 2007.

Taisho Toyama Pharmaceutical

Taisho Toyama Pharmaceutical was established
three years ago through the merger of the
ethical drug sales and marketing divisions of
Toyama Chemical and Taisho Pharmaceutical.
Taisho Toyama Pharmaceutical’s sales infrastruc-
ture was bolstered by the April 2005 transfer of
sales and marketing division employees, including
medical representatives (MRs), from both Taisho
Pharmaceutical and Toyama Chemical. Taisho
Toyama Pharmaceutical has also pursued a
policy of “prioritize and centralize,” which
involves a focus on key products, key business
partners and key physicians to improve sales
efficiencies.

Toyama Chemical expects competition in the
pharmaceutical industry to intensify due to the
growth in generic prescribing and other factors.
However, the Company aims to achieve profit
growth by further improving sales efficiencies.

>>> New Safety Research Wing and Refurbishment of Existing Research Facility
Toyama Chemical is working to develop a new research center concept that will become a future landmark
for the Company and is also hiring more research staff, in a bid to establish research infrastructure to enable
the regular discovery of world-class pipeline compounds. The new construction and refurbishment projects
mark the phase | of this process and are aimed at accelerating evaluation of pharmacological activity, safety
and ADME (in vivo pharmacokinetics: absorption, distribution, metabolism and elimination). The safety
research wing is scheduled for completion in November 2006, while the refurbishment of the existing research
facilities is scheduled for completion in March 2007 (announced on November 24, 2005).

>>> Global Development of Synthetic Antibacterial T-3811

Toyama Chemical has signed a licensing agreement with South Korean firm Dong-A Pharmaceutical (January
20, 2006), as well as a licensing agreement with Astellas Pharma on marketing and joint development in Japan
(March 31, 2006). Moreover, in the United States, Toyama Chemical already has a licensing agreement in
place with Schering-Plough Corporation and the FDA has accepted for review the NDA filed by Schering-Plough
(announced on February 13, 2006).

>>> Research Suggests T-705 Effective Against Avian Influenza A(H5N1) Virus
Toyama Chemical has been testing the efficacy of some our compounds against various strains of pathogenic
viruses, through the National Institute of Allergy and Infectious Disease (NIAID) in the United States. Results
presented at the VIII International Symposium on Respiratory Viral Infections held in March 2006 suggested
that T-705 may be effective against the A(H5N1) strain of avian influenza. T-705 is currently undergoing animal
testing, but the Company will be working to bring this product to market as quickly as possible (announced on
March 20, 2006).
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Corporate Governance

With the underlying goal of improving the speed
and transparency of the decision-making process,
Toyama Chemical continues to work on improving
the Company’s corporate governance.

The Company put a committee system in
place in June 2003 and has separated manage-
ment oversight and operational functions to
realize its goals of establishing management
that is fair and easily understandable by external
metrics as well as operational execution that is
swift and decisive. To this end, the Company
has established the nine-member Board of
Directors as the body responsible for fundamental
policy decisions and management oversight,
and has set up three committees on nomination,
compensation and audit run by members of the
Board of Directors, of which more than half
are external directors. Through this structure,
Toyama Chemical aims to strengthen the
management oversight function of the Board of
Directors. The Company is also acting on the
objective and specialist advice proffered by its
five external directors, enabling highly transparent
and compliant business management. Toyama
Chemical has transferred authority to the 12
operating officers and is implementing strategic
investments, operational reforms and other
measures in a rapid and flexible manner.

Compliance

Toyama Chemical develops, manufactures and
markets products that directly impact people’s
lives. Therefore, it is critical that the Company
be worthy of the public’s trust and for its
corporate activities to meet high moral standards,
as well as observing laws and regulations. The
Company has established a Compliance Policy to
guide employees and officers in their corporate
activities. Toyama Chemical also works to
promote a thorough understanding of compliance
issues through broad-based training and

continuing education. As part of its systems

to further its work with compliance issues, a
Compliance Committee was established under the
supervision of the Chief Executive Officer and
responsibility was clarified with the appointment
of a Compliance Director and the assignment

of managerial responsibilities to the Legal &
Compliance Department.

Corporate Social Responsibility (CSR)
Activities
Toyama Chemical’s philosophy is the creation
of a health culture with live science to enable
everyone to lead a lively working life. The
Company considers the realization of this
philosophy part of its corporate social responsi-
bility and is pursuing its business accordingly.
Through this focus on CSR, Toyama Chemical
is working to realize one of the goals set out in
Medium-Term Management Plan 2009, namely
the creation of a business structure worthy of
society’'s trust. As part of these efforts, the
Company strives to improve disclosure and
accountability to all its stakeholders. We also
published Environmental and Social Report 2005,
our first such report, in October 2005.

Environmental Activities

Since announcing its environmental declaration in
1996, Toyama Chemical has actively implemented
measures to protect the environment. In 1999,
the Company began building an environmental
management system, while in 2000 it defined
its basic environmental policy and strategy and
obtained ISO 14001 certification for the Toyama
Works. In April 2005, the Company developed
its basic environmental philosophy and policy
aimed at integrating environmental management
systems across the company. During 2006, the
goal is to obtain ISO 14001 certification for all
Company facilities, including the head office.

TOYAMA CHEMICAL CO., LTD.



Back row (from left):

Director, President and Chief Executive Officer
Katsuhiko Nakano Shozo Kakimoto
Director
Hiroichi Yoshida
Director

Directors and Senior Executive Officers ) ]
Yukio Yanagida

Takeo Abe Director
: Shinichiro Inushima
. Corporate Planning Director
Hideo Sanada Akira Ohira
Director

Toyama Works and Production

Front row (from left):

Directors
Masayuki Yamashita Masayuki Yamashita
Yukio Yanagida* Takeg'fbﬁor
Hiroichi Yoshida* Director and Senior Executive Officer
L : * Katsuhiko Nakano
Shinichiro _anShlma Director, President and Chief Executive Officer
Shozo Kakimoto* Hideo Sanada
Akira Ohira* Director and Senior Executive Officer

*QOutside Directors
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The carrying amounts and aggregate fair values of marketable and investment securities at March 31, 2006

and 2005 were as follows:

Millions of Yen

Unrealized Unrealized Fair
March 31, 2006 Cost Gains Losses Value
Securities classified as:
Available-for-sale:
Equity securities ¥1,762 ¥3,929 ¥5,691
Other 400 ¥14 386
Held-to-maturity 200 200
March 31, 2005
Securities classified as:
Available-for-sale:
Equity securities 1,797 1,877 3,674
Other 555 31 3 583
Held-to-maturity 400 4 404
Thousands of U.S. Dollars
Unrealized Unrealized Fair
March 31, 2006 Cost Gains Losses Value
Securities classified as:
Available-for-sale:
Equity securities $15,064 $33,579 $48,643
Other 3,417 $115 3,302
Held-to-maturity 1,709 4 1,713

Available-for-sale securities and held-to-maturity securities whose fair value is not readily determinable as of

March 31, 2006 and 2005 were as follows:

Carrying Amount

Thousands of

Millions of Yen U.S. Dollars

2006 2005
Available-for-sale—Equity securities 721 ¥ 749 $ 6,155
Held-to-maturity 1,499 2,699 12,815
Total ¥2,220 ¥3,448 $18,970

Proceeds from sales of available-for-sale securities for the years ended March 31, 2006 and 2005 were ¥3,886
million ($33,215 thousand) and ¥5,117 million, respectively. Gross realized gains, computed on the moving average
cost basis, were ¥227 million ($1,941 thousand) for the year ended March 31, 2006. And gross realized gains and
losses on these sales, computed on the moving average cost basis, were ¥7 million and ¥4 million, respectively,

for the year ended March 31, 2005.
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The carrying values of debt securities by contractual maturities for securities classified as held-to-maturity at
March 31, 2006 are as follows:

Thousands of

Millions of Yen U.S. Dollars

Held-to-Maturity Held-to-Maturity
Due in one year or less ¥1,499 $12,815
Due after five years through ten years 200 1,709
Total ¥1,699 $14,524

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

Thousands of

Millions of Yen U.S. Dollars

2006 2005 2006
Finished goods and merchandise ¥2,730 ¥2,551 $23,338
Semi-finished goods and work in process 3,985 3,325 34,059
Raw materials and supplies 1,540 2,367 13,158
Total ¥8,255 ¥8,243 $70,555

5. Land Revaluation

Under the “Law of Land Revaluation,” promulgated on March 31, 1998 and revised on March 31, 2001, the Com-
pany elected a one-time revaluation of its own-use land to a value based on real estate appraisal information as of
March 31, 2001.

The resulting land revaluation excess represents unrealized appreciation of land and is stated as revaluation
surplus as a component of shareholders’ equity. There is no effect on the statement of income. Continuous read-
justment is not permitted unless the land value subsequently declines significantly such that the amount of the
decline in value should be removed from the net land revaluation excess account and net related deferred tax
liabilities. The details of the one-time revaluation as of March 31, 2001 were as follows:

Land before revaluation: ¥11,700 million
Land after revaluation: ¥12,603 million
Land revaluation excess: ¥ 526 million (net of deferred tax liabilities of ¥377 million)

In 2004, the land revaluation excess and differences were recognized on a gross basis, and the related
deferred tax assets and liabilities were recognized on an individual basis due to the amendment of the accounting
regulations.

As of March 31, 2006, the carrying amount of the land after the above one-time revaluation exceeded the
market value by ¥3,503 million.

6. Impairment Loss

During the fiscal year, impairment loss was recognized for the following groups of assets.

Location Application Category

Chiisagata-gun, Nagano Prefecture Resort facility Land, buildings and other fixed assets
City of Toyama, Toyama Prefecture Training facility Land, buildings, machinery and

and other locations and other applications equipment and other fixed assets
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From a management accounting standpoint, the Group groups assets by business division, as they have the
best understanding of ongoing income and expenses. Leased assets and idle assets that are not used directly for
business purposes are grouped separately.

There was no indication of impairment of assets used for business purposes. However, in the groups of as-
sets listed above, the book value of idle assets for which future use is uncertain was reduced to the recoverable
value. This markdown resulted in an impairment loss of ¥358 million ($3,063 thousand), which was recorded as
other expenses. Of this amount, ¥219 million ($1,874 thousand) was allocated to buildings and structures, ¥71
million ($603 thousand) to machinery, equipment and vehicles, ¥68 million ($585 thousand) to land and ¥0 million
($1 thousand) to other property, plant and equipment.

The recoverable value for these groups of assets is the net sale value. For land, buildings and other material
assets, the net sale value is based on appraisals by a real estate appraiser.

7. Investments in Unconsolidated Subsidiaries and Associated Companies

Investments in unconsolidated subsidiaries and associated companies at March 31, 2006 and 2005 consisted of
the following:

Thousands of

Millions of Yen U.S. Dollars
2006 2005 2006
Investments in:
Unconsolidated subsidiaries ¥ 69 ¥ 69 $ 587
Associated companies 1,594 859 13,626
Total ¥1,663 ¥928 $14,213

8. Short-term Bank Loans and Long-term Debt

Short-term bank loans are principally notes to banks and bank overdrafts. The average annual interest rate for
such items is 1.5690% at March 31, 2005.
Long-term debt at March 31, 2006 and 2005, consists of the following:

Thousands of

Millions of Yen U.S. Dollars
2006 2005 2006
Unsecured 1.13% yen bonds, due June 2007 ¥ 50 ¥ 50 $ 427
1.23% to 2.75% secured loans from banks and other financial
institutions, due serially to 2013, payable in yen 8,700 8,200 74,359
Unsecured loans from banks, 1.4% to 2.58% due serially to 2011 5,900 — 50,427
Non-interest bearing loans from Japan Science and Technology
Corporation 1,586 1,474 13,560
Total 16,236 9,724 138,773
Less current portion (200)
Long-term debt, less current portion ¥16,236 ¥ 9,624 $138,773
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Annual maturities of long-term debt at March 31, 2006, were as follows:

Year Ending March 31 Millions of Yen Thousands of U.S. Dollars
2008 ¥ 84 $ 714
2009 5,434 46,444
2010 434 3,709
2011 8,434 72,086
2012 and thereafter 264 2,260
Total ¥14,650 $125,213

The Company has non-interest bearing loans of ¥1,586 million ($13,560 thousand) from Japan Science and
Technology Corporation, a government-affiliated institution, to aid in the development of new medicines. The
repayment date is to be determined subsequent to certification of success in developing new medicines. Maturity
information regarding such loans is excluded from the above table since the development is currently underway,
and therefore the repayment date is not yet determined.

The carrying amounts of assets pledged as collateral for the above collateralized long-term debt at March 31,
2006, were as follows:

Millions of Yen Thousands of U.S. Dollars
Property, plant and equipment—net of accumulated depreciation ¥6,361 $54,367
Total ¥6,361 $54,367

As is customary in Japan, the Company maintains deposit balances with banks with which it has borrowings.
Such deposit balances are not legally or contractually restricted as to withdrawal.

General agreements with respective banks provide, as is customary in Japan, that additional collateral must be
provided under certain circumstances if requested by such banks and that certain banks have the right to offset
cash deposited with them against any long-term or short-term debt or obligation that becomes due and, in case of
default and certain other specified events, against all other debt payable to the banks. The Company has never
been requested to provide any additional collateral.

9. Retirement and Pension Plans

The Group has retirement payment plans for employees, directors and operating officers.

Under most circumstances, employees terminating their employment are entitled to retirement benefits
determined based on the rate of pay at the time of termination, years of service and certain other factors. The
plan provides the payment to terminated (excluding death or job transferring under same employer) employees
with more than ten years of participation in the plan, or to employees with more than ten years of participation
and upon reaching the age of 65. Such retirement benefits are made in the form of a lump-sum severance
payment from the Company or from certain subsidiaries and annuity payments from a trustee.

On May 1, 2005, the Company changed the format of its retirement and pension plan, transferring a portion of
the severance payment plan based on future service to a defined contribution pension plan.

The liability for retirement benefits at March 31, 2006 and 2005, includes retirement benefits for directors and
operating officers of ¥7 million ($61 thousand) and ¥649 million, respectively. The Company did away with the
retirement benefits system for the Company'’s directors and operating officers at the annual general meeting of
shareholders on June 24, 2005.
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The liability for employees’ retirement benefits at March 31, 2006 and 2005 consisted of the following:

Thousands of

Millions of Yen U.S. Dollars

2006 2005 2006
Projected benefit obligation ¥8,262 ¥8,318 $70,619
Fair value of plan assets (68) (67) (579)
Unrecognized actuarial gain (335) (454) (2,872)
Net liability ¥7,859 ¥7,797 $67,168

The components of net periodic benefit costs for the years ended March 31, 2006 and 2005 are as follows:

Thousands of

Millions of Yen U.S. Dollars
2006 2005 2006

Service cost ¥304 ¥ 369 $2,597
Interest cost 182 183 1,557
Recognition of actuarial loss 50 72 430
Decrease in retirement benefit obligations — (804) —
Contribution for trusted pension fund 194 166 1,655
Contribution for defined contribution pension plans 83 — 706
Periodic benefit costs for mass retirements — 974 —
Net periodic benefit costs ¥813 ¥ 960 $6,945

Although the Company had temporarily transferred its employees to its marketing affiliate, Taisho Toyama
Pharmaceutical Co., Ltd., such 438 employees in the marketing division transferred to that affiliate on April 1, 2005.
Assumptions used for the years ended March 31, 2006 and 2005 are set forth as follows:

2006 2005
Discount rate 2.2% 2.2%
Recognition period of actuarial gain/loss 11 years 12 years
Amortization period of prior service cost — 1 year

Where previously the Company had recognized prior service cost over a 12-year period, it has now revised
this to an 11-year period. The effect of this change was immaterial.

10. Shareholders’ Equity

Through May 1, 2006, Japanese companies are subject to the Commercial Code of Japan (the “Code").

The Code requires that all shares of common stock be issued with no par value and at least 50% of the issue
price of new shares is required to be recorded as common stock and the remaining net proceeds are required to
be presented as additional paid-in capital, which is included in capital surplus. The Code permits Japanese compa-
nies, upon approval of the Board of Directors, to issue shares to existing shareholders without consideration by
way of a stock split. Such issuance of shares generally does not give rise to changes within the shareholders’
accounts.

The Code also provides that an amount of 10% or more of the aggregate amount of cash dividends and cer-
tain other appropriations of retained earnings associated with cash outlays applicable to each period (such as
bonuses to directors) shall be appropriated as a legal reserve (a component of retained earnings) until the total of
such reserve and additional paid-in capital equals 25% of common stock. The amount of total legal reserve and
additional paid-in capital that exceeds 25% of the common stock may be available for dividends by resolution of
the shareholders after transferring such excess in accordance with the Code. In addition, the Code permits the
transfer of a portion of additional paid-in capital and legal reserve to the common stock by resolution of the Board
of Directors.
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The Code allows Japanese companies to purchase treasury stock and dispose of such treasury stock upon
resolution of the Board of Directors. The aggregate purchased amount of treasury stock cannot exceed the
amount available for future dividends plus the amount of common stock, additional paid-in capital or legal reserve
that could be transferred to retained earnings or other capital surplus other than additional paid-in capital upon
approval of such transfer at the annual general meeting of shareholders.

Dividends are approved by the shareholders at a meeting held subsequent to the end of the fiscal year to
which the dividends are applicable. For companies which have adopted the “company with board committees”
organization system in accordance with the Code, such dividends can be approved by the Board of Directors.
Semiannual interim dividends may also be paid upon resolution of the Board of Directors, subject to certain
limitations imposed by the Code.

On June 24, 2005, shareholders approved to implement the stock option plan in accordance with the Code.
Stock options were granted to directors and operating officers. The plan provides for granting options to 114,000
shares of the Company’s common stock in the period from June 25, 2005 to June 24, 2035. The options will be
granted at ¥1.

On May 1, 2006, a new corporate law (the “Corporate Law") became effective, which reformed and replaced
the Code with various revisions that would, for the most part, be applicable to events or transactions which occur
on or after May 1, 2006 and for the fiscal years ending on or after May 1, 2006. The significant changes in the
Corporate Law that affect financial and accounting matters are summarized below;

(a) Dividends

Under the Corporate Law, companies can pay dividends at any time during the fiscal year in addition to the year-
end dividend upon resolution at the shareholders’ meeting. For companies that meet certain criteria such as;

(1) having the Board of Directors, (2) having independent auditors, (3) having the Board of Corporate Auditors, and
(4) the term of service of the directors is prescribed as one year rather than two years of normal term by its articles
of incorporation, the Board of Directors may declare dividends (except for dividends in kind) if the company has
prescribed so in its articles of incorporation. The Board of Directors of companies with board committees (an
appointment committee, compensation committee and audit committee) can also do so because such companies
with board committees already, by nature, meet the above criteria under the Corporate Law, even though such
companies have an audit committee instead of the Board of Corporate Auditors.

The Corporate Law permits companies to distribute dividends-in-kind (non-cash assets) to shareholders
subject to a certain limitation and additional requirements.

Semiannual interim dividends may also be paid once a year upon resolution by the Board of Directors if the
articles of incorporation of the company so stipulate. Under the Code, certain limitations were imposed on the
amount of capital surplus and retained earnings available for dividends. The Corporate Law also provides certain
limitations on the amounts available for dividends or the purchase of treasury stock. The limitation is defined as
the amount available for distribution to the shareholders, but the amount of net assets after dividends must be
maintained at no less than ¥3 million.

(b) Increases/Decreases and Transfer of Common Stock, Reserve and Surplus

The Corporate Law requires that an amount equal to 10% of dividends must be appropriated as a legal reserve
(a component of retained earnings) or as additional paid-in capital (a component of capital surplus) depending on
the equity account charged upon the payment of such dividends until the total of the aggregate amount of legal
reserve and additional paid-in capital equals 25% of the common stock. Under the Code, the aggregate amount
of additional paid-in capital and legal reserve that exceeds 25% of the common stock may be made available for
dividends by resolution of the shareholders. Under the Corporate Law, the total amount of additional paid-in capi-
tal and legal reserve may be reversed without limitation of such threshold. The Corporate Law also provides that
common stock, legal reserve, additional paid-in capital, other capital surplus and retained earnings can be
transferred among the accounts under certain conditions upon resolution of the shareholders.

(c) Treasury Stock and Treasury Stock Acquisition Rights
The Corporate Law also provides for companies to purchase treasury stock and dispose of such treasury stock by
resolution of the Board of Directors. The amount of treasury stock purchased cannot exceed the amount available
for distribution to the shareholders which is determined by a specific formula.

Under the Corporate Law, stock acquisition rights, which were previously presented as a liability, are now
presented as a separate component of shareholders’ equity.
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The Corporate Law also provides that companies can purchase both treasury stock acquisition rights and trea-
sury stock. Such treasury stock acquisition rights are presented as a separate component of shareholders’ equity
or deducted directly from stock acquisition rights.

On December 9, 2005, the ASBJ published a new accounting standard for presentation of shareholders’
equity. Under this accounting standard, certain items which were previously presented as liabilities are now pre-
sented as components of shareholders’ equity. Such items include stock acquisition rights, minority interest, and
any deferred gain or loss on derivatives accounted for under hedge accounting. This standard is effective for fiscal
years ending on or after May 1, 2006.

11. Income Taxes

The Group is subject to Japanese national and local income taxes which, in the aggregate, resulted in a normal
effective statutory tax rate of approximately 40.4% for both the years ended March 31, 2006 and 2005.

The tax effects of significant temporary differences and tax loss carryforwards which resulted in deferred tax
assets and liabilities at March 31, 2006 and 2005, are as follows:

Thousands of

Millions of Yen U.S. Dollars
2006 2005 2006
Deferred tax assets:
Accrued retirement benefits ¥ 4,432 ¥ 4,368 $37,880
Tax loss carryforwards 2,701 3,174 23,084
Loss on devaluation of investment securities 377 375 3,220
Loss on devaluation of inventories 266 282 2,270
Write-down of golf club membership 90 84 769
Other 474 411 4,055
Less valuation allowance (6,494) (6,605) (55,501)
Total 1,846 2,089 15,777
Deferred tax liabilities:
Special reserve for land for tax purposes 192 192 1,639
Net unrealized gain on available-for-sale securities 1,583 770 13,5633
Total 1,775 962 15,172
Net deferred tax assets Yy 7 ¥1,127 $ 605

A reconciliation between the normal effective statutory tax rate and the actual effective tax rates reflected in
the accompanying consolidated statements of income for the years ended March 31, 2006 and 2005 is as follows:

2006 2005
Normal effective statutory tax rate 40.4% 40.4%
Expenses not deductible for income tax purposes 2.3 1.4
Minimum inhabitant taxes 1.6 0.9
Valuation allowance—net (15.7) 10.2
Equity in losses of associated companies 9.5 (8.8)
Other (2.4) 2.3
Actual effective tax rate 35.7% 46.4%
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At March 31, 2006, the Company and its certain subsidiaries have tax loss carryforwards aggregating approxi-
mately ¥6,400 million ($54,699 thousand) which are available to be offset against taxable income in future years.
These tax loss carryforwards, if not utilized, will expire as follows:

Year Ending March 31 Millions of Yen Thousands of U.S. Dollars
2009 ¥ 965 $ 8,248
2010 5 39
2011 5,305 45,339
2012 115 982
2013 10 91
Total ¥6,400 $54,699

12. Royalty Income

Royalty income represents consideration paid on agreements for granting the license of patent rights and sales
rights to domestic and overseas pharmaceutical companies.

13. Depreciation of Property, Plant and Equipment

Depreciation of property, plant and equipment was ¥877 million ($7,499 thousand) and ¥924 million for the years
ended March 31, 2006 and 2005, respectively.

14. Research and Development Expenses

Research and development costs charged to the consolidated statements of income were ¥6,316 million
($53,987 thousand) and ¥5,763 million for the years ended March 31, 2006 and 2005, respectively.

The Group leases certain machinery, equipment, software, furniture and fixtures, both as lessee and lessor.

a. Lessee
Total rental expenses for the years ended March 31, 2006 and 2005 were ¥1,094 million ($9,349 thousand) and
¥1,074 million, respectively, including ¥1,024 million ($8,752 thousand) and ¥1,033 million of lease payments
under finance leases.

Pro forma information of leased property such as acquisition cost, accumulated depreciation, obligations under
finance lease, depreciation expense and interest expense of finance leases that do not transfer ownership of the
leased property to the lessee on an “as if capitalized” basis for the years ended March 31, 2006 and 2005 was

as follows:
Millions of Yen Thousands of U.S. Dollars
2006 2005 2006
Machinery Machinery Machinery
and an and

Equipment Other Total Equipment  Other Total Equipment  Other Total
Acquisition cost ¥6,250 ¥218 ¥6,468 ¥6,786 ¥314 ¥7,100 $53,420 $1,862 $55,282
Accumulated depreciation 3,852 85 3,937 3,673 140 3,713 32,921 727 33,648
Net leased property ¥2,398 ¥133 ¥2,531 ¥3,213 ¥174 ¥3,387 $20,499 $1,135 $21,634

30 TOYAMA CHEMICAL CO., LTD.



Obligations under finance leases:

Millions of Yen

Thousands of
U.S. Dollars

2006 2005 2006
Due within one year ¥ 826 ¥ 905 $ 7,061
Due after one year 1,854 2,656 15,844
Total ¥2,680 ¥3,561 $22,905

Depreciation expense and interest expense under finance leases:

Thousands of

Millions of Yen U.S. Dollars

2006 2005 2006
Depreciation expense ¥878 ¥ 889 $7,505
Interest expense 121 150 1,033
Total ¥999 ¥1,039 $8,538

Depreciation expense and interest expense, which are not reflected in the accompanying consolidated
statements of income, are computed by the straight-line method and the interest method, respectively.

b. Lessor

Total rental income for the years ended March 31, 2006 and 2005 was ¥252 million ($2,152 thousand) and ¥271
million, respectively, including ¥252 million ($2,152 thousand) and ¥271 million of lease income under finance

leases.

Information of leased property such as acquisition cost, accumulated depreciation, amounts to be received
under finance lease, depreciation expense and interest revenue of finance leases that do not transfer ownership
of the leased property to the lessee for the years ended March 31, 2006 and 2005, was as follows:

Millions of Yen

Thousands of U.S. Dollars

2006 2005 2006
Machinery Machinery Machinery
and and and
Equipment Equipment Other Total Equipment
Acquisition cost ¥987 ¥1,134 ¥5 ¥1,139 $8,435
Accumulated depreciation 653 608 4 612 S 57/7/
Net leased property ¥334 ¥ 526 ¥1 ¥ 527 $2,858
Amounts to be received under finance leases:
Thousands of
Millions of Yen U.S. Dollars
2006 2005 2006
Due within one year ¥179 ¥202 $1,532
Due after one year 193 357 1,645
Total ¥372 ¥559 $3,177

Depreciation expense and interest revenue under finance leases:

Thousands of

Millions of Yen U.S. Dollars

2006 2005 2006
Depreciation expense ¥206 ¥223 $1,761
Interest revenue 52 65 445
Total ¥258 ¥288 $2,206
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Depreciation expense and interest revenue, which are not reflected in the accompanying consolidated
statements of income, are computed by the straight-line method and the interest method, respectively.

16. Commitments and Contingent Liabilities

Commitments for capital expenditures outstanding at March 31, 2006 totaled ¥1,218 million ($10,410 thousand).
Contingent liabilities at March 31, 2006, were as follows:

Millions of Yen Thousands of U.S. Dollars
Trade note endorsed ¥13 $115

The Company enters into foreign currency forward contracts to hedge foreign exchange risk associated with cer-
tain assets denominated in foreign currencies. The Company has purchased interest rate caps to limit the unfavor-
able impact from increases in interest rates on floating-rate bank loans. The Company also enters into interest rate
swaps as a means of managing its interest rate exposures on certain liabilities. Derivative transactions mentioned
above are not executed for speculation purposes under the Company'’s policy.

The Company is exposed to interest rate risk due to future fluctuations of interest rates, which may arise from
interest rate-related derivatives. Because the counterparties to those derivatives are limited to major international
financial institutions, the Company does not anticipate any losses arising from credit risk.

The management planning section of the Company enters into derivative transactions upon approval of trans-
action type and position limit by the management council, and monitors and controls risks associated with these
derivatives. Also, a director responsible for derivatives reports financial results, including derivatives, at the man-
agement council. The Company prevents derivative transactions from being executed for speculative purposes
through the above-mentioned internal control and risk management procedures.

The contract or notional amounts of derivatives which are shown in the following table do not represent
the amounts exchanged by the parties and do not measure the Company’s exposure to credit or market risk.

Fair Value of Derivative Financial Instruments
The fair value of the Company's derivative financial instruments at March 31, 2006 and 2005, is as follows:

Millions of Yen

2006 2005
Contract Fair  Unrealized Contract Fair  Unrealized
Interest Rate Transaction Amount  Value Gain/Loss Amount Value  Gain/Loss
Not through market:
Interest rate swaps—fixed rate payment,
floating rate receipt ¥1,000 ¥(50) ¥40 ¥1,000  ¥(90) ¥14
Interest rate options—caps purchased 4,000
Total ¥1,000 ¥(50) ¥40 ¥5,000  ¥(90) ¥14

Thousands of U.S. Dollars

2006
Contract Fair  Unrealized
Interest Rate Transaction Amount Value  Gain/Loss
Not through market—
Interest rate swaps—fixed rate payment, floating rate receipt $8,5647 $(425) $345
Total $8,547 $(425) $345

Interest rate swaps which qualify for hedge accounting for the years ended March 31, 2006 and 2005, are
excluded from the disclosure of market value information.
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18. Related Party Transactions

Transactions with the principal shareholder, unconsolidated subsidiaries and an associated company for the years
ended March 31, 2006 and 2005, consisted of the following:

Thousands of

Millions of Yen U.S. Dollars

2006 2005 2006
Sales ¥12,098 ¥12,729 $103,399
Commission expenses 356 301 3,043

The balance of trade accounts receivable from the principal shareholder amounted to ¥24 million ($205
thousand) and ¥32 million as of March 31, 2006 and 2005, respectively.

19. Net Income per Share

Reconciliation of the differences between basic and diluted net income per share (“EPS") for the years ended
March 31, 2006 and 2005 is as follows:

Millions of Yen Thousands of Shares Yen U.S. Dollars
Weighted-Average
Year Ended March 31, 2006 Net Income Shares EPS EPS
Basic EPS
Net income available to common shareholders ¥453 196,431 ¥2.31 $0.02
Effect of dilutive securities
Warrants 88
Diluted EPS
Net income for computation ¥453 196,519 ¥2.31 $0.02
Millions of Yen Thousands of Shares Yen
Weighted-Average
Year Ended March 31, 2005 Net Income Shares EPS
Basic EPS
Net income available to common shareholders ¥662 196,559 ¥3.37
Effect of dilutive securities
Convertible bonds 48 17,060
Diluted EPS
Net income for computation ¥710 213,619 ¥3.32

20. Segment Information

The Group operates principally in two business segments: pharmaceutical and other businesses. Information by
business segment is not disclosed in accordance with the applicable regulations because net sales, operating
income and assets of the pharmaceutical business are more than 90% of consolidated net sales, operating
income and assets, respectively. Geographic segments are not disclosed because the Company does not have
any consolidated subsidiaries or branches overseas.

Sales to Foreign Customers

Sales to foreign customers for the year ended March 31, 2006 and 2005 amounted to ¥508 million ($4,344
thousand) and ¥9,145 million, respectively.
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INDEPENDENT AUDITORS" REPORT

Deloitte. R

NES Shibaura Building
4-13-23, Shibsura
Minato-ku, Tokyo 108-8530
Aapan

Ted: #51(3] 3457 731
Faou: #8131 3457 1694
wwiedelalite.comdp

INDEPENDENT AUDITORS' REFORT

T the Board aof Directors and Sharcholders of
Tovama Chemical Co., Led.:

We have audited the accompanying consolidated balance sheets of Tovama Chemical Co., Ltd,

(the *Company*'} and consolidated subsidiaries as of March 31, 2006 and 2005, and the related
consolidated statements of income, shareholders” equity, and cash flows for the vears then ended, all
expressed in Japanese ven. These consolidated financial statements are the responsibility of the
Company’s management. Our responsibility is to express an opinion on these consolidated financial
statements based on our audits,

We conducted our audits in accordance with auditing standards generally accepted in Japan. Those
stamdards require that we plan and perform the audit to obrain reasonable assurance about whether
the financial statements are free of material misstaternent. An audit includes examining, on & test
basis, evidence supporting the amaounts and disclosures in the financial statements. An awdit also
includes assessing the accounting principles used and significant estimates made by management, as
well as evaluating the overall financial statement presentation, We believe that our audits provide a
reasomakyle basis for our opinion,

[ our opinion, the consolidated financial statements referred to above present fairly, in all material
respects, the consolidated financial position of Toyama Chemical Co., Ltd. and consolidated
subsidiaries as af March 31, 2006 and 2005, and the consolidated results of their operations and their
cish flows for the years then ended in conformity with accounting principles generally accepted in
Japan,

As discussed in Mote 2.g, effective April 1, 20035, the consolidated financial statements have bean
prepared in accordance with the new accounting standard for impairment of fixed assets,

Our audits also comprehended the translation of Japanese yen amounts into U5, dollar amounts and,

in our apinian, such translation has been made in conformity with the basis stated in Mote 1. Such
U5, dollar amaounts are presented solely for the convenience of readers outside Japan.

Dbple Tonike Thots,

June 27, 2006

i b ol
Deketts Toucks Tohmakiu
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BUSINESS RISKS AND OTHER INFORMATION

The following is a summary of the principal items that could become risk
factors for Group businesses. In the interest of disclosing information
proactively to investors, these items have been chosen not only from
among risk factors affecting the Group's business but also from among
items that are deemed

to be important or useful for making investment decisions and items that
are thought be important for understanding Toyama Chemical’s business
activities. The Toyama Chemical Group is fully aware of these potential
risk factors, is working to avoid their realization, and has prepared contin-
gency plans for dealing with these problems should they occur. In making
decisions regarding the Group's stock, we believe it is essential to give
careful consideration to the factors described in this section together with
other factors described elsewhere in this annual report.

Please note that the following section contains forward-
looking statements that are based on judgments made based on
information available at the time of submission of the Group's
Securities Report.

Please take careful note that the following section is not
a comprehensive statement of the risk factors that should be
considered when investing in the Group's stock.

1. Transfer of Sales Functions to Taisho Toyama
Pharmaceutical
Intensifying competition and slowing growth rates are making
conditions even more challenging in the market for antibiotics and
antibacterials, which are Toyama Chemical's mainstay products.
To respond to such changes in the operating environment, the
Company formed a capital alliance with Taisho Pharmaceutical in
September 2002 and began a business partnership in ethical drug
R&D and marketing.

As part of this business alliance, the joint venture, Taisho
Toyama Pharmaceutical (in which Toyama Chemical owns a 45%
share), began full-scale operations in April 2003 marketing ethical
drugs produced by Toyama Chemical and Taisho Pharmaceutical.
Accompanying the start of operations, Toyama Chemical Group
staff involved in sales, including medical representatives (MRs),
were seconded to Taisho Toyama Pharmaceutical, becoming
employees of that company in April 2005.

Group sales to Taisho Toyama Pharmaceutical, excluding licens-
ing royalties, account for more than 80% of Toyama Chemical's
sales. Therefore, any fluctuations in Toyama Chemical Group prod-
uct revenues from Taisho Toyama Pharmaceutical may have an
impact on the Group's overall profitability and financial position.

2. Seasonal Fluctuations in Operating Results

Antibiotics and antibacterials account for more than 70% of the
Toyama Chemical Group's ethical drug sales. Since demand for
such drugs generally peaks in winter, sales tend to rise in the
second half of the fiscal year.

3. Legal Regulations

The ethical drug business is subject to various regulations,
including the Pharmaceutical Affairs Law (PAL) and such regula-
tory standards as Good Laboratory Practice (GLP), which covers
the implementation of safety testing for drugs, Good Clinical
Practice (GCP), which deals with the conduct of clinical trials,

and Good Manufacturing Practice (GMP), which covers drug
manufacturing and quality management. In addition, with the
implementation of the revised PAL in April 2005, new systems
were introduced for manufacturing and sales approvals as well

as the introduction of the new standards Good Vigilance Practice
(GVP), which covers safety management after manufacturing and
marketing, Good Post-Marketing Surveillance Practice (GPSP),
which covers surveys and testing after manufacturing and market-
ing, and Good Quality Practice (GQP), which covers quality control
for manufactured and marketed products. As a result of these
regulatory changes, the Group's revenues could be affected if

the timing of product marketing were impacted by the introduc-
tion of more rigorous systems for quality management and safety
monitoring following manufacturing and marketing.

4. Policies for Curbing Health Care Spending

The drugs manufactured and marketed by the Group are billed
to the National Health Insurance (NHI) system based on the drug
price standards, and the Group is affected when the drug price
standards are revised and its sales prices consequently change.
National health care spending is on the increase because of the
demographic aging of the population, the growing sophistication
of medical treatment, and other factors, so the NHI system is
undergoing extensive reform in order to curb spending. Drug

costs, which account for about 20% of medical expenditures,
are also affected by these reforms, and the trend is toward revis-
ing the drug price standards as part of efforts to curb health care
spending. The Group's revenues could be affected in the future if
the government implements such specific reforms as measures
to promote generic prescribing and changes to the frequency of
revisions to the drug price standards.

5. New Product Research and Development

The Toyama Chemical Group's business mainly involves the R&D,
manufacture, and sale of ethical drugs (with Taisho Toyama
Pharmaceutical responsible for sales).

The R&D of new products requires identifying candidate com-
pounds from numerous substances, establishing each candidate’s
efficacy and safety through rigorous animal studies and clinical
trials, and submitting these study data for strict regulatory review.
Only candidates that have passed this regulatory review are
approved as new drugs.

Typically, the process from the discovery of a new chemical
substance to sale as a pharmaceutical requires the efforts of
many R&D laboratories and research workers, many years of R&D
work, and considerable investment in R&D. Drug development
projects may experience delays or be discontinued, and, even
after manufacturing and marketing begin, the discovery of unex-
pected side effects may result in suspension of sales. For these
reasons, the financial position and operating results of the Group
may be affected by delays in the development process and by
the results of post-marketing surveillance and testing.

6. Royalty Income
The Toyama Chemical Group is building the following revenue
sources in line with its medium-term management plan:

1) Revenue from sales of products supplied to Taisho Toyama

Pharmaceutical

2) Royalty revenue from the out-licensing of products

developed in-house

3) Revenue from sales of bulk and drug products supplied to

partner firms

Of these sources, royalty revenue from the out-licensing of
products developed in-house may be categorized as follows:

e [nitial royalties: One-off income received when a licensing

contract is concluded

e Milestone royalties: One-off income received, for example,

when the compound is filed for approval, approved, and
launched as well as when it achieves certain sales targets

e Running royalties: Income commensurate with the sales

performance of the licensing partner with regard to the
out-licensed drug.

Since initial royalties and milestone royalties represent one-
off income and often involve large sums, the revenues of the
Group may vary substantially from initial targets if the royalties are
received in accounting periods other than those expected. Run-
ning royalties are linked to the sales performance of the licensing
partner, so the revenues of the Group may also be affected by
sales strategies and policies at the licensing partner.

7. Alliances with Other Companies

The Toyama Chemical Group has formed various types of alliances
with other companies across the Group's various operations,
including research, development, manufacturing, and sales. Such
alliances cover agreements on joint research, joint development,
out- and in-licensing of development compounds and approved
products, contracting out and in of manufacturing, and contract
sales. The Group's revenues may be affected if circumstances led
to these alliances being terminated or proving difficult to maintain.

8. Out-Licensing Contracts and Foreign Exchange Rates

The Toyama Chemical Group's licensing agreement with Schering-
Plough on T-3811 provides for the royalty revenues to be received
in U.S. dollars. Therefore, any fluctuations in the yen-U.S. dollar
exchange rate will have an impact on future revenue of the
Toyama Chemical Group.

9. Stable Product Supply

As a pharmaceutical manufacturer, the Toyama Chemical Group
works to provide a stable supply of products to the market. The
Group's revenues could be impacted if, for some reason, there
were delays or interruptions to the procurement of raw materials
or operations had to be suspended at manufacturing facilities due
to natural disasters or some other factor.

TOYAMA CHEMICAL CO., LTD.
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CORPORATE INFORMATION

Toyama Kouei Co., Ltd.*

Paid-in capital (thousands)
The Company'’s equity ownership (%)
Principal business

Tomix Co., Ltd.*

¥20,000

100.0

Design, production, and
maintenance of
manufacturing plants

Paid-in capital (thousands)
The Company's equity ownership (%)
Principal business

¥41,250
100.0
General leasing

HOKURIKU MEDICAL SERVICE CO., LTD.*

Paid-in capital (thousands)
The Company'’s equity ownership (%)
Principal business

Taiyo Sangyo Co., Ltd.*

¥80,000

100.0

Provision of medical
equipment, instrument
sterilization and home care
services

Paid-in capital (thousands) ¥42,000

The Company’s equity ownership (%) 100.0

Principal business Contracting business
White Public Relations Co., Ltd.*

Paid-in capital (thousands) ¥20,000

The Company'’s equity ownership (%) 100.0

Principal business Advertising
TOYAMA USA INC.

Paid-in capital (thousands) $300

The Company'’s equity ownership (%) 100.0

Principal business

TOYAMA EUROPE LTD.

Development and clinical
trials of pharmaceuticals
Gathering of medical and
pharmaceutical information

Paid-in capital (thousands)
The Company'’s equity ownership (%)
Principal business

£150

100.0

Development and clinical
trials of pharmaceuticals
Gathering of medical and
pharmaceutical information

Taisho Toyama Pharmaceutical Co., Ltd.

Paid-in capital (thousands)
The Company'’s equity ownership (%)
Principal business

*Consolidated subsidiaries

Principal Locations

Toyama Chemical Co., Ltd.
Head Office
2-5, Nishi-Shinjuku 3-chome,

Shinjuku-ku, Tokyo 160-0023,

Telephone: (03) 3348-6611
Facsimile: (03) 3348-6638

Website: http://www.toyama-

Toyama Works

¥2,000,000

45.0

Sales and promotion of
ethical drugs

Japan

chemical.co.jp

(Toyama Chemical’s main factory

and research laboratories)
4-1, Shimo-Okui 2-chome,

Toyama-shi, Toyama 930-8508, Japan

Telephone: (076) 432-3136
Facsimile: (076) 431-8203
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1936 Toyama Chemical Co., Ltd., established around the
business of Toyama Chemical Research Laboratory

1960 Head office relocated from city of Toyama to
Tokyo's Chuo-ku

1961 Listed on the Second Section of the Tokyo Stock
Exchange

1970 General Research Laboratory completed

1971 Factory for the manufacture of injectable products
completed

1972 Listed on the First Section of the Tokyo Stock
Exchange
First phase of pharmaceutical factory completed

1975 No. 2 Research Laboratory completed
Second phase of pharmaceutical factory completed

1978 Head office relocated from Tokyo's Chuo-ku to
Shinjuku-ku

1980 PENTCILLIN injection and intramuscular introduced
No. 3 Research Laboratory completed

1981 ABOVIS capsules and CEFOPERAZIN injection and
intramuscular introduced

1982 BAXO capsules introduced

1984 2nd Toyama Factory established

1985 TOMIPORAN Intravenous introduced

1986 BAXO ointment introduced

1987 TOMIRON tablet introduced

1988 BAXO suppositories introduced

1989 No. 1 Research Laboratory completed

1990 TOMIRON fine granules and OZEX tablet introduced

1994 FLUCAM capsules introduced
Consumer Health Care Department established

1997 TOYAMA USA INC. established

1998 HOKURIKU MEDICAL SERVICE CO., LTD., and
TOYAMA EUROPE LTD. established
New pharmaceutical factory and distribution wing
completed

1999 LUPRAC tablet introduced

2000 Toyama Works and the 2nd Toyama Factory
acquired ISO 14001 certification

2001 TAZOCIN intravenous introduced

2002 HALOSPOR intravenous and PASIL intravenous drip
introduced
Agreed on a strategic capital and business alliance
with Taisho Pharmaceutical Co., Ltd.
Taisho Toyama Pharmaceutical Co., Ltd., established

2003 Transferred OTC business to Taisho Pharmaceutical
and Kyorin Pharmaceutical Co., Ltd.
PENTCILLIN intravenous bag introduced

2004 Concluded a license agreement for -3811, a new-
type quinolone synthetic antibacterial agent, with
Schering-Plough Corporation

2005 Commenced construction of safety research wing

TOYAMA USA INC.

75 Rockefeller Plaza, New York,
NY 10019, U.S.A.

Telephone: (212) 704-9460
Facsimile: (212) 704-9467

TOYAMA EUROPE LTD.

8th Floor, Dashwood House,

69 Old Broad Street, London EC2M 1QU, U.K.
Telephone: (020) 7256-2046

Facsimile: (020) 7256-2047
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