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Corporate Message

This corporate message reflects our aim of
creating enduring fies with our customers
and stakeholders through our daily
activities, and our aspiration fo become
their company of choice in the future. It
also expresses the hope that this
re|oﬂoms|’ﬂp will be mutuo”y beneficial for
all those involved.

http:/ /www.showa-shell.co.jp/
profile/corp_message.html

For more information, visit our website:

http:/ /www.showa-shell.co.jp/

Note about forward-looking statements and forecasts

Statements made in this annual report with respect fo current plans, estimates, strategies
and beliefs and other statements of Showa Shell Sekiyu K.K. that are not historical facts
are forward-ooking statements about the future performance of Showa Shell Sekiyu.
These statements are based on management's current assumptions and beliefs in light of
the information currently available to it and involve known and unknown risks and
uncertainties. Actual results may materially differ from those contained in the forward-
looking statements as a result oz various factors. Important factors that might cause such
a material difference include, but are not limited to, currency exchange rate fluctuations,
changes in market conditions and in general economic conditions.
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B Consolidated Financial Highlights

Showa Shell Sekiyu K.K. and Consolidated Subsidiaries

Years ended December 31

Millions of yen  Percent change

Millions of yen

2006 2005
For the year:
SAlES PIOCEEMS ... ¥2,921,287 +28.8 ¥2,268,488
OPEratiNG ProOfit.....oiiviiiiii s 74,301 -24.5 98,381
OrdINANY PrOfItY Lo 77,675 -22.7 100,497
(58,074) (+9.0) (53,279)
NEt INCOME AFLEN TAXES .....eoeee e 46,249 -20.8 58,370
At year end:
Total Shareholders”  QUILY ...........cvoiriiiiiiiiieceec e 330,956 +20.2 275,232
TOTAI ASSEES ...t 1,195,015 +4.4 1,145,191
INterest-Dearing debt .........c.ooviiiiiiii e 190,526 -0.7 191,830
Yen
Per share data:
Net income after taxes per share.. ¥122.95 -32.36 ¥155.31
Cash dIVIABNAS ... 36.00 +1.0 35.00
Shareholders’ equity PEr SNAE .........c.ociiiiiie i 822.20 +90.12 732.08
Ratios:
Return on equity (ROE) (20) ....c..iviuiiiiiiiieieeeeeee e 15.8 -7.4 23.2
Return on average capital employed (ROACE) (%) ....ccvovieiiiiiiiicciieceecece e 9.6 -5.2 14.6
Gearing ratio** (%) 38.5 -4.6 411

*Figures in parentheses are calculated on a current cost of supply (CCS) basis. Inventories are stated at historical cost, mainly based on the weighted average
method. Cost of sales is calculated using the weighted average of the cost of inventory purchased during the reporting term (current cost) and the cost of inven-

tory at the start of the term (previous term-end inventory). Consequently, during periods when the price of crude oil is rising, the inclusion of the relatively inex-
pensive start-of-term inventory serves to bring down the cost of sales recognized in the accounts below the actual level of inventory costs during the reporting

term (current cost). Conversely, during periods when crude oil prices are on a downward trend, the start-of-term inventory price is higher per unit than that for
inventory purchased during the term, and the cost of sales is higher than actual inventory purchase costs for the term (current cost).

**@Gearing ratio is interest-bearing debt/Average capital employed (shareholders’ equity plus interest-bearing debt)
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Making Progress with “New Foundation”

Trying to build a new business model

Achievements in 2 years

Sales Proceeds

58.8

Number of Self
Service Stations

89.3 %

New Foundation Philosophy

Operating Profit

Sales Volume of
Gasoline

8.5 4

Number of
Shareholders

113.4 4

Capital
Expenditures

162.2

Expanding the scale of
our core businesses

~ ~

Increasing the value of
our core businesses

Developing new and

peripheral businesses
g y

The New Foundation programme was launched in 2005 to
accomplish our goals of increasing the value and expand-
ing the scale of our core business, and of developing new
and peripheral businesses. Initiatives implemented under
this programme have produced significant results in terms of
both financial position and the scope of business. Shown
here are the achievements under the New Foundation pro-
gramme. The following is a comparison of changes in key
indicators for the business terms ended in December 2004
and 2006.

We adopted impairment accounting from 2004. On
the assumption that no impairment losses had been recog-
nized, the sales and operating income for the subsequent
two years would still have indicated a steady improvement
in our financial position. As for the expansion of operations,
we have been increasing the number of self-service filling
stations, and have also achieved a steady rise in gasoline

sales on a volume basis, despite the challenging operating
environment posed by surging gasoline prices. We also
saw rapid growth in sales of our new and peripheral busi-
nesses. In this way, we have succeeded in expanding the
scope of our businesses, thereby reducing our dependence
on the oil business.

Regarding the Company’s shareholder composition, the
sale of shares to individual shareholders resulted in a dou-
bling in the number of shareholders. Thanks to the support
of these numerous shareholders, we have been able to
strengthen our foothold in the Japanese market, and also in
Japanese society.

Building on the significant achievements of the past two
years, we have devised a variety of initiatives, which are
indicated on the following pages, by which we aim to meet
the needs of the next generation of customers.



Growth Strategy Framework

We are expanding our lineup of energy options beyond our core business of petroleum refining and sales, fo include
natural gas, solarpowered batteries, and fuel cell batteries. We have further diversified operations through the expan-
sion of our solutions business, which has no direct connection with our core energy supply business. Ve aim fo provide
useful solutions to diverse custfomer segments, ranging from drivers and industrial users to home owners.
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Gasoline & diesel oil

Regarding our popular self-service stations,
our network has grown to 580 stations at the
end of 2006. In addition, our new brand
Fantasista has been built into a shopping
complex, in a new type of store format. We
are making our filling stations easier to use,
by training employees to enhance their skills,
and infroducing a postpaid sefflement service,

among other things. In these ways, we are

working to further

expand our sales
channels.

Petrochemical

Our core businesses consist mainly of pefro-
leum refining and the sale of petrochemicals
for industrial users. At Seibu Oil's Yamaguchi
Refinery, we began production and shipments
of mixed xylene, a high-value-added petro-
chemical product for industrial users. At the
same refinery, we intend fo construct a contin-
uous regeneration-type catalytic reformer by
the end of 2009, and further increase produc-

tion of mixed xylene.

Photovoltaic modules

Solar batteries are an extremely clean form of
energy which we expect to supplement our
petroleum energy business in the future. To
achieve sustainable growth in the long term
regardless of changes in the stafe of energy sup-
ply conditions in the future, the Company has

adopted the policy of nurturing this business as

a second core business. We have completed
construction of the world’s first commercial pro-
duction plant for CIS (copper,

indium and selenium) gl

thin-film photovoltaic / = £
modules in Miyazaki City | i"

in Kyushu. : F




® To Our Shareholders

At the start of 2005, to mark the 20th anniversary of the
merger of Showa Oil Co., lid. and Shell Sekiyu K.K. we intro-
duced our New Foundation philosophy. Under this vision, we
have been vigorously managing the Company toward our goal
of operational expansion.

In 2006, our second year of business operations under the
New Foundation programme. During the year, we achieved
substantial progress in bolstering our business base as a prereq-
uisite fo corporate growth further down the road, in line with the
policies set out in the programme.

We recorded growth during the reporting period in our core
business—the refining and sale of petroleum products. Sales of
gasoline were particularly strong, in spite of a general year-on-
year decline in demand over the whole country, and we
believe this is primarily atfributable to the increased efficiency of
our service stations owing fo the conversion of many service sta-
fions fo the self-service format during the term under review.
Also confributing to our success was the adoption of a new
business model based on the deployment of the new Fanfasista
brand of service station, which are characterized by being
builin as part of existing shopping centers. In addition, the
development of new shopping centers incorporating Fanfasista
service stations is also being pursued. We believe that our
favorable performance was the result of the increased popular
ity of our service stations. Moreover, further significant progress
was seen in the development of core-related peripheral busi-
nesses and completely new business lines, which is one of the
strategic linchpins of our New Foundation programme.

In our solar battery business, which we hope to grow into our
second core business, we completed construction of a plant in
Miyazaki Prefecture in Kyushu for the manufacture of CIS
(copper-indium-selenium| photovoltaic modules. The plant will
have an annual production capacity of modules with a tofal
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combined power output of 20 megawatts, and we are cur-
rently pushing ahead aggressively with initial sales plans for
these products.

We have set up new services in the fields of home security
and housework, and we expect these new businesses to give
us greater marketing access to individual home owners, who
will be a new customer demographic for us. This is just one
part of our wide-reaching efforts to profitably leverage our
know-how in refail services.

Tuming to the Company's shareholder relations, in December
20006 we offered 9 million shares for sale on the secondary mar
ket, and as a result, our shareholders now number more than
52,000, including both insfitutional investors and individuals. This
is more than twice the number of shareholders af the end of
2004, just prior to the commencement of the New Foundation
programme. Showa Shell Sekiyu values very highly the relation-
ships of frust it enjoys with ifs customers and with market partici-
pants, and we believe that this increase reflects growing frust on
the part of market participants in our willingness to implement an
adequate refumn fo our shareholders. In our opinion, the increased
number of shareholders will, in its turn, help to increase the num-
ber of our customers, which is crucial for a company that sells its
products primarily in the domestic market.

As a combined result of the sales price hikes that we imple-
mented—in response fo the steep rise in the price of crude oil—
and the growth in the volume of our sales of gasoline and
diesel oil in the reporting period, sales for 2006 on a consoli-
dated basis posted a year-on-year increase of 28.8% to
¥2,921.2 trillion. On the other hand, increased costs caused
gross profit fo decline fo ¥193.1 billion from ¥212.5 billion for
the previous year, and the gross profit margin to fall 2.8 per-
centage points to 6.6%.

Although we were unable to pass on the increase in crude
oil costs to our customers in its entirety, the efforts we have
made fo reduce costs over the past several years helped to
hold down sales and administrative expenses for 2006 to
¥118.8 billion, for a year-on-year growth of only 4.1%.
Similarly, sales and administrative expenses as a percentage of
sales for 2006 stood at 4.1%, an improvement of 0.9 percent-
age point from the previous business year. In line with a fall in
the market price of crude oil from the latter half of the third quar-
fer of 2006, the Company recorded valuation gains on inven-
tories in a smaller amount than for the previous year. As a
result, the margin of decline in the cost of sales was substan-
fially lower than that of the previous year. Consequently, operat
ing profit on a consolidated basis came to ¥74.3 billion (down
24.5% from the previous term|, ordinary profit came to ¥77.6
billion (down 22.7%), and net income was ¥46.2 billion
([down 20.8%). Ordinary profit calculated on a current cost of
supply (CCS) basis (see p. 1), which excludes inventory valua-
fion effects and therefore constitutes a more realistic yardsfick
for assessing profits/losses, would amount to ¥58.0 billion, for
a yearon-year increase of 9.0%.

Total assets at term-end stood at ¥1.195 trillion, an increase
of ¥49.8 billion over the previous term-end. This reflects that
there were: 1] the shorp growih in the book value of inventory
assefs in line with the rising price of crude oil; 2) an increase in
the book value of assefs as a result of new investments in the
Company's petroleum refining facilities in the form of regular
repairs and overhauls; and 3] aggressive investment in our
solar battery business and in our service station network.

Regarding cash flow, operating activities resulted in a nef
cash inflow of ¥29 3 billion; investing activities resulted in a
nef cash outflow of ¥28.8 billion; and financing activities also
resulted in a net cash outflow, in the amount of ¥13.7 billion.
As a result of the foregoing, cash and cash equivalents as of
the term-end registered a decrease of ¥12.8 billion from the
previous fermrend.

Crude QOil Costs and Retail Qil Prices in 2006

«o= Crude oil FOB (Dubai) (left scale]
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The management of Showa Shell continues to work to further
improve the aftractiveness of the Company's products and ser-
vices in its core business—the refining and sale of petroleum
products—and to develop profitable new business models, all
with the goal of expanding the scale of its operations. The
increase seen in 2006 in demand for crude oil on a world-
wide scale, combined with a further heightening of political
tension in the Middle East, caused the price of Dubai crude to
top the $70/barrel mark in July, but a subsequent relaxation
of the tension, and an easing of the previously very tight sup-
ply situation, allowed crude prices to fall back to around the
$55/barrel level by the end of the year. The business perfor-
mance of Showa Shell could inevitably impacted by such vio-
lent fluctuations in the crude oil market, and the historically
high level of crude oil prices was also reflected in the refail
market. As a result, demand for petroleum products was slug-
gish in Japan. In particular, the sales volume of gasoline fell
below the previous year's level for the first ime in 32 years.

Despite these adverse circumstances, Showa Shell's gaso-
line sales volume exceeded the previous year's figure. In May
2006 we established a new subsidiary {under the name of
Showa Shell Network Development K K.] dedicated to the dis-
covery and development of promising sites for new service sta-
tions, enabling us to further reinforce our sales network and
supply system. As of the end of December 2006 the number
of our selfservice stafions stood at to 583.

Turning to our products, in April we expanded the geo-
graphical area of sale of our popular Shell Pura brand of high-
octane gasoline to include an area of Hokkaido centered on
the city of Sapporo. We also developed a GTL (gasfo-liquids)
technology for transforming natural gas into a low-odor form of
kerosene with a very low carbon footprint. This has been sold
on a limited basis under the name Shell Eco Toyu since the
previous period, and is just one example of the wide range of
superior products that Showa Shell supplies.

With regard to our selling strategies, since June 2006 we
have been gradually infroducing, at selected service stations,
a new payment system called Visa Touch (Smart Plus). This
enables our customers to employ a contactless card (in fact, a
card with additional value-added features) at our self-service
stations. We are drawing up plans to build a network of ser-
vice stations within shopping centers under the new brand
name Fantasista. (The first Fantasista outlet was opened in late
2006.] We are also considering building service stations
combined convenience stores as part of our larger strategy for
affracting more cusfomers.

At the Yamaguchi Refinery operated by our subsidiary
Seibu Oil Co., ltd., a mixed xylene production facility has
been in operation since February 2006, and its products are
sold to industrial users in the pefrochemicals sector. Seibu Oll,
our group company, has decided to construct a facility for
continuous catalytic reformer, with the start of operation
scheduled for the end of 2009. This is just one of the mea-
sures being taken by the Showa Shell Group to expand its
production volume of high-value-added products.
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Miyazaki Plant for commercial production of CIS photovoltaic modules

The possibilities of CIS photovoltaic modules

Free from constraints on mainstream
type of solar batteries

Against the backdrop of the recent steep rise in oil prices and the
growing worldwide concern over the preservation of the environ-
ment, photovoltaic modules (also referred to as “solar power batter-
ies”) are just the sort of nonroiFdependent, ecofriendly energy sources
that society needs, and the long-term possibilities for such energy
sources appear limitless. Up fo now, however, the mainstream type
of solar power battery has been made of crystalline silicon: the
production and popularization of such batteries has thus been held
back by the tightness of silicon supply. By contrast, the CIS (copper,
indium, selenium) thinilm photovoltaic modules commercialized by
Showa Shell have broken free from these constraints, and could
potentially open the way fo a tremendous expansion in the use and
popularity of solar power batteries (see Page 11 for details).



The Earth’s reserves of crude oil will be exhausted eventually,
and at Showa Shell we recognize the necessity to discover
and exploit the possibilities of new sources of energy if we are
to continue fulfilling our corporate mission of providing our cus-
tomers with a reliable supply of energy. The development of
cleaner forms of energy, which help in the fight against envi-
ronmental degradation, is also essential to the Company's con-
finued existence and prosperity.

Since 1978 Showa Shell has been putting effort info
research, development and popularization of solar energy,
one of the leading candidates in the field of clean energy. The
Company has taken part in a large number of overseas assis-
tance projects organized by the New Energy and Industrial
Technology Development Organization (NEDO), a public
organization. These projects are aimed af bringing electric
power within reach of populations in remote areas of develop-
ing countries. Showa Shell also possesses a strong track
record in this field thanks fo its insfallation of solar power gen-
eration systems in public facilities as well as the offices and
factories of private-sector corporations.

Against this background, in 2005 NEDO commissioned the
Company to undertake an R&D project on the commercializa-
fion of a solar power battery employing thin-film CIS com-
pounds. In October of 2005 we completed construction of a
plant for commercial production at Miyazaki. Although two of
the raw materials required to make CIS photovoltaic mod-
ules—indium and selenium—are rare, this disadvantage is off-
set by the various advantages, among which is the fact that
such modules can utilize a wider range of the light spectrum
than is the case for conventional solar cells. Under the name of
“solacis,” Showa Shell has already launched on the market a
home-use power generation system employing CIS photo-
voltaic modules, and we believe we have excellent chances of
developing a large market for this product.

In addition to solar power, we are also actively pursuing the
possibiliies of other petroleum-alternative energy sources, such
as natural gas and hydrogen. We have plans to construct
power generation plants burning natural gas with the aim of
entering the IPP (independent power producer] field. To this
end, we have jointly established Ogishima Power Co., ltd.
with Tokyo Gas Co., lid., and the company is scheduled to
begin operations in 2010.

In 2006 Showa Shell also entered a new business field not
directly related fo ifs core energy operations. This is a “home
solutions” business, offering such services as residential security,
and housework like cleaning and washing. Our home security
service operates under the name Shell HomeGuard. It is princi-
pally handled by an existing Showa Shell Group member
engaged in the sale of liquefied petroleum gas, which it supplies
(in cylinders) to households not connected up to the gas pipeline
nefwork, and thus possesses a large “book” of existing regular
customers. The security service consists mainly of the fitting of var-
ious antfi-burglary sensors and fire-alarm sensors. These sensors
are connected fo the local police and fire sfations.

Regarding the housework service, in September 2006 we
sef up a joint venture (under the name of Michell Home
Senvice Co., ltd.) with Cleaty Service Co., ltd. one of Japan’s
leading housework agencies. The joint venture started opera-
fion in Ocfober, offering housework services (principally clean-
ing) in the Kanto, Kansai, and Chubu regions, the three most
densely-populated parts of Japan. In the near future, we plan
fo widen the scope of our housework services to include
babysitting, cooking, and others.

Our Development of Solar Batteries

Overseas
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Showa Shell agrees to technology
tieup with ARCO Solar

Production of solar
batteries begun

Showa Shell ARCO Solar
established through joint
venture with ARCO Solar
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into Showa Solar Energy It

Requested by NEDO to
participate in infernational project

Commenced sales of systems
for home use

Solar battery system installed in
a home in Japan for the first ime
Showa Shell receives the New
Energy Foundation Chairman
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battery module
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on a photovoltaic system

Siemens Solar acquires
ARCO Solar

Shell Renewables established
Shell Solar established

Shell Solar acquires
Siemens Solar

begins operation

Shell Solar sells off its crystaltype
solar battery business, and

2006  focuses on development of CIS
(copper, indium, selenium) solar
battery business

Staff of Michell Home Service offer-
ing housework services

Shell
HomeGuard

Body heat Central Emergency
'
'

Our Shell HomeGuard sensors and other devices
help protect you in your own home



Compared with our existing business model, whereby
customers come to us (our service stations), these new home-
oriented solutions businesses involve our staff visiting our cus-
tomers’ premises. Using the word “refail” in its widest sense, the
successful pursuit of such new types of business will require our
staff to cultivate considerable retail business know-how.

Fuel costs account only for a relatively small proportion of
the average household's fotal monthly expenditure, and there
is thus a limit to the corporate growth we can expect solely
from pursuing our existing core business. By cultivating these
new business lines, we aim fo diversify our revenue sources
and open up the possibility of growth by identifying and cater-
ing to the multifarious needs of a large number of individuals.
Only in this way, we believe, can we ensure sustainable
growth for Showa Shell over the long term.

Apart from such new home-oriented solutions services, we
already offer services af our filling stations. As well as normal
repairs, we offer extra incentives for customers who come us
for their mandatory automobile inspections (carried out by
qualified staff). These extras include special, value-added ser-
vices such as emergency “while-you-wait” repairs, fowing ser-
vices for vehicles that have broken down, and trouble-shooting
services at distant locations performed through collaboration
with other enterprises. All these additional services are free of
charge.

For our industrial users, we have started operations as an
ESCO (Energy Service Company), offering energy conserva-
tion and costreduction assessments and solution proposals, tai-
lored to the unique situations of each customer. We are
confident of our ability to provide accurate advice to any cus:
tomer, thanks to the know-how we have acquired in the opera-
fion of our distributed power source business. From individuals
at our service stations to industrial users who conclude energy
conservation contracts with us, Showa Shell's customers are
able to choose from a wide range of energy conservation sup-
port services, and to find just the one that meets their needs.

With the aim of raising both the transparency and the effi-
ciency of the Company's management, we are currently
designing an internal control system that will incorporate an
independent checking function. The new Corporation Law,
which includes provisions mandating stronger internal control,
went info effect in May 2006, and in response to this Showa
Shell set up a working committee to supervise the creation of
an effective internal control system. At the same fime, we also
drew up the Basic Policies Governing Internal Control, which
lay down the rules that will govern the organization of the
Company's infernal control system and rules for the manage-
ment of sensifive information.

In spite of these efforts, however, it was discovered—in two
separate cases in September and October 2006—that two of
our service stations had for many years been selling the wrong
types of gasoline due to mistaken connections of the fuel
supply pipes. The management of Showa Shell regards such
occurrences as very serious matters that could have a substan-
fial negative impact on the Company’s reputation for reliabil-
ity. All service stations under the control of the Company or ifs
affiliates were immediately ordered to implement thorough
checks to confirm that no similar mistakes had been made.
Fortunately, all other service stations came through these
checks with a clean sheet.

Changes in shareholder composition

Prior to 2004, the Shell Group held 50% of the shares of
Showa Shell Sekiyu K.K., but in that year approximately 15% of
total shares were fransferred by the Shell Group to Saudi
Aramco, the national oil company of Saudi Arabia, the world's
No. 1 oil exporter. The current shareholder composition has
remained unchanged since July 2005: i.e. the Shell Group
holds 35%, Saudi Aramco holds 15%, and the remaining 50%
is held by a large number of other shareholders, including both
institutional investors and individuals. The investment input into
Showa Shell by Saudi Aramco has smoothed the way fo acqui-
sition of crude oil from Saudi Arabia, and has also contributed
fo the rationalization of our oil transportation methods, enabling
us fo realize a more efficient supply system.

Before July, 2004 As of December, 2006
The Shell The Shell
Other Group Other  Group
50% 50% 50% Approx.35%
Saudi
Aramco

Approx. 15%

Cash dividends
Interim period At yearend Special dividend (marking the 20th since the merger
(¥)
40
35 36 36
5 18 18
30 30 . B
15 15
25 25
15 15
20 20 I B B O = N
14
15 18 18
9 15 15
10_2 BRI N BN e
5 10 10
6 6
4
0
99 00 01 02 03 04 05 06 07

(plan)

Quality First 2007

Showa Shell has dedicated the entire year sfarting January 1, 2007
fo the materialization of higher standards of product quality, and has
initiated a Company-wide quality improvement initiative under the
slogan “Quality First 2007."

Learning from our experience in 2006, when we discovered that
two of our service sfations had been unknowingly selling the wrong
types of gasoline, we are working fo revamp our product quality
assurance system across the entire Showa Shell Group, including
affiliated companies and dealerships, o prevent the recurrence of
such a mishap. Specifically, we have set up working groups respon-
sible for fuels and special products, and charged them with the task
of identifying and dealing with all the risks that could affect the quality
of all our products. We are also holding courses aimed at raising
awareness of product quality issues for all our staff—in back-office
depariments as well as frontline sales departments—as a means of
preventing the future recurrence of such issues.

For the duration of the Quality First 2007 campaign, all employees
will wear badges inscribed with the
words “Quality First,” as a permanent
reminder of the importance of the cam-
paign. Questionnaires will be disfributed
to all staff twice during the campaign
period 1o help us assess its effectiveness.

QualityFirst




Not only will we ensure that there are no such mishaps in
the future, we have also instituted in 2007 a radical overhaul
of our systems of product quality assurance and safety man-
agement. We are currently pursuing a companywide quality
assurance campaign under the slogan: Quality First 2007

It would be no exaggeration to say that in today’s society,
companies that do not fulfill their social responsibilities will not
confinue in existence for very long. Showa Shell places corpo-
rate social responsibility and HSSE (health, safety, security and
environment) matters at the top of ifs list of management priori-
fies. For this reason, we are not content simply with fulfilling
our primary social mission of ensuring a steady and reliable
supply of energy; we are also actively engaged in activities
that directly contribute fo the good of society. For example, the
Shell Art Award has for 51 years been one of the most impor-
fant events in the calendar for the Jopanese art world, and the
Company’s institufion and continuation of this award has been
highly praised as proof of Showa Shell’s lasting commitment fo
social contribution.

Another new event is being held this year for the second
time—the Showa Shell Environment Photo Contest. In this
unique event, contestants are invited to submit photos of attrac-
five and historically valuable buildings and so on in the neigh-
borhoods where they live, which they believe should be
preserved, as well as pictures of ugly scenes that they want to
be beautified. This year's contest has received 1,727 enfries.

Jointly with the Integrated Research System for Sustainability
Science, Showa Shell established an industry-academia col-
laborative organization fo find and develop strategies for the
use of renewable forms of energy. This body particularly con-
centrates on investigations info practical renewable energy
technologies and systems that would help to retard global
warming. When its conclusions have been finalized, the orga-
nization will present its recommendations to the relevant gov-
emmental policy-making bodies.

In other contributions to environmental improvement, Showa
Shell is constantly expanding its lineup of ecofriendly products
and services, including energy conservation-type kerosene, the
CIS photovoltaic modules described above, sulfurfree gasoline
and diesel oil, and a new, low-odor type of asphalt under the
name New Mellowphalt, which comes in attractive light
colors.

Showa Shell’s fundamental policy with regard to shareholder
refurn is fo pay a stable and attractively high dividend, taking
into due consideration the Company's financial position,
trends in the financial markets, and other such factors. In line
with this policy, we have been increasing the per-share divi-
dend since 1999, when it stood at ¥9. For the business term
ended December 31, 2006, we have decided to make pay-
ments of ¥18 per ordinary share of common stock for both the
interim and term-end dividends, giving a total annual pershare
dividend of ¥306, for an increase of ¥1 over the previous term.

The historically high levels reached by crude oil prices in
2006 once again highlighted Japan’s overdependence on oil.
Although the oil price has fallen back to a more reasonable
level, this does not mean we can simply breathe a sigh of
relief and forget about the issue. Oil reserves will run out one
day, and it is incumbent upon us to take another, close look at
the environmental problems we face on a global scale, and to
start drawing up plans for our future growth that do not
depend on oil.

In 2007, which is the third year under Showa Shell’s New
Foundation programme, we will be maintaining our pursuit of
growth opportunities by taking steps to further improve the
quality of our petroleum products and services, and by
expanding our network of service sfations and infroducing new
systems fo ensure improved efficiency. At the same time, we
plan fo optimally leverage our existing marketing network to
sell new products such as CIS photovoltaic modules and raw
materials for the petrochemical industry. We aim to expand
the total scale of our business operations by offering a larger
menu of forms of energy, as well as a wideranging solutions
business for households. Additionally, we will be making the
growth-oriented investments that are required fo build a strong
business base.

We will also be paying great attention to staff training, as a
company’s employees constitute its primary driving force. We
hope to implement a training system that will encourage every
single employee of Showa Shell not only to perform his or her
duties diligently and honestly, but also to constantly be on the
lookout for opportunities to increase the added value of the
Company’s products and services. The basic message that we
aim fo get across to our staff is that the success of the organi-
zation as a whole is only possible through collaboration
among all its members.

As we pursue the goals outlined above, the management of
the Showa Shell Group looks forward fo the continued support
and encouragement of the Group's shareholders.

W
~ L Q/
Haruyuki Niimi

Chairman, Representative Director

Shigeya Kato
Vice Chairman, Representative

Director

W’L/‘

Yasuo Murayama

President, Representative Director



B Overview of Business Operations

Our service station network encompasses approximately 4,600 stations nationwide,
which sell gasoline, diesel oil, kerosene, and automotive lubricants. Along with our
affiliated dealers, we provide services that meet specific customer requirements to
ensure a high level of customer satisfaction. We plan to increase the number of self-
service filling stations, which are popular, and will further enhance our services
through such initiatives as the infroduction of the “Visa Touch” postpaid setlement sys-
fem, fo make our services even more userfriendly. We have established a certifica-
tion program for employees, called the Showa Shell Royal Manager (SRM) program.
In addition, certification is offered in two categories: Showa Shell Oil Meisters and
Showa Shell Car life Advisors. These are just some examples to illustrate the priority
we put on the fraining of our service station staff.

The Company operates a fleet of approximately 1,000 large tankers and fank frucks,
delivering petroleum products to service stations nationwide. Qur fop priority is fo
ensure a sfeady and safe supply of quality products to our cusfomers. To this end, we
are steadily expanding our equipment for preventing the accidental mixing of petro-
leum products, as well as the overilling of tankers. We are taking steps to enhance
communication between the managers of service stations and our tank fruck drivers,
and have improved safety through the infroduction of a variety of reform measures.

Simultaneously, we have infroduced a computer-controlled delivery system to
optimize truck utilization rates, thereby raising the efficiency of transport operations
and reducing disfribution costs.

Showa Shell handles four kinds of LPG: 1) Clean Propane, used in homes and at
restaurants; 2) Clean Auto used in taxis; 3) Clean Butane for industrial and consumer
gas applications, as well as basic materials for chemical products; and 4) Clean
Mix, a mix of propane and butane. These gases can be stored in easy-o-carry, envi
ronmentally friendly dispensers, which make LPG easy to handle. Nationwide, there
are currently 26 million households that use LPG for cooking, water heating, air con-
ditioning, and commercial use. In the future, we anficipate the use of LPG in fuel bat
feries, serving as one of the fuels in a diversified power system. The Showa Shell
Group's liquefied petroleum gas sales subsidiaries are also responsible for handling
the home security service business.

Showa Shell sells fuel oil and lubricants for jefts and tankers. The Shell Group supplies
fuel to jets starting with their very first tankful. Today, the Shell Group supplies fuel to
over 800 airports, in more than 80 countries. The Group also supplies tanker fuel
and lubricants, servicing over 1,400 ports worldwide. Leveraging its global network,
the Shell Group is expanding ifs sales acfivities in Japan and overseas. With regard
fo lubricants, the Shell Group markets a common brand for both jets and tankers.
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In addition to the combined capacity of the Group's three refineries—the Yokkaichi
Refinery of Showa Yokkaichi Sekiyu, the Keihin Refinery of Toa Oil, and the
Yamaguchi Refinery of Seibu Oil—the Company has acquired equity stakes in AOC
Holdings, thereby buying petroleum products from Fuji Oil's Sodegaura Refinery and
substantially increasing its supply capacity in the Tokyo area and northern Japan,
where demand is especially sirong. We actively invested in technology for saving
energy and limiting sulfur content in gasoline for automotive fuel to 10 ppm or less
[sulfur-free). Through the pioneering of such sophisticated technologies, we will con-
finue to undertake oil refining while proactively responding to customer needs. At the
Yamaguchi Refinery of Seibu Oil, we began production and shipments of mixed
xylene, a high-value-added petrochemical raw material, in February 2006.

Showa Shell produces fuels for industrial use and sells these fuels directly fo customers
in the manufacturing, transport, and electric power industries, and also the agricul-
tural, forestry and fisheries sectors, as well as the government and other public
offices. As all industrial secfors in Japan work to resolve environmental issues, typified
by recent efforts to reduce CO2 emissions, their fuel needs will grow increasingly
diverse. Showa Shell aims to face this challenge as a solution provider.

Showa Shell, in collaboration with other members of the Shell Group, has developed over
1,000 variefies of lubricants and grease products, for a wide product lineup designed fo
meet customers’ needs, which change from day fo day. We have gained a substantial
lead over our competitors thanks to our development of high-performance, environmentally
friendly lubricants such as the synthefic fuel XHVI™, made from natural gas.

Thanks to our extensive efforts in research and new product development, we are
now able fo supply asphalt that imposes a smaller environmental burden. In civil engineer
ing work, we offer not only asphalt for use as a road paving material but also supply SL
compounds that protect pilings from friction caused by land subsidence. This proprietary
technology, which played a role in the Hanshin Earthquake in preventing damage from
soil liquefaction, has won Showa Shell considerable praise from the public.

CIS Photovoltaic Modules “Solacis”

Showa Shell will begin full-scale commercial production of solar batteries in 2007. The
Company will begin selling CIS (copper, indium and selenium] thinilm photovoltaic mod-
ules, which are approximately one hundredth the thickness of conventional crystal silicon
solar batteries and require much fewer resources and energy fo produce. In addition, the
solar batteries are able to continue generating power even if partially in the shade. The
module ifself is black in color, and will fit any kind of roof.

Our Solacis power generation system, which uses CIS solar batteries, is able o reduce
electricity cosfs by about 70%*. This system has no special requirements in ferms of opera-
tions or maintenance, enabling users to make a smooth transition o an ecofriendly lifestyle.
*This figure is frue for a 3kW system. (Source: Survey by the New Energy and Indusfrial Technology Development Organization.)



B Research and Development

The Shell Group is a pioneer in environmentally friendly countermeasures and new energy development. Our Central
Research Laboratory—our primary research organization—works closely with the Shell Group's worldwide R&D bases, under-
faking research on a wide range of themes. The solar battery business mentioned above is just one aspect of the new energy
business we expect fo grow info a second core business.

Hydrogen Fuel

Hydrogen fuel promises to be an exiremely clean source of energy. Fuel cells produce electricity
through a chemical reaction of hydrogen with the oxygen from the air. VWe are working to commer-
cialize this technology for principally automotive and home-use applications, and are making
progress in our research. Since June 2003, Showa Shell has been operating the JHFC Ariake
Hydrogen Station in Tokyo's Koto Ward, in collaboration with lwatani Industries Co. as part of the
Japan Hydrogen & Fuel Cell Demonstration Project. By January 18, 2007, the stafion had refueled
a fotal of 2,000 vehicles, which is the largest figure among Japan's independent hydrogen sfations.
Regarding fuel cells for home use, we are participating in a project to demonstrate their

feasibility, and undertaking experiments with the aim of commercialization. Fuel cells for home
use not only produce electricity, but also simultaneously generate heat through a co-generation
system. Approximately 80% of generated energy can effectively be used. This system is
expected fo become widespread in the future, as it realizes energy conservation and a reduction

in carbon dioxide emissions, as well as contributing to lower heating and lighting costs.

Dispersed Power Source
Business

We began cogeneration utilising the
TES (Total Energy System) in 1974.
Since then, we have realized significant
achievements in the dispersed power

source business. We have been able to
more efficiently supply electricity than the existing electric power com-
panies, thereby contributing to the reduction of carbon dioxide. In
addition fo large-scale facilities, we will also begin offering efficient
and reliable cogeneration power systems for home-use and use by
small businesses.

T Natural Gas-Based Power

Generation

From the viewpoint of environment pro-
fection, it is necessary to further improve
energy consumption efficiency and pro-
mote energy conservation while helping

refard global warming. Out of consider-
ation for these requirements, we have established Ogishima Power
K.K. in collaboration with Tokyo Gas to explore ways to effectively
and economically supply electricity from locations in close proximity
to users. The authorities finished their environmental assessment
process in 2006. The project is proceeding smoothly, and is sched-
uled fo begin operation in 2009.

GIL (Gas to Liquids)

Gl is a process in which the carbon and
hydrogen contained in natural gas are
combined fo create synthetic liquid petro-
leum products. GTL fuel is clean and envi-
ronmentally friendly, as it confains almost
no sulfur, and has virtually no odor. The
Shell Group operates a GTL plant in Malaysia (the world's first com-
mercial facility of this kind; see photo), which supplies GTL products to
over 20 countries. Moreover, the Shell Group has announced plans fo
build a large-scale GTL plant in Qatar, slated for completion in 2009,
which will further cement its lead in both GTL technology and GTL fuel
supply. Trial sales of Shell Eco Toyu (see p.6) made with the GTL

process commenced in 2002, and have gone very well.

! Soil Remediation Business

The Company employs the NERA

3 P (Network Environment Risk Assessment)
i Sl system, developed by the Shell Group,

. . fo assess environmental risks and man-
- i age soil contamination risks at service
[ stations. Our subsidiary Shoseki

Engineering & Construction Co., lid. is registered as a specified
assessment organization with regard to soil reclamation countermea-
sures. Another subsidiary, K.K. SVC Tokyo, which is authorized to
undertake verification of environmental measurements, is working to
develop a business as a highly reliable environmental risk assessment
company.



B CSR Initiatives

We undertake management of the Showa Shell Group always keeping in mind our corporate responsibility as a member of

society. Our social responsibilities range from the stable supply of energy to more direct corporate social responsibility initia-

fives. In particular, we focus on environmental issues and undertake a variety of activities in an effort to accelerate the realiza-

fion of a society that gives priority to sustainable environmental protection.

Management Philosophy and Basic Policies

Showa Shell recognizes that the sustainable growth of the Company
not only depends upon economic factors such as earnings and divi-
dends, but also requires a management approach that shows due
care for the environment and community. By maintaining an open
line of communication with stakeholders including shareholders, con-
sumers, cusfomers, business partners, employees and the community,
Showa Shell is committed to affirming its responsibilities as a corpo-
ration and reflecting the input of stakeholders in management deci-
sions, as well as fo boosting its corporate value.

The Company also recognizes that no company can raise ifs
enterprise value without possessing a sound eamings structure.

Showa Shell’s approach to achieving sustainable growth is out-
lined in its Management Philosophy and Corporate Goals, while ifs
business activities are guided by the Code of Conduct in existence
since 1997. [For more information, see p. 34.)

Environment Photo Contest

From 2005, we launched the “Environment Photo Contest.” This
requires the submission of photos showing local scenery that have a
visual effect in raising consciousness with regard to environmental
preservation. Our hope is that this event will serve as a first step
toward the creation of a nationwide grassroots movement aimed at the
resolution of environmental issues, realized through the planning and
initiative of individuals. The second such photo contest was held in
2006, drawing a total of 1,727 submissions. The contest was divided
into two categories (a junior participants’ division, and a general citi-
zens' division), with a total of 68 winners. The award ceremony was
held on October 29, 2006. The photo contest will be held again this

year.

Shell Art Award

The Shell Art Award has long been a springboard for Japan's young arfists, and is widely known in the art world. Since
its establishment in 1956, the prize has been awarded 35 times. The system relies entirely on public submissions, with
the aim of discovering young artists who are likely to be outstanding figures among the next generation.

In 2006, the grand-prize winner was Hiroki Tanaka's “Spring Thunder” (see photo), and 42 winners of lesser

awards from 1,357 works entered.

We plan to continue offering philanthropic support in the arts in Japan through the sponsorship of the Shell Art

Award, with the aim of contributing fo the discovery of new talent.

Shawa Shell

Phaic Comta @

CSR Report

To further raise the recognition of the Company’s CSR initiatives
among stakeholders, Showa Shell published its first CSR Report in
2005, which incorporates two additional elements, “"Society” and
"Economy,” info Moderate, the Company’s environmental report pub-
lished since 1993. For more information on our CSR initiatives,
please read the CSR Report 2006, on our website.

http:/ /www.showa-shell.co.jp/
society/csr/index.html.

Winner in the Junior Participants’ Division in the Second
Environmental Photo Contest: Haruka Anbai (Hokkaido) for
the photo entitled “Indigenous Species and Foreign
Species.”




B Corporate Governance

Showa Shell’s goal is to increase enterprise value while delivering stable earnings and confinuous growth. To achieve this
goal, the Company has reduced the number of board members, infroduced an executive officer system, and enhanced the
participation of outside board members while giving them greater authority. Through such management reforms, the
Company has effectively separated its management oversight and business execution functions. In 2004, Showa Shell estab-
lished a Corporate Governance Committee as an advisory organization fo the Board of Directors, as part of its measures to

improve its corporafe governance system.

Our Basic Stance on Corporate Governance

1. To accelerate decision-making and clarify accountability through the separation of management and execution functions

2. To reflect the objectives of external parties to management and improve fransparency through voluntary disclosure of information

3. To esfablish monitoring functions and improve them as necessary in order to thoroughly ensure compliance and risk management

4. To respect consensus-based decision-making that reflects a diversity of opinions, ensures rational decisions and fosters management teamwork, a

strength of Showa Shell's corporate culture

5. To ensure the rights and benefits of all shareholders, including minority shareholders, and show particular consideration for shareholder equality in

light of the Company’s unique shareholder composition

Corporate Governance Structure Shareholders’ Meeting
Report Appointment Report Appointment
Corporate Governance Committee Proposal Menogement ond sipervisen
Vi i
Board of Directors Board of Auditors
Audit Committee Audit
. Internal directors | Outside directors
epor!
HSSE Committee P
Internal Control Promotion Committee Proposal Business execution
Appointment Management Executive Meeting o
g o
Rk Disdosweof e 22222 g
management information (“Voice of People”) Executive directors Executive officers %

Harassment hotline

- Right of attendance

Improving Compliance

Our standards for compliance can be found in Arficle 4 of our Code
of Conduct (see p. 34). The Company demands honesty, infegrity,
and high ethical standards in all aspects of business operations. The
offer, payment, solicitation, and acceptance of bribes in any form
constitutes unacceptable business practice. Employees must avoid
conlflicts of interest between their private financial interests and the
conduct of company duty.

In ferms of actual systems in place, we have introduced a con-
sultation service, dubbed the “Voice of the People” (VOP), as well as
a sexual harassment hotline. The Al-Employees’ Commitiee addresses
the issues that have been raised, and comes up with appropriate
responses.

Executive officers

Audit

Operating departments

Internal Control

In response fo recent changes which include enactment of Japan's
Corporate Law and the Financial Products Transaction Law, we
drafted our “Basic Policy on Internal Control System.” In line with this
policy, we have established the Internal Control Promotion
Committee, headed by the Chairman of the Board, and the Internal
Control Promotion Department, which is responsible for actual imple-
mentation. The Internal Control Promotion Committee is infended to
effectively integrate the internal control function for the entire group,
by working with representatives from each department. This frame-
work makes possible the development of a flexible system of infernal
confrols. The management of Showa Shell has positioned the two-
year period through 2008 as a phase during which particular focus
will be put on strengthening infernal controls. This will be achieved
by reforming and strengthening our internal control structure.



B Board of Directors and Corporate Auditors
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Directors

Chairman, Representative Director Directors
Haruyuki Niimi
Chong-Meng Tan
Vice Chairman, Representative
Director
Shigeya Kato

Tomoyuki Egami
Atsuhiko Hirano

Full-Time Auditors
Hisao Nozaki
Kanji Yamamoto

President, Representative Director
Yasuo Murayama

Vice President, Director

Richard A. Carruth Auditors
Akio Kioi
Managing Directors Midori Miyazaki
Hitoshi Sato
Jun Arai

Yoshihiko Miyauchi

Khalid H. Al-Dabbagh

On7

Executive Officers

Senior Managing Executive Officers
Jun Yui
Yukimichi lkemura
Shigeaki Kameda

Managing Executive Officers
Kazunori Yamamoto
Hiroto Tamai

Executive Officers
Kazuo Murakami
Naoto Komatsu
Kiyotaka Yamada
Tsuyoshi Kameoka
Katsuhiro Nakagawa
David J. Kinder
Yukihiro Hoshito
Misao Hamamoto
Tomoaki lto

(As of March 29, 2007)

(From left, the first row):
Shigeya Kato,
Haruyuki Niimi,

Yasuo Murayama

(From left, the second row):

Midori Miyazaki,
Chong-Meng Tan,
Hitoshi Sato,

Yoshihiko Miyauchi,
Khalid H. AFDabbagh,
Akio Kioi

(From left, the third row):
Hisao Nozaki,
Atsuhiko Hirano,
Tomoyuki Egami,

Jun Arai,

Richard A. Carruth,

Kanji Yamamoto



B Network, Major Subsidiaries and Affiliates

Head Office Daiba Frontier Bldg., 2-3-2, Daiba, Minato-ku, Tokyo 135-8074 Tel: (03) 5531-5591
Ishioka Training Centre 3-21-11, Minamidai, Ishioka, Ibaraki 315-0035 Tel: (0299) 26-9611
Central Research Laboratory 4052-2, Nakatsu, Aikawa-machi, Aiko-gun, Kanagawa 243-0303 Tel: (046) 285-0564

Branches
Hokkaido Nishi 1-1-2, Kita 7 jo, Kita-ku, Sapporo, Hokkaido 060-0807 Tel: (011) 738-2070
Tohoku 4-1-1, Ichiban-cho, Aoba-ku, Sendai, Miyagi 980-0811 Tel: (022) 263-1216
Tokyo Metropolitan District 1-6-1, Otemachi, Chiyoda-ku, Tokyo 100-0004 Tel: (03) 3214-8518
Kanto 1-6-1, Otemachi, Chiyoda-ku, Tokyo 100-0004 Tel: (03) 3214-8581
Niigata 21, Heiwa-cho, Niigata-shi, Niigata 950-8515 Tel: (025) 274-5511
Shizuoka 3-11, Otemachi, Aoi-ku, Shizuoka-shi, Shizuoka 420-0853 Tel: (054) 255-5381
Chubu 3-25-9, Meieki, Nakamura-ku, Nagoya, Aichi 450-0002 Tel: (052) 582-6611
Hokuriku 1-5-2, Honmachi, Kanazawa, Ishikawa 920-0853 Tel: (076) 233-5151
Kinki 2-5-8, Minami-senba, Chuo-ku, Osaka-shi, Osaka 542-0081 Tel: (06) 6271-9825
Chugoku 2-7-10, Otemachi, Naka-ku, Hiroshima-shi, Hiroshima 730-0051 Tel: (082) 249-4424
Shikoku 1-3-1, Kotobuki-cho, Takamatsu, Kagawa 760-0023 Tel: (087) 851-7934
Kyushu 3-11-1,, Tenjin, Chuo-ku, Fukuoka-shi, Fukuoka 810-0001 Tel: (092) 752-5313

Petroleum Import Terminal
Niigata 21, Heiwa-cho, Niigata-shi, Niigata 950-8723 Tel: (025) 274-4141

Lubricant Blending Plants
Yokohama 2-4, Anzen-cho, Tsurumi-ku, Yokohama, Kanagawa 230-0035 Tel: (045) 505-8201
Kobe 6-1-17, Namimatsu-cho, Nagata-ku, Kobe, Hyogo 653-0055 Tel: (078) 731-2035

Management Terminals
Management Terminal (Tokyo) 1-6-1, Otemachi, Chiyoda-ku, Tokyo 100-0004 Tel: (03) 3214-8531
Management Terminal (Osaka) 2-5-8, Minami-senba, Chuo-ku, Osaka-shi, Osaka 542-0081 Tel: (06) 6271-2411
Management Terminal (Yokkaichi) 1, Shiohama-cho, Yokkaichi, Mie 510-0851 Tel: (0593) 46-2418
Management Terminal (Seibu) 5, Oaza-Nishioki, Onoda, Yamaguchi 756-0885 Tel: (0836) 88-0622

Affiliates

Company name Equity ownership (%) Major businesses

Showa Yokkaichi Sekiyu Co., Ltd. 75.0 Petroleum refining

Toa Qil Co., Ltd. 50.1 Petroleum refining

Seibu Oil Co., Ltd. 38.0 Petroleum refining

Showa Shell Sempaku K.K. 100.0 Domestic and international shipping

Heiwa Kisen Kaisha, Ltd. 100.0 On-site services at refineries and oil fields, shipping agent

Japan Oil Network Co., Ltd. 49.0 Petroleum storage, contracts for receipts and payments, leasing of petroleum storage facilities

JLS Corporation 50.0 Receipt of orders for transport, allocation of vehicles and delivery of petroleum products

Niigata Joint Oil Stockpiling Co., Ltd. 29.0 Petroleum storage

East Ogishima Oil Terminal K.K. 76.0 Petroleum storage

Hokkaido Joint Qil Stockpiling Co., Ltd. 10.0 Petroleum storage

Oita L.P.G. Joint Stockpiling Co., Ltd. 15.0 Liquefied natural gas storage

Shoseki Overseas Oil Development Co., Ltd.  100.0 Mining, development, production and sales of petroleum and natural gas

Shoseki Engineering & Construction Co., Ltd.  100.0 Design and construction of industrial facilities, particularly those used in the petroleum industry

Red and Yellow Co., Ltd. 100.0 Import and sales of lubricating oil

Nippon Grease Co., Ltd. 99.3 Manufacturing and sales of grease and lubricating oil

Rekisei Kagaku K.K. 100.0 Processing of specialized asphalt products

Showa Shell Solar K.K. 100.0 Manufacturing and sales of solar batteries, development of photovoltaic modules and systems

K.K. SVC Tokyo 100.0 Performance testing and analysis of petroleum products, solutions to prevent oil from

polluting the soil, engine testing

Shoseki Kako K.K. 100.0 Manufacturing, sales and execution of materials used for waterproofing buildings, and

manufacturing and sales of petroleum products and asphalt pavement

Shoseki Gas K.K. 100.0 Sales of liquefied natural gas, high-pressure gas and other petroleum related engineering works, and

sales of household appliances and office automation equipment

K.K. Rising Sun 100.0 Sales of petroleum and automotive products, indemnity agent, leasing, uniform rental

Kyoto Sky Parking K.K. 100.0 Operation of parking facilities, real estate agent

K.K. Creco 100.0 Building maintenance services, travel agent

K.K. On Site Power 64.0 Supply of heat and electricity

K.K. Ogishima Power 25.0 Environmental assessment, technological study, and business profitability study on electric power

plant construction

Wakamatsu Gas K.K. 100.0 Sales of petroleum products and city gas business

Showa Shell Network Development K.K. 100.0 Development of locations for building service stations

(As of April 2007)



B Management's Analysis of Financial Position and Operating Results

The Japan’s Economy and the Operating Environment

Although the pace of growth of consumer spending in Japan
slowed down in the latter half of 20006, corporate eamings contin-
ued fo improve and private-secfor capital investment confinued fo
expand. In view of these factors, the economy can be judged to
have maintained ifs recovery trend.

Crude oil prices started off the year at a historically high level,
with Dubai crude selling at around $55 dollars per barrel, and the
price subsequently went even higher due to the twin factors of
increased demand, particularly in the United States and the princi-
pal oil-consuming nations of Asia, and the perception of rising
geopolitical risks in the Middle East. By mid-summer, the price of
crude oil had topped $70 per barrel for a short while, setting an
alltime high. Thereafter, however, the geopolitical risk factors
appeared to recede, and with futures prices declining and the bal-
ance of supply and demand becoming easier, the price of Dubai
crude finally ended the year back around the $55 level.

On the foreign exchange markets, meanwhile, the Japanese cur-
rency started off the year af nearly ¥116 to the dollar and fluctu-
ated in the fairly narrow range of 113-119 to the dollar up to
mid-April, against the backdrop of the market's inability to confi-
dently forecast the fiscal policies of the U.S. and Japanese finan-
cial authorities. Subsequently, the yen began to climb at a sharp
pace, reaching ¥109-110 by the middle of May. In the latter half
of the year, however, the yen gradually weakened against the dol-
lar as a result of the U.S.Japan inferest rate disparity, sinking back
to around ¥119/$1 by the yearend.

Amid this business environment, the Showa Shell Group
decided to fake to the next level its efforts—which it has been pur-
suing for a number of years—to strengthen its cost competitiveness
and build a strong financial position. Under the banner of "New
Foundation,” the management decided to pursue a new growth
strategy in the Group's core business of the refining and sale of
petroleum products, by expanding its network of filling stations and
introducing new items to its product lineup that would clearly set

Sales Proceeds/ Net Income after Taxes per Share/

Return on Scles (operating profit basis) Dividends
(¥ billion/%) (¥)
M Sales proceeds  —— Refurn on sales I Net income after foxes per share Dividends

the Group apart from ifs rivals. At the same time, the Group will
continue to invest management resources in the development of
peripheral businesses, as well as completely new business lines
unconnected with ifs oil operations.

Operating Results

Sales for 2006 on a consolidated basis came to ¥2,921.2 bil-
lion, an increase of 28.8% over the preceding business year. This
is atfributable to the record-high levels attained by crude oil prices.

At the profit level, the surge in crude oil prices cut back the
Group's gross profit on sales to ¥193.1 billion, for a yearon-year
decline of ¥19.3 billion. Turning to operating income on a consol-
idated basis, despite our efforts to cut costs, as evidenced by the
0.9 percentage point year-on-year decline in the ratio of SG&A
expenses fo sales, the fall in crude oil prices from the latter half of
the third quarter led to a much smaller decline in the cost of sales
than in the previous year, in line with a decrease in the book value
of crude oil inventory. As a result, operating income registered a
yearon-year fall of ¥24 billion o ¥74.3 billion.

In non-operating profits and expenses, gains/losses on foreign
exchange translation improved by ¥4.1 billion over the previous
year, but ordinary profit registered a year-on-year decline of
¥22.8 billion to ¥77.6 billion.

For the reporting term, the Showa Shell Group recognized net
special losses amounting to ¥400 million (an improvement of
¥800 million year-on-year) in the form of losses on disposal of
fixed assets (involving the selloff of idle assets and the scrapping of
superannuated facilities to enable replacement with up-to-date
facilities), as well as losses resulting from a fire at the Keihin
Refinery operated by consolidated subsidiary Toa Oil Co., ltd.

As a result of the above, net income on a consolidated basis for
the reporting term came to ¥46.2 billion, down by ¥12.1 billion
from the previous year.

Earnings per share for fiscal 2006 stood at ¥122.88 and net
assets per share came fo ¥822.20.

Total Assets/ROA Net Assets/ROE
(¥ billion/%) (¥ billion/%)
B Total assets ~ —— ROA B Nef assefs —— ROE




Twelve-Year Summary of Selected Financial Data

Showa Shell Sekiyu K.K. and Consolidated Subsidiaries
Years ended December 31

2006 2005 2004 2003 2002

Sales ProCeeAS ........cvivviicieeciec e ¥2,921,287 ¥2,268,488 ¥1,839,445 ¥1,726,917 ¥1,620,359
Cost of sales...... 2,728,137 2,056,023 1,665,978 1,570,155 1,460,458
Gross Profit ......coeviiciciiie, . 193,149 212,465 173,466 156,761 159,901
Sales and administrative eXpenses...............cccccevveeunenn.. 118,847 114,084 113,280 120,787 123,500
Operating Profit........coocioiiiiii e 74,301 98,381 60,185 35,974 36,400
Ordinary profit 77,675 100,497 61,927 38,188 40,101
Net income after taXeS.......vvveee e 46,249 58,370 2,362 21,000 18,665
TOtal @SSELS....iviiiieieieeicee e 1,195,015 1,145,191 905,823 882,299 916,690
Total shareholders’ equity* 1 ........ccocoviiiiiiiiiie 309,411 275,232 226,955 234,773 221,604
Net income after taxes per share (yen) ............cccoccoove.. ¥122.95 ¥155.31 ¥6.14 ¥55.96 ¥49.69
Shareholders’ equity per share (yen)..........cccccocevvevenae. 822.20 732.08 605.25 627.07 592.18
Return on sales (operating profit basis) (%).. 2.5 43 3.3 2.1 2.2
Return on sales (net income basis) (%)......... " 1.6 2.6 0.1 1.2 1.2
Return on assets (%6).....couueeoeueeeeeee e 3.9 5.1 0.3 2.3 2.0
Return on equity (%)™ T....ooiiiiieeeee e 15.8 23.2 1.0 9.2 8.6
EQUItY ratio (%)™ .o 25.9 24.0 25.1 26.6 24.2
Number of shares outstanding

at end of term (thousand shares) *2.3 ...................... 376,323 375,863 374,868 374,303 374,125

*1 The definition of “shareholders’ equity” was revised under the new Corporation Law in 2006, and “shareholders’ equity” under the new law excludes minority
interests. Please note referred numbers above are based on new definition of “shareholders’ equity,” NOT including minority interests. “Return on equity” and

“equity ratio” are also calculated quoting these numbers.
*2 Treasury stock is excluded.

*3 The amount of treasury stock includes Showa Shell Sekiyu stock held by affiliates accounted for by the equity method.

On a current cost of supply basis (i.e., excluding the effects of
inventory appraisal), ordinary profit on a consolidated basis would
have come fo ¥58 billion, for a ¥4.7 billion increase over the pre-
vious year.

Regarding the term-end dividend, the management of Showa
Shell has recognized steady improvements in its cost competitive-
ness and financial position. Consequently, we decided fo pay a
term-end dividend of ¥18 per share. Combined with the ¥18 per
share inferim dividend, this brings the annual dividend per share to
¥36.

Segment Information

Oil Business

Demand for oil and its derivatives in the Japanese market weak-
ened in 2006 against the background of rising oil prices and the
effects of the growing energy conservation movement, as a result
of which the gasoline sales volume fell below the previous year's
level for the first time in 36 years. In spite of this, the total volume
of Showa Shell’s sales of petroleum fuels such as gasoline and
diesel oil [excluding kerosene, sales of which fell below the previ-
ous year's level owing to the relatively warm winter) posted a
5.6% yearonyear growth.

Turning fo petroleum product prices, these climbed sharply from
the start of the year up to the summer, owing to the steep rise in
the price of crude oil. However, as demand was following a
downward frend, we were not able to adjust our selling prices at
our filling stations or for fuel sold to industrial customers by a mar-
gin sufficient to match the rise in crude oil procurement costs.

As a result of the foregoing factors, the Company’s pefroleum
segment recorded increases both in selling prices and in the vol-
ume of gasoline and diesel oil sold in the Japanese market, and
the segment’s sales on a consolidated basis thus rose 28.1% over
the previous year, to ¥2,883.4 billion. Earnings, however, were
lower than the previous term'’s level. This was due to the fact that

the price of crude oil entered a downward phase in the latter half
of the third quarter, leading to a rise in the cost of sales, and the
Company was unable to pass on the increase in costs to ifs cus-
tomers to a sufficient extent. Consequently, operating income for
the petroleum segment on a consolidated basis amounted to
¥69.9 billion, a decline of ¥24.8 billion from the previous year.
Property Business

In the office building rental business, despite a geographical
expansion in the growth trend of demand—against the backdrop
of a fullscale recovery in corporate eamings—revenues from the
real estate segment of the Showa Shell Group stayed flat on a
yearonyear comparison, at ¥4.2 billion. On the bright side, oper-
ating income rose 2.6% over the previous term, to ¥2.7 billion,
thanks to our various measures to reduce expenses involved in out-
sourcing our building management services, among other cost
reductions.

Other Businesses

In the Group's leasing business, the start-up of a back-office trans-
action computer system leasing business from the previous term
contributed to an increase in fofal revenues. In the Group's
construction and engineering business, revenues were pushed up
by an increase in orders for soil purification work and a number of
contract completions in the field of work related to our TES (Total
Energy System) cogeneration system.

In new businesses, the Group's gas utility business, commenced
in 2005, was joined by an IPP (independent power producer)
business and a dispersed power source business. Sales on a con-
solidated basis for the Miscellaneous Business Segment amounted
to ¥33.5 billion, a sharp increase of 137.4% over the previous
year, while the segment’s operating income came to ¥1.6 billion
for a yearonyear increase of ¥700 million.

Financial Position
Assets, Liabilities, and Owners’ Equity
Total assets on a consolidated basis for the end of the term under



Millions of yen

2001 2000 1999 1998 1997 1996 1995
¥1,664,954 ¥1,639,475 ¥1,365,478 ¥1,324,752 ¥1,588,067 ¥1,600,067 ¥1,441,176
1,513,626 1,477,361 1,218,732 1,171,788 1,408,789 1,404,723 1,225,954
151,328 162,113 146,746 152,964 179,278 195,344 215,222
123,274 124,442 133,692 144,446 164,434 174,646 186,383
28,053 37,670 13,054 8,518 14,844 20,698 28,839
29,052 38,913 12,191 7,223 12,901 15,225 21,993
2,610 12,499 1,828 1,999 6,387 6,054 13,802
909,902 1,002,146 974,916 992,282 1,049,931 1,071,464 1,001,676
212,168 216,349 197,562 199,711 201,479 198,536 195,926
¥6.95 ¥33.19 ¥4.85 ¥5.31 ¥16.95 ¥16.06 ¥39.94
565.36 574.77 524.25 529.95 534.64 526.84 519.93
1.7 2.3 1.0 0.6 0.9 1.3 2.0
0.2 0.8 0.1 0.2 0.4 0.4 1.0
0.3 1.2 0.2 0.2 0.6 0.6 1.5
1.2 6.0 0.9 1.0 3.2 3.1 7.3
23.3 21.6 20.3 20.1 19.2 18.5 19.6
375,281 376,409 376,850 376,850 376,850 376,850 376,850

review stood at ¥ 1,195 billion, for an increase of ¥49.8 billion
compared with the previous term-end. This increase is primarily
attributable to growth in the value of current assets. Crude oil
prices followed a consistent upward frend from the end of the pre-
vious year, pushing up the value of inventory assets by a large
margin. In addition, in line with the growth in sales, an increase in
trade notes and accounts receivable (trade receivables) led to an
increase in accounts receivable. The increase in fixed assefs is
largely attributable to: a) the upgrading [scrapping and replace-
ment) of the Group's oil refining facilities; b) investments in the con-
struction of a manufacturing plant for solar cells (photovoltaic
modules), one of our new business lines; ¢) investment in the con-
struction of additional filling stations; and d) the expansion of the
scope of consolidation.

Liabilities at term-end increased by ¥12.9 billion to ¥864 bil-
lion. This is principally attributable to the fact that the increase in
frade payables—stemming from the rise in crude oil prices—
greatly exceeded the decrease (combined total of income taxes
paid and reversal of allowance for the regularly-scheduled refur-
bishment of refining facilities). In addition, inferestbearing liabilities
fell only slightly, to stand at ¥190.5 billion. However, the gearing
ratio fell by 2.9 percentage points from the previous term, to
38.5%.

Owners’ equity on a consolidated basis came to ¥303.9 bil-
lion, an increase of ¥34.1 billion over the previous year. This was
principally due to an increase in retained earnings made possible
by the posting of net income. As a result of the foregoing, the term-
end equity ratio stood at 25.9% and the ROE was 15.8%.

Cash Flows

Net cash provided by operating activities amounted to ¥29.3 bil-
lion, due to the fact that the combined amount of increases in
income before income taxes and in depreciation expenses
exceeded the amount of income taxes paid.

Net cash used in investing activities amounted to ¥28.8 billion.
The main factor behind this was the acquisition of new fixed assets

as part of the regularly scheduled refurbishment of the Group’s oil
refining facilities.

Net cash used in financing activities came to ¥13.7 billion. This
is largely aftributable to the fact that, despite fund procurement
through the issuance of corporate bonds in the amount of ¥15 bil
lion, this amount was exceeded by the combined tofal of ¥5.6 bil
lion in payments of term-end dividends for the previous business
year, ¥6.7 billion in inferim dividend payments for the reporting
term, and ¥16.3 billion in repayments of \ong-ferm debt and short-
term bank borrowings.

As a result of the above, cash and cash equivalents af term-end
came to ¥16.5 billion, representing a decrease of ¥12.8 billion
from the previous term-end, despite an increase due to the wider
scope of consolidation. The free cash flow (cash flow provided by
operating activities minus cash flow used in investment activities)
came to ¥400 million.

Outlook for 2007

For the fiscal year ending December 2007, as crude oil prices are
virtually cerfain fo remain high, we project business performance as
follows: sales at ¥2,860 billion on a consolidated basis and
¥2,750 on a non-consolidated basis; ordinary profit at ¥60 billion
(consolidated) and ¥53 billion (non-consolidated); and net income
at ¥35 billion (consolidated) and ¥31 billion (non-consolidated).

On a current cost of supply basis, ordinary profit (consolidated)
is forecast at ¥60 billion.

These forecasts are based on the assumption of an average
crude oil price for the entire term of $55 per barrel ($53.5/barrel
for the first half; $56.5/barrel for the second half], and on an
assumed average exchange rafe of ¥ 120 to the dollar.
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Operational Risks

The Showa Shell Group has created a system to monitor and man-
age business risk, and endeavors to mitigate the risks associated
with ifs business operations. Among such risks, the following are
considered important categories related fo the businesses of the
Showa Shell Group and ifs financial and accounting position that
could have a material effect on the decisions of invesfors.

The risks described below are those risks evaluated to be mater-
ial by the Showa Shell Group [on a consolidated basis) at the end
of the fiscal year under review. This list is not meant to be, and
should be not construed as, a comprehensive list of every risk
affecting the Group. Furthermore, the matters discussed here con-
cerning future circumstances are those matters evaluated by the
Showa Shell Group at the end of the fiscal year under review.

1. The effects of energy demand and market conditions for petro-
leum products

Domestic demand for petroleum products is affected by, and

changes with, factors such as the economic situation in Japan and

domestic energy supply and demand.

Moreover, Japan's domestic petroleum products market is
affected by factors such as fluctuations in demand, price competi-
tion with other companies in the industry, overseas prices for petro-
leum products, and price competition with other forms of energy.
These fluctuating factors also exert an influence on the quantities
and prices of petroleum products that the Showa Shell Group sells,
and cause changes to the Group's eamnings.

2. Changes in crude oil prices and exchange rate market prices
a. Effect on sales margin

Because the cost of sales of the petroleum products sold by the
Showa Shell Group is affected by changes in crude oil prices and
the foreign exchange market, the Company’s basic policy is to
reflect these influences in its sales prices. When it is difficult to
reflect the changes in cost of sales, which result from factors such
as the domestic market environment, in the Company’s sales
prices, however, these changes will cause fluctuations in the
Group's earnings.

In addition, there is a possibility that the amount of working cap-
ital the Group requires will increase because of a rise in crude oil
prices or a rapid depreciation of the yen.

b. Effect of inventory valuation

The Showa Shell Group uses the weighted-average method to
value crude oil inventory. When crude oil prices have declined,
the Group's cost of sales will be increased by the effect of inven-
fory that is relatively expensive at the beginning of the period,
which will be a negative factor for earnings. When crude oil
prices have risen, on the other hand, the Group's cost of sales will
be reduced by the effect of inventory that is relatively inexpensive
at the beginning of the period, which will be a positive factor for
earnings. As this illustrates, there is a possibility that changes in
crude oil prices will affect the Group's operating results.

3. Risks related to sources of crude oil procurement

The Showa Shell Group procures all of its crude oil from countries
in the Middle East. There is a possibility that the financial position
and operating results of the Showa Shell Group would be seriously
affected in the event that obstacles arose to its procurement of
crude oil, for reasons such as changes in the political climate in oil-
producing countries, and assuming that an appropriate alternative
supply source could not be found.

4. Environmental regulations and introduction of environmental
taxes on the Group’s business operations

Stricter regulations have been introduced limiting the sulfur content
of gas oil to 10 ppm or less (de facto sulfur-free), and these restric-
tions will be extended to gasoline from the start of 2008. The
Showa Shell Group is making investments to respond to this
change. There is a possibility that the Group's additional capital
investment or expense burden will increase if environmental taxes
or quantity restrictions on parties that emit carbon dioxide, or on
consumption of fossil fuels or other new environmental regulations,
are introduced in Japan in the future, which would affect the
Group's financial position and operating results.

5. Termination or restriction of active conduct of business as the
result of a disaster, accident, efc.

The Showa Shell Group has enacted a basic policy concerning
health, safety, security and the environment (HSSE) based on its
own management rules, and strives to ensure safe operations and
minimize disaster risk through the use of appropriate insurance,
including property and casualty insurance. There is a possibility,
however, that each office and facility of the Showa Shell Group,
including its refineries, could face obstacles to its operations if
struck by a natural disaster such as a large typhoon or earthquake,
or if the area of business operations of the Company was hit by a
large-scale epidemic of a serious infectious disease such as avian
influenza, either of which would affect the Group's financial posi-
tion and operating results. There is also a possibility of being simi-
larly affected by the termination or restriction of active conduct of
its business as the result of an occurrence such as a serious indus-
trial injury or equipment accident.

6. Risks related to intellectual property rights

In addition to competition for technological development, as intel-
lectual property rights strategies become more important, there is a
risk that disputes will occur over issues such as the violation of infel
lectual property rights if the Group's steps to strengthen its intellec-
tual property rights management system or defensive measures are
inadequate.

7. Control of personal data

The Showa Shell Group obtains and uses personal data, including
information on its customers, in relation to its businesses such as oil
sales, and has created in-house management systems for the
administration of this data.

The Group strives to protect such information with great care,
but there is a possibility the Showa Shell Group brand image will
be damaged, and the business performance of the Group nega-
tively affected, if for some reason such data is disclosed outside
the group and misused.

8. Risk concerning retirement benefits

The Showa Shell Group's estimated pension benefit obligations
and costs are calculated according to mathematical valuation prin-
ciples, and basic rates such as the discount rate and the expected
rate of return on pension plan assets have been set as calculation
assumptions. In the event the actual numerical values concerning
the basic rate differ from these assumptions, or in the event the
assumptions are revised, these changes would affect the amount of
the pension benefit obligation and the costs recognized in the
future because the effects would be cumulative and would be rec-
ognized regularly in future periods.



Consolidated Balance Sheet

Showa Shell Sekiyu K.K. and Consolidated Subsidiaries
As of 31 December 2006

Million Yen

2006 2005
Assets
Current assets:
Cash AN EPOSIES. ....ccuuieiieiieie ettt e ¥ 16,645 ¥ 29,651
Notes and accounts receivable (Note T4) .........ccoooiiiiiiiiiiiiiie e 326,121 309,633
IVENIOTIES .. 276,298 236,686
Deferred tax assets (Note 7) 7,611 8,049
Others ..oovveviieiiieecieeeeeeee 24,748 20,956
Provisions for doubtful debts (401) (417)
TORAI CUITENE GSSEES. ..o et 651,025 604,560
Fixed assets (Notes 6, 11 and 12):
Tangible fixed assets
BUildings aNd SHUCHUTES ......c..eiiiieiie et ettt ettt eeas 116,967 118,750
TONKS ettt et et eentteenntae s 10,768 11,636
Machineries and eqUIPMENTS ..........c.ieiiiiiiiiiii e 125,855 123,771
Lands..oveeeeiieieee e 162,162 160,512
Construction in progress... 5,795 5,106
OBNETS e e 5,313 5,308
Total tangible fixed Assets.........c.ooiiiiiiiii e 426,862 425,085
Intangible fixed assets
GOOAWill ..o 1,629 2,064
Leasehold 3,692 3,683
Software ........... 5,084 6,066
Others 1,051 1,393
Total intangible fixed assets 11,458 13,207
Investments
Investment securities (NOTE 4) .. .......iiiiiiii et 54,509 51,377
Long-term loans .........ccccoceeiiienenne. 997 1,206
Deferred tax assets (Note 7) 25,362 25,900
Oers ..oo.eeveieiecieeie e 25,988 24,688
Provisions for doubtful debts (1,189) (835)
Total investments.................c....... 105,669 102,338
Total fixed assets .. 543,990 540,630
TORal ASSEES ... ¥1,195,015 ¥1,145,191
Liabilities
Current liabilities:
Notes and accounts payable (Trade) (Note T4) .......ooiiiiiiiiiiiiieiece e ¥ 291,289 ¥ 247,565
Shortterm debts (Notes 5 and 13).....c.cccvvviiiireinnn. 51,254 41,901
Accounts payable (Other) (Notes 12 and 14 .... 201,769 204,174
Income taxes payable.............coovviiininn 9,032 26,952
Unpaid expenses.............c.ccoeenee. 11,666 11,265
Provisions for employees’ bonuses.... 2,142 2,069
Provisions for directors’ bonuses....... 62 —
Commercial papers (Note 5) ........... 68,000 86,000
Others (Note T4)....vvvoorvoveero. 43,789 44,451
Total current IabiliHes ........cc..ooiiii e 679,006 664,379
Long-term liabilities:
BONAS [INOIE 5) .ottt ettt ettt ettt et et e et e et e en e et eneeeean 30,000 15,000
Long-term debts (Notes 5 and T2) ......ooiiiiiiiiiiiiii e 41,272 48,929
Deferred tax liabilities (Note 7) .............. 7,418 3,886
Provisions for retirement benefits (Note 8) 78,554 79,677
Provisions for special MaintenanCe ...........c.ooiiiiiiiiiiii e 11,353 17,227
OIS e 16,453 21,998
Total long-term liabilities 185,052 186,719
Total abiliHies. .......cooooiie e 864,058 851,099
Net assets
Share capital:
Authorised 440,000,000 shares
Issued shares 376,850,400 Shares............cccouiiiiiiiii e 34,197 34,197
Capital surplus.......ccccovvviviiniiiiniee 22,111 22,106
Retained earnings 248,108 214,346
Treasury shares:
527,370 shares as of 31 December 2006 and 986,620 shares as of 31 December 2005 ........ (422) (781)
Total shareholders’ equity ... 303,995 269,869
Valuation and translation gains/losses
Unrealised gains/losses of investment seCUMtIEs ...........ccoiiiiiiiiiiiie e 5,416 5,362
Minority interests................................ . 21,544 18,859
Total net assets 330,956 294,091
Total liabilities and net assets ... ¥1,195,015 ¥1,145,191

Fractions below 1 million yen are rounded off.




22

Consolidated Statement of Income

Showa Shell Sekiyu K.K. and Consolidated Subsidiaries
Year ended 31 December 2006

Million Yen

2006 2005
Sales proceeds (Notes 14 and T5).......oouiiiiiiiiiiit e ¥2,921,287 ¥2,268,488
Cost of sales (Notes 14 and 15).... 2,728,137 2,056,023
Gross profit .. 193,149 212,465
Sales, administrative and general expenses (Notes 6, 8, 10, 14 and 15) ......coooveiieiiiiieieennne 118,847 114,084
OPEIAHING INCOME ...ttt ettt ettt ettt e et e e et e st e e tte et eesaeeenee 74,301 98,381
Non-operating profit
INEEIEST INCOME ...t e e e e e e e e 130 64
DIVIENAS INCOME ... e 535 455
Foreign exchange Gains ........couiiiiiii it 1,324 —
Amortisation of negative goodwill ............. 468 2,951
Income from equity-method affiliates 1,803 1,668
Income from investment in anonymous association 1,465 785
OHREES ..o 2,191 2,351
7,919 8,276
Non-operating expenses
INHEIESE EXPENSES ...ttt ettt 1,702 1,103
SAIES DISCOUNT ...t 2,026 1,516
Foreign exchange losses . - 2,831
OHREES ... 816 708
4,546 6,160
OFiNAIY INCOME ...ttt ettt ettt ettt et 77,675 100,497
Extraordinary profit
Profit from sales of fixed aSSets........ooe o, 5,119 1,824
Profit from sales of investment securities (Note 4)... 725 91
Write back of provisions for special maintenance.. 972 81
OHREES ..o 632 707
7,450 2,704
Extraordinary loss
Loss from disposal of fixed @SSets .......ocuiiiiiiiiiiiii e 3,869 1,663
Loss from sales of investment securities ....... (] 0
Valuation losses on investment securities .... 114 9
Early retirement premium..........cccceeieniee 28 82
Valuation losses on golf membership ...... 3 34
Impairment losses (Note 11) ..........c....... 2,462 1,894
OHREES ... 1,455 398
7,934 4,083
NEt INCOME BEfOre TAXES ......eeee e 77,190 99,119
TAXES oo, 28,861 40,439
Tax adjustments ..... 1,003 (53)
Minority interests 1,077 363
Net income after taxes ¥ 46,249 ¥ 58,370
Yen
Per share data:
Net iNCOME GRIEr HAXES ...o.vviiieiiiiee e ¥122.95 ¥155.31
Diluted net income after taxes . 122.88 155.13
Dividend ........ccccovniinnnn. 36.00 35.00
INEE GSSEES ...t e et et e e e e e e e e e et e e e e e e 822.20 732.08

Fractions below 1 million yen are rounded off.



Consolidated Statement of Changes in Net Assets

Showa Shell Sekiyu K.K. and Consolidated Subsidiaries
Year ended 31 December 2006

Million Yen
2006
Valuation &
translation
Shareholders’ equity gains/losses
Unrealised
Total gains/losses
Capital Retained Treasury  shareholders’ of investment ~ Minority Total net
Capital surplus earnings shares equity securities interests assets
Opening balance ..., ¥34,197 ¥22,106 ¥214,346 ¥(781) ¥269,869 ¥5,362 ¥18,859 ¥294,091
Changes in the period
Dividend from surplus ................ (12,412) (12,412) (12,412)
Directors’ bonuses ..................... (74) (74) (74)
Net income after taxes ............... 46,249 46,249 46,249
Acquisition of treasury shares...... (9) (9) (9)
Disposal of treasury shares ......... 4 368 373 373
Net changes in items
except shareholders’ equity ...... (53) 2,685 2,739
Total changes in the period ............ 4 33,762 359 34,125 (53) 2,685 36,865
Closing balance..........cccccccvcvneeiee ¥34,197 ¥22,111 ¥248,108 ¥(422) ¥303,995 ¥5,416 ¥21,544 ¥330,956
Fractions below 1 million yen are rounded off.
Million Yen
2005
Valuation &
translation
Shareholders’ equity gains/losses
Unrealized
Total gains/losses
Capital Retained Treasury  shareholders’ of investment  Minority Total net
Capital surplus earnings shares equity securities interests assets
Opening balance............cccoooee. ¥34,197 ¥22,095 ¥169,113  ¥(1,537) ¥223,869 ¥3,085 ¥3,807  ¥230,763
Changes in the period
Dividend from surplus ................ (13,125) (13,125) (13,125)
Directors’ bonuses ..................... (62) (62) (62)
Net income after taxes ............... 58,370 58,370 58,370
Acquisition of treasury stock........ 9) 9) 9)
Disposal of treasury stock ........... 11 764 775 775
Change in scope
of consolidation.............cccee.. 50 50 50
Net changes in items
except shareholders’ equity ...... 2,277 15,051 17,329
Total changes in the period ............ 11 45,233 754 45,998 2,277 15,051 63,328
Closing balance............ccoeieeene. ¥34,197 ¥22,106 ¥214,346 ¥(781) ¥269,869 ¥5,362 ¥18,859  ¥294,091

Fractions below 1 million yen are rounded off.
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Consolidated Statement of Cash Flows

Showa Shell Sekiyu K.K. and Consolidated Subsidiaries
Year ended 31 December 2006

Million Yen

2006 2005
Cash flows from operating activities
Net income before taXES .......oouviiiiii e ¥77,190 ¥99,119
Depreciation.................... 27,329 23,979
Impairment losses 2,462 1,894
Loss from disposal of fixed asses .... 3,869 1,663
Profit from sales of fixed assefs............ (5,119) (1,824)
Valuation losses on investment securities .... 118 43
Change in provisions for doubtful debts ............c.cceiiiiiiiiiii 330 (473)
Change in provisions for directors’ BONUSES.............coueiiiiiiiiiieiieet e 62 —
Change in provisions for refirement benefits .. (1,131) (1,041)
Inferest and dividend income .............c.co...... (665) (520)
Interest expense .........ccoccvveeennnn. 3,729 2,620
Change in accounts receivable ............ooiiiiiiiiiii (14,923) (69,675)
ChaNGE IN INVENTOTIES ...ttt ettt ettt e et eeneeenaeenaeenaeeneeeeee (39,271) (58,678)
Change in accounts payable 44,809 50,812
Others ......oooviiiiiiiiiieceeeee (18,893) 16,781
Subtotal......ccoiiiiiiiiii . 79,896 64,700
Interests and dividends reCeived.............oouiiiiiiiiii s 701 896
INFEFESES PAIT ..ottt ettt ettt ettt aean (3,912) (2,986)
Corporate taxes paid...........ccccvueeuene (47,373) (36,803)
Cash flow from operating activities 29,312 25,806
Cash flows from investing activities
Payments for purchase of fixed assets ...........ccooviiiiiiiiiiiiii (32,540) (17,442)
Proceeds from sales of fixed assets .............cccovvveeeennnn. 6,485 3,347
Payments for purchase of investment securities .............. (1,559) (10,420)
Proceeds from sales of investment securities................... 1,064 471
Change in shortterm loans ..........ccccoocieiiiiiiiieee, (919) 415
Payments for longterm loans...........ccoccooiiiiiiiincne, (97) (117)
Proceeds from collection of long-term loans............ccccocoviiiiennne. 67 12
Payments for additional acquisition of consolidated subsidiary shares... - (949)
OIS .o oeveveoooe e eeee oo oo oo ee oo eeee oo e e ee oo eeeee et eee e (1,385) (3,866)
Cash flow from investing activities...........................cocoii (28,883) (28,548)
Cash flows from financing activities
Change in shorfterm debts ..ot 13,053 (14,292)
Change in commercial PAPErs ...........cccoiiiiiiiiiiiii e (18,000) 63,000
Proceeds from long-term debts ...........ccooiiiiiiiii - 9,500
Repayments of long-term debts......... (11,367) (10,012)
Proceeds from bond issues ............. 15,000 —
Payments for redemptions of bonds ........... - (15,000)
Payments for purchase of treasury shares ... (9) (9)
Dividends paid ........ccocevviiiiiniiiiiiee (12,412) (13,133)
Dividend paid to minority interests... (349) (101)
OHErs .oveeiieiieicee e 373 775
Cash flow from financing activities (13,712) 20,725
Change in cash and cash equivalents.......................... (13,282) 17,982
Opening balance in cash and cash equivalents 29,354 8,313
Increase in cash and cash equivalents from newly consolidated subsidiaries 469 3,057
Increase in cash and cash equivalents due to merger of consolidated subsidiaries.... - 1
Closing balance in cash and cash equivalents............................ ¥16,541 ¥20 354
Relation between cash and cash equivalents at year-end and cash in hand and at bank on the balance sheets
Million Yen
2006 2005
Cash and deposits on the balance sheets..............coioiiiiiiiiii ¥16,645 ¥29,651
Time deposits exceeding three Months ...........occiiiiiiiiiii e (104) (29¢)
Cash and cash equIVAIENTs...........co.coiiiiiii e ¥16,541 ¥29,354

Fractions below 1 million yen are rounded off.



Notes to the Consolidated Financial Statements

1. Basis of Presentation
The accompanying consolidated financial statements have been prepared in accordance with the provisions set forth in the Securities and Exchange Law of
Japan and its related accounting regulations, and in conformity with accounting principles and practices generally accepted in Japan, which are different in
certain respects from the application and disclosure requirements of International Financial Reporting Standards.
As permitted by the Security Exchange Law, fractions below one million yen are rounded off. It causes the totals in the financial statements are not equiva-
lent to the sums of each item.

N

Summary of Significant Accounting Principles
(1) Principles of Consolidation
a) Consolidated subsidiaries as of 31 December 2006: (26 companies)

Showa Yokkaichi Sekiyu Co., Lid. Shoseki Overseas Qil Development Co., Ltd. Shoseki Home Gas K.K.

Toa Oil Co., lid. Petro Star Kansai K.K. K.K. Shinyo Sekiyu

East Ogishima Oil Terminal Co., ltd Chuo Shell Sekiyu Hanbai K K. K.K. Marushin

Showa Shell Sempaku K.K. Kanto Koyu Energy Co., lid K.K. Rising Sun

Shoseki Gas K K. Naokagawa Oil Co., lid. Shoseki Engineering & Construction Co., Litd.
Nippon Grease Co., lid. Tokyo Shell Pack K.K. Wakamatsu Gas K.K.

Shoseki Kako K.K. Petro Star Kanto Co., lid. Genex Co., ltd.

Heiwa Kisen Kaisha, Lid. K.K. Sun Road On-Site Power Co., lid.(*1)

Central Energy K.K.(*2) Nissho Koyu K.K.[*3)

[*1) On-Site Power Co., ltd. has become a consolidated subsidiary from this financial year due to additional acquisition of shares.
(*2) (ienlro\ Energy K.K., which used to be an equitymethod affiliate, has become a consolidated subsidiary from this financial year due to additional acquisition of
shares.
(*3) Nhissho Koyu K.K., which used to be an equity-method offiliate, has become a consolidated subsidiary from this financial year due to additional acquisition of
shares.
Companies, such as K.K. Hayowa are excluded from consolidation because their influence is immaterial to the consolidated financial statements.
b) Account closing dates
Toa Qil Co., lid. and Genex Co., lid. change their account closing date from 31 March to 31 December from this financial year.
Cenfral Energy K.K. change its account closing date from 31 December to 30 September.
30 September  Petro Star Kansai K.K., Petro Star Kanto Co., ltd., Nakagawa Oil Co., ltd., K.K. Sun Road, K K. Sinyo Sekiyu,
Shoseki Home Gas K.K., and K.K. Marushin.
31 October Tokyo Shell Pack K K.
The consolidated financial statements incorporated the accounts of the above companies with adjusiments for significant transactions arising after their
accounts closed.

(2) Equity-method Affiliates
Equitymethod dffiliates as of 31 December 2006: (11 companies)

Seibu Oil Co., ltd. Toyotsu Petrotex Co. Niigata Joint Oil Stockpiling Co., Lid.
Japan Oil Network Co., Lid. Joyo Shell Sekiyu Hanbai K.K. Marubeni Energy Corporation
Central Sekiyu Gas Co., Lid. Mieseki Shoji K.K. Shell Sekiyu Osaka Hatsubaisho K.K.
Shell Tokuhatsu K.K. DaiaShoseki K.K.

Central Energy K.K. and Nissho Koyu K.K. are excluded from the scope of equity-method offiliates as of this financial year for the reason mentioned above.

(3) Valuation Methods for Major Assets
a) Securities:
Securities with market value are stated at market value. Net unrealised gains or losses on these securities are reported as a component of the net assets in
aftertax amount. Cost of securities sold is calculated primarily by the moving average method.
Securities with no market value are valued at historical cost, based on the moving average method.
b) Derivatives:
Derivatives are stated at market value.
c) Inventories:
Inventories are stated at historical cost, mainly based on the weighted average method.

(4) Depreciation and Amortisation of Major Assets

a) Tangible fixed assets:
Straightline method is adopted. The same standard as stipulated in the Corporate Tax Law is applied 1o the useful economic lives and the residual val-
ves. The main refining facilities at the Ogimachi Factory of the Keihin Refinery of Showa Shell Sekiyu K.K. and the Yokkaichi Refinery of Showa Yokkaichi
Sekiyu Co., lid. are depreciated with estimated useful economic lives of 20 years.

b) Intangible fixed assets:
Straightline method is adopted. Software for in-house use is amortised based on the straightline method over the expected useful economic life of 5
years.

(5) Basis of Provisions

a) Provisions for doubtful debts:
For doubtful debts, provisions are calculated individually based on the estimated uncollectible amounts. For other debts, provisions are calculated based
on the actual ratio of the past doubtful debt losses.

b) Provisions for employees’ bonuses:
Accrued bonuses for the current financial year are provided based on the estimated bonuses to be paid in the following year.

c) Provisions for Directors’ bonuses:
For direcfors’ bonuses, provisions are calculated based on the estimated bonuses to be paid in the following year.

d) Provisions for retirement benefits:
Accrued retirement benefits for the current financial year are provided based on the estimated PBO and pension assets as at the current financial year
end. Actuarial differences are amortised evenly within the following 13-14 years, which is the average remaining service years of employees. The past
service liabilities are amortised evenly within 14 years, which was the average number of remaining service years of employees at occurrences.
Differences at the accounting standards change are amortised evenly over the following 15 years, which used to be the average remaining service years
of employees af that time.

e) Provisions for special maintenances:
Estimated accrued expenses on inspections and maintenances on refining machineries and oil tanks are provided. Periodical inspections on oil tanks are
required under the Fire Defence Law.
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(6) Accounting for Leases
Finance leases, in which ownership of the leased assets is not transferred to the lessees, are treated in the same way as operating leases.

(7) Hedge Accounting
Hedge accounting is not adopted.

(8) Consumption Tax

Consumption fax is imposed af the flat rate of 5% on all domestic consumption of goods and services (with certain exemptions). The consumption tax with-
held upon sale and consumption tax paid by the Companies on their purchases of goods and services is not included in revenue and cost or expense items
respectively in the accompanying consolidated statements of income.

(9) Valuation Method for Assets and Liabilities of Subsidiaries
Assets and liabilities of the subsidiaries are measured at the fair values when consolidated.

(10) Amortisation of Goodwill and Negative Goodwill
Goodwill and negative goodwill is amortised evenly over a period not exceeding 20 years, which is determined in consideration of its causes. Goodwill is
expensed in the year it arises when it is immaterial.

(11) Appropriation of retained earnings

Under the corporation law of Japan, the appropriation of retained earnings on the current financial year is determined by resolution of shareholders meeting
held after the financial yearend. Therefore the appropriation of the retained eamings for the current financial year is not reflected in the accounts of the cur-
rent financial year.

(12) Cash and Cash Equivalents
Cash and cash equivalents in the consolidated cash flow statements consists of cash in hand, deposits, readily convertible info cash, and shortterm invest-
ments with low risk of price fluctuations and with a maturity of 3 months or less at the time of acquisition.

(13) Comparatives
Cerfain accounts in consolidated financial statements for the year ended 31 December 2005 have been reclassified to conform fo the 2006 presentation.

3. Accounting Change
a) Accounting standard for directors’ bonuses
"Accounting Standard for Directors’ Bonuses” [ASBJ Statement No. 4, issued on 29 November 2005) has been adopted effective for the current financial
year. Due to the adoption of this new accounting standard, the directors’ bonuses are expensed when incurred, although it had been accounted for an
appropriation of refained earnings upon resolution of shareholders’ meeting. As a result, operating income, ordinary income and net income before taxes
are decreased by 92 million yen compared with those would have been reported under the previous accounting policy.

b) Accounting standard for presentation of net assets on the balance sheet

"Accounting Standard for Presentation of Net Assets on the Balance Sheet” (ASB) Statement No. 5, issued on @ December 2005) and its Implementation

Guidance [ASB] Guidance No. 8, issued on @ December 2005) have been adopted effective for the current financial year.

In addition, preparation of a consolidated statement of changes in net assets has been required instead of a consolidated statement of shareholders’ equity.
In order to conform fo the 2006 presentation, the consolidated balance sheet as of 31 December 2005 and the consolidated statement of shareholders’

equity for the year ended December 2005 have been restated.

4, Securities
a) Investment securities

Million Yen
2006 2005
SO U S e ¥26,098 ¥27,489
Securities of non-consolidated subsidiaries and affiliates .............coooiieeiii 28,410 23,887
¥54,509 ¥51,377
b) Securities with market value
Million Yen
2006
Historical cost Fair market value Unrealised gain (loss)
Securities with unrealised gains:
SRS . ¥12,172 ¥20,465 ¥8,292
Securities with unrealised losses:
SROIES. . 4 4 (0)
Million Yen
2005
Historical cost Fair market value Unrealised gain (loss)

Securities with unrealised gains:
SNAIES . ¥12,426 ¥21,616 ¥9,189
Securities with unrealised losses:

SRAIES . 0 0 0




c) Securities sold
Million Yen

2006 2005
Amount of sold dUring the YEar ..ot ¥1,064 ¥471
Realised gains 725 Q1
REAISE |OSSES ... o 0

d) Securities with no market value
Million Yen

2006 2005
Securities
Unlisted SRAMES ... ..o ¥5,614 ¥5,858
Unlisted bonds ... 15 15
¥5,629 ¥5,873

5. Short-term and Long-term Debts
a) Short-term debts
Million Yen

2006 2005
Shortterm debts ¥ 43,589 ¥ 30,535
Commercial papers 68,000 86,000
¥111,589 ¥116,535
Note: The weighted average inferest rafes on shortterm debts outstanding at the year-end were as follows:
%
2006 2005
ShorHerm debis ... 0.18 0.19
COMMETCIAN POPETS ...ttt s 0.44 0.03

b) Long-term debts
Million Yen

2006 2005
Loans from banks, other financial institutions, etc.
Due from 2007 10 2015 ..o ¥48,937 ¥ —
Due from 2006 10 2015 — 60,295
0.71 per cent unsecured straight bond due in 2010 15,000 15,000
1.66 per cent unsecured straight bond due in 2013 15,000 —
78,937 75,295
Less: dUe WIthIN ONE YEAT ...\ttt 7,665 11,366
¥71,272 ¥63,929

Note: The weighted average interest rate on long-term debts (excluding the one due in 1 year) from banks outstanding as of 31 December 2006 and 2005 were
1.74% and 1.68%, respectively.

Annual maturities of bonds
Million Yen

2006

WVIRIN ONME YEAT ..t ¥ -
More than one year less than IWO YEATS ..ot e -
More than two years less than three years -
More than three years less than four years . 15,000
More than four years less than five YEArs ..o -
IMIOTE TGN fIVE YBATS ... oo Lotttk bttt 15,000

¥30,000

Annual maturities of long-term debts, (excl. bonds)
Million Yen

2006

WVIRIN ONME YEAT L. ¥ 7,665
More than one year less than WO YEATS ..ot e 678
More than two years less than three years 10,160
More than three years less than four years . 9,042
More than four years less than five YEars ... e 500
IMIOTE HhQIN FIVE YEATS ... 20,892

¥48,937

c) Commitment-line contracts
The company concludes a revolving credit contract available up 1o ©Obillion yen with a banking syndicate and overdraft contract up to 10 billion yen with
Mizuho Corporate Bank Ltd.

There was 4,135 million yen balance as at 31 December 2006 under the contract with Mizuho Corporate Bank Lid.



6. Lease Transactions
(1) Lessee
a) Finance leases
Finance leases, excluding those for which the ownership of the leased assets is considered to be transferred fo the lessee, as of, and for the years ended 31

December 2006 and 2005.

Million Yen
2006
Accumulated
Acquisition Costs Accumulated Depreciation Impairment Losses Balance
Buildings, structures and tanks..................... ¥ 312 ¥ 216 ¥ — ¥ 95
Machineries and equipments...................... 17,545 5,937 91 11,517
Tools, implements and fixtures..................... 1,141 364 - 776
Infangible fixed assets ..., 18 14 — 3
¥19,018 ¥6,533 ¥91 ¥12,393
Million Yen
2005
Acquisition Costs Accumulated Depreciation Balance
Buildings, structures and fanks................oocooi ¥ 312 ¥ 180 ¥ 132
Machineries and equipments.................. 1,189 614 575
Tools, implements and fixtures 3,316 1,870 1,445
Infangible fixed @sSets ..........oocooiiiiiiiiiiii i 12 6 5
¥4,830 ¥2,672 ¥2,157

Lease rental payments and depreciation for the years ended 31 December 2006 and 2005 amounted fo 2,037 million yen and 852 million yen respectively.
Depreciation is calculated by the straightline method over the lease term of the leased assets assuming no residual value.

Scheduled maturities of future lease rental payments of finance leases as of 31 December 2006 and 2005

Million Yen
2006 2005
DU WIthIN ONE YEAT ... e ¥ 3,384 ¥2,261
DUB OVET ONE VEAT ... 14,156 4,510
¥17,540 ¥6,771
b) Operating Leases
Million Yen
2006 2005
DUE WIthIN ONE YEAT ... ¥ 90 ¥101
DU OVEI ONE VAN ...t 125 182
¥215 ¥284
(2) Lessor
Finance leases
Scheduled maturities of future lease rental payments of finance leases as of 31 December 2006 and 2005
Million Yen
2006 2005
DU WIthIN ONE YEAT ... e ¥1,422 ¥1,421
DUB OVEI ONE VBT ...t e 3,724 3,191
¥5,146 ¥4,613

Note: They are sublease fransactions.



7. Income Taxes
(1) Temporary differences that compose deferred tax assets and liabilities

Million Yen
2006 2005
Deferred tax assets:
Provisions for refirement benefits ..o ¥31,887 ¥31,508
Impairment losses of fixed ASSets............ooiiii i 14,287 14,496
Valuation losses on iNvestment SECUMTIES ............o i e 900 1,014
Provisions for doubtful debts . 219 310
RIS e 16,139 16,475
SUBHOMA < 63,435 63,805
Valuation reserve ............. . (14,742) (15,090)
Total deferred tax assets ¥48,693 ¥48,715
Deferred tax liabilities:
Reserve for advanced depreciation fixed assefs fransactions ................cccoccooioiiiiiiiii, ¥ (9,688) ¥ (9,038)
Unrealised gains on investment securities . (3,377) (3,740)
R ES e (10,134) (5,873)
Total deferred tax TAbINES ... e (23,200) (18,652)
Net deferred tax assets / (liabiliies).............. ¥25,492 ¥30,063

(2) Reconciliation between the statutory tax rate and the effective tax rate

Information on 2006 and 2005 accounts is omitted because there was no significant difference between the normal effective statutory tax and the effective income tax
rafes.

8. Provisions for Retirement Benefits
The Companies operate various kinds of retirement benefit plans, such as contributory pension plan, qualified pension plan and severance payment plan.
(1) Provisions for retirement benefits

Million Yen
2006 2005
Retirement benefit obligations ... ¥(105,977) ¥(106,240)
Pension assets ...................ccoc . 17,326 15,212
Unfunded retirements benefit obligations (88,650) (91,027)
Unrecognised actuarial differences ... 9,695 10,889
Unrecognised past service cost (reduction in obligations] ...... . (567) (624)
Unrecognised transition differences due to accounting changes 967 1,085
¥ (78,554) ¥ [79.677)

Notes: 1. A past service obligation (decrease in obligations) arose because a consolidated subsidiary using the general accounting method changed its plan by reduc-

ing the benefit level in its lump-sum refirement scheme.

2. SSSKK's refirement benefit scheme includes three consolidated subsidiaries.

3. The simple method is used for calculating retirement benefit obligations, except at SSSKK and two of the consolidated subsidiaries.

4. In-house pension schemes are mainly those in which employees retiring af refirement age or voluntarily at above the age of 55 contribute 50% of their refire-
ment benefits to their company, which then pays it out over 180 months or until the death of the pensioners.

5. SSSKK has infroduced a new refirement benefit system in which employees choose from a scheme for advance cash payment or refirement allowance and
pension (full payment of refirement allowance and pension equivalent amount included in salary), and a lump-sum retirement benefit scheme; the benefit
obligations of employees choosing the lump-sum scheme are also included.

(2) The net periodic pension expense related to the retirement benefits

Million Yen

2006 2005
SIVICE COST . ¥2,315 ¥2,132
INEEIESE COSE ... 2,535 2,496
Expected retum on pension assefs ..................... (924) [56)
Amortisation of unrecognised actuarial differences . 1,171 1,268
Amorfisation of unrecognised POst SEIVICE COSIS ..ottt (57) (57)
Amortisation of unrecognised transition differences due to accounting changes ... 117

¥5,158 ¥5812
Note: The refirement benefit costs of consolidated subsidiaries that use a simple method are included in “Service cost.”
(3) Assumptions used in calculation of the above information

As of 31 December 2006 As of 31 December 2005

Allocation method for refirement benefits expense ... Periodical straight line Periodical straight line
Discount rafe ............... 2.5% 2.5%
Expected rate of refurn...............ccooo, 6.5% 0.5%
Period for amortisation of past service cost ......... 14 years 14 years
Period for amortisation of actuarial differences ..., 13-14 years 13-15 years
Period for amortisation of transition differences due to accounting changes............ 15 years 15 years

29



9. Derivatives
(1) Conditions of transactions
In the normal course of business, the Companies use derivatives to manage their exposures to market risks in compliance with their infernal policies. The
Companies do not use derivatives for speculative purposes. These instruments include foreign exchange contracts, foreign currency options, interest rate
swaps, futures, forward confracts and options of crude oil, oil products and tanker freight.
All such derivatives involve risks, including the credit risk of non-performance by counter-parties. However, in order to minimise the credit risk of non-
performance by counterparties, the Companies deals these derivatives with major financial institutions and frading companies with a high credit rating.

(2) Current Value of Derivatives

Million Yen
31 December 2006
Notional Amount Fair Value Unrealised Gain (Loss)
Foreign currency contracts (US$)
TO DUY e ¥53,532 ¥54,243 ¥ 710
T0 el L 1,780 1,785 (5)
¥ 705
Foreign currency contracts {US$)
TO DUY e 19,006 29,945 10,941
TO sell o 17,010 16,569 441
¥11,382
Million Yen
31 December 2005
Notional Amount Fair Value Unrealised Gain (Loss)
Foreign currency contracts (US$)
TO DUY e ¥35,944 ¥35,899 ¥ o (45)
TO SEll e 5,535 5,549 (14)
¥ (59)
Commodity-related transactions
TO DUY e 63,853 74,351 10,500
TO sell o 69,201 80,058 (10,856)
¥ (356)

Interest rate swaps, which meet specific matching criteria are not measured at fair value although the net amount fo be paid or received under the swap
contracts is recognised and included in interest expenses or income. The above information is presented excluding these interest rate swaps.

10. Sales, Administrative and General Expenses
Maior elements of sales, administrative and general expenses for the years ended 31 December 2006 and 2005

Million Yen
2006 2005
TEOANSPOMGTON ... ¥ 44,649 ¥ 41,468
S OIS e e 29,746 209,478
Rents ....... - 4,843 4,843
Depreciation 5,173 5,498
Research and development eXpenses ..ot 1,866 2,030
ORNETS e 32,569 30,765
¥118,847 ¥114,084

11. Impairment Loss of Fixed Assets
As a minimum unit for generating cash flows, service stations were assessed individually, and other fixed assets were grouped by segments of management
accounting. Assefs used for rent and non-performing assets were assessed individually in principle.

Recoverable value was assessed comparing net selling price and value in use. Net selling price was mainly adopted for non-performing assets and value
in use for other assets. Net selling prices, if material, were assessed according to the property appraisal standards. To calculate value in use, the future cash
flows were discounted at 6.5%.

An impairment loss was recorded at the amount by which the carrying amount of each group of assets exceeded its recoverable value. For the year
ended 31 December 2006, the Companies recognised impairment losses of 2,462 million yen on 57 groups of impaired fixed assets, which were
accounted for as a special loss. They were primarily related to the significant decrease in the market value of the Companies’ land as well as to the overall
deterioration of their business environment. They consisted of the following:

Million Yen
2006
Land Others Total
Service stations (21 groups) ¥819 ¥457 ¥1,277
Idle assets 36 Groups) ... ..ottt 363 822 1,185

¥2,462




Million Yen

2005
land Others Total
Service stations (26 Groups) ..........oooiiiiiiiiiii i ¥638 ¥132 ¥ 770
Assets for property business (2 groups| ... 15 5 20
Idle assets [30 GrouPS) ... .uiiiiiiii e 112 989 1,102
¥1,894
12. Collateral Assets
As of 31 December 2006, 172,358 million yen assets were mortgaged for certain liabilities of the Companies (86,853 million yen).
13. Contingent Liabilities
The Companies had the following contingent liabilities as of 31 December 2006 and 2005:
Million Yen
2006 2005
Guarantees for:
Non-consolidated subsidiaries, affiliates and other companies ... ¥6,227 ¥6,507
Employees (housing loan)............oocoiiiiiiiii 1,355 1,514
Discounts of notes receivable. ... 121 19
¥7,703 ¥8,040

14. Related Third Party Transactions

When fransactions of the Company with its related third parties are more than 10% of the consolidated sales proceeds, or 10% of the total amount of the
consolidated cost of sales, or 10% of the consolidated sales, administrative and general expenses, excluding transactions with consolidated subsidiaries, for
the years ended 31 December 2006 and 2005 are disclosed by each item.

The Company discloses material balances and transactions with related third parties where such balances and transactions represent more than 1 per
cent of the consolidated fotal assets, excluding transactions with consolidated subsidiaries.
(1) Related third parties — Corporation
For the year ended 31 December 2006

Voting right "
Capital share owing Million Yen
Name [Million Yen)  (share owned) Transactions Closing balances
Saudi Arabian Oil Co., ltd — (Indirect 15.0%)  Purchase of crude oil and cil products ¥761,084 Accounts payable (frade)  ¥61,195
Seibu Oil Co., ltd. 8,000 Direct 38.0% Purchase of oil products 326,090 Accounts payable (rade) 38,565
Marubeni Energy Corporation 2,350 Direct 33.4% Sale of oil products 154,402  Accounts receivable (frade] 17,846
Shell Chemicals Japan 250 NA Purchase of petrochemicals 96,926 Accounts receivable (frade) 12,259
Shell Eastern Trading (P.T.E.) Limited 714 NA Sales and purchase of crude 294,586  Accounts payable (trade) 23,251
and oil products
For the year ended 31 December 2005
Voting right "
Capital share owing Million Yen
Name [Million Yen)  (share owned) Transactions Closing balances
Saudi Arabian Oil Co., ltd — (Indirect 15.0%)  Purchase of crude oil and oil products  ¥586,763  Accounts payable (irade) — ¥47,872
Seibu Oil Co., lid. 8,000 Direct 38.0% Purchase of oil products 222,602 Accounts payable (frade) 38,244
Toa Qil Co., ltd. 4,961 Direct 37.5% Refining on commission 14,561 Other current liabilities 2,082
Payment of gasoline tax 90,800  Accounts payable (other) 24,477
Marubeni Energy Corporation 2,350 Direct 33.4% Sale of oil products 131,340 Accounts receivable (frade] 19,174

(2) Related third parties — Individuals

Material fransactions and balances of the Company with related individuals, including shareholders and directors, representing more than 1 million yen for
the years ended 31 December 2006 and 2005 are as follows.

For the year ended 31 December 2006

Voting right .
share owing Million Yen
Name Post [share owned) Transactions Closing balances
Chairman of SSSKK, Head Director
Haruyuki Niimi of Showa Shell Sekiyu, Foundation for — Donation ¥38 — -
Promotion of Environmental Research
For the year ended 31 December 2005
Voting right "
share owing Million Yen
Name Post [share owned) Transactions Closing balances
Chairman of SSSKK, Head Director
Haruyuki Niimi of Showa Shell Sekiyu, Foundation for — Donation ¥38 — —

Promotion of Environmental Research




15. Segment Information
(1) Business Segment Information
For the year ended 31 December 2006

Million Yen
Oil business  Property business  Other businesses Subrotal Infernal trade Total
I. Total sales and operating income
Total sales
(1) Sales to customers ..................... ¥2,883,480 ¥ 4,283 ¥33,523 ¥2,921,287 ¥ _ ¥2,921,287
[2) Intersegment sales and fransfers ... 5,799 126 15,293 21,220 (21,220) -
Total sales ... 2,889,279 4,410 48,817 2,942,507 (21,220) 2,921,287
Operating expenses .. 2,819,298 1,648 47,184 2,868,131 (21,146) 2,846,985
Operating income ¥ 69,980 ¥ 2,761 ¥ 1,633 ¥ 74,375 ¥ (73) ¥ 74,301
II. Assets, depreciation, impairment
and capital expenditures
ASSETS ¥1,165,149 ¥31,361 ¥28,818 ¥1,225,329 ¥(30,314) ¥1,195,015
Depreciation ........ocooiiiiiiiiii 24,021 907 2,400 27,329 —_ 27,329
Impairment losses ... 2,462 — — 2,462 — 2,462
Capital expenditures........................ 30,057 125 3,812 33,995 - 33,995
For the year ended 31 December 2005
Million Yen
Oil business  Property business  Other businesses Sub-fotal Infernal tfrade Total
I. Total sales and operating income
Total sales
(1) Sales to customers ..................... ¥2,250,088 ¥ 4,281 ¥14,119 ¥2,268,488 ¥ — ¥2,268,488
[2) Intersegment sales and fransfers ... 728 128 8,540 9,398 (9,398) —
Total sales ... 2,250,817 4,410 22,659 2,277,887 (9,398) 2,268,488
Operating expenses ........................ 2,156,018 1,719 21,774 2,179,511 (9,404) 2,170,107
Operating iNnCome .......cccoooeveeeiiiiiiii. ¥ 94798 ¥ 2,691 ¥ 885 ¥ 098,3/5 ¥ 5 ¥ 098,381
II. Assets, depreciation, impairment
and capital expenditures
ASSETS e ¥1,091,570 ¥32,729 ¥38,573 ¥1,162,873 ¥(17,682) ¥1,145,191
Depreciation ........ocooiviiiiiciiiiii 22,197 Q26 854 23,979 — 23,979
Impairment losses ..........ccccoooiinii.. 1,873 20 — 1,894 — 1,894
Capital expenditures....................... 17,697 42 3,552 21,292 — 21,292

Notes: 1. Businesses are classified based on the companies’ internal definition.
2. Main products and businesses by each segment
(1) Oil business: Gasoline, naphtha, kerosene, diesel oil, fuel ail, lubricating ail, LPG, asphalt, pefrochemical products
[2) Property business: Leasing and administration of properties
(3) Other businesses: Engineering, sale and lease of automobile accessories, city gas business, electric power supply business and distributed power supply,
efc.
3. "Infernal trade” did not include any operating expenses that could not be allocated.
4. Corporate assets are fully allocated to each segment and not included in assets in “Internal trade.”
5. longterm prepaid expenses and their depreciation are included in depreciation and impairment losses and capital expenditures.

(2) Geographic Segment Information
For the years ended 31 December 2006 and 2005, geographic segment information has been omitted as the Companies have no consolidated subsidiaries or
branches domiciled in countries or regions other than Japan.

(3) Overseas Sales
For the year ended 31 December 2006

Million Yen
Asia Others Total
OVerseas SAlES ... ¥212,113 ¥127,463 ¥ 339,576
Consolidated sales proceeds .............cccooiiiiiiiioii 2,921,287
Overseas sales as a percentage of total consolidated sales proceeds ... 7.3% 4.4% 11.6%
For the year ended 31 December 2005
Million Yen
Asia Others Total
OVEISEAS SAIES ... ¥125,583 ¥92,901 ¥ 218,484
Consolidated sales proceeds .............cccoociiiiiiiiiii 2,268,488
Overseas sales as a percentage of total consolidated sales proceeds ... 5.5% 41% Q.6%

Notes: 1. Counfries and regions are classified on the basis of geographic proximity.
2. Main countries included in each geographic segment are as follows;
(1) Asia .....Singapore, Republic of Korea, Hong Kong
(2) Others...U.AE., U.S.A., United Kingdom, Belize
3. Overseas sales are sales of the Company and its consolidated subsidiaries outside Japan.



Report of Independent Auditors

To the Board of Directors

SHOWA SHELL SEKIYU K.K.

We have audited the accompanying consolidated balance sheet of SHOWA SHELL SEKIYU K K. {“the Company”) and
its subsidiaries as of 31 December 2006, and the related consolidated statement of income, changes in net assefs and
cash flows for the year then ended, all expressed in Japanese yen. These financial statements are the responsibility of
the Company’s management. Our responsibility is to express an opinion on these financial statements based on our
audit.

We conducted our audit in accordance with auditing standards generally accepted in Japan. Those standards require
that we plan and perform the audit fo obtain reasonable assurance about whether the financial statements are free of
material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in
the financial statements. An audit 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 audit provides
a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the finan-
cial position of the Company and its subsidiaries as of 31 December 2006, and the results of their operations and their
cash flows for the year then ended in conformity with accounting principles generally accepted in Japan.

PricewaterhouseCoopers Aarata

Tokyo, Japan
29 March 2007
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B Code of Conduct

1. Objectives
The objectives of the Company are to engage responsibly and
efficienﬂy in profitob|e businesses in the fields of refining and
sales of oil and related fields.

The Company seeks a high standard of performance and aims
fo maintain a longterm position in competitive environments.

2. Responsibilities
The Company recognizes the following responsibilities:

1) Responsibility to shareholders
To protect shareholders’ investment, and provide an
accepfable return.

2) Responsibility fo customers
To win and refain customers by developing and providing
products and services that offer value in terms of price,
quality, safety and environmental impact, and which are
supported by technological, environmental and commer-
cial expertise.

3) Responsibility to employees
To respect the worth and individuality of employees, and
provide them with a safe work environment and good
working conditions; to promote the development and best
use of human resources; and to encourage the involve-
ment of employees in the implementation of business and
in the application of these principles within the Company.

4) Responsibility to business partners
To seek mutually beneficial relationships with business
pariners, including joint venture partners, and fo promote
the application of these principles in these relationships; fo
consider the ability and performance of these companies
to conform with these principles in the decision fo enter
into or remain in such relationships.

5) Responsibility to society
To conduct business as a responsible corporate member
of society, to observe laws, to express support for funda-
mental human rights, and to give proper regard to health,
safety and environment consistent with the commitment to
confribute to sustainable development.

3. Economic Principles
Profitability is essenfial to discharging these responsibilities and
remaining a going concern. It is a measure both of efficiency
and of customer satisfaction with the Company’s products and
services. It is also essential to the future allocation of corporate
resources and fo the continuing investment required to ensure a
stable supply of energy to meet consumer needs. Without prof-
its and a strong financial foundation, it is not possible to fulfil
the responsibilities outlined above.

Criteria for investment decisions are not exclusively economic
in nature but also take info account social and environmental
effects.

4. Business Integrity

The Company has established a corporate code of conduct
and insisfs on honesty and faimess in all aspects of ifs business,
and expects the same in ifs relationships with all entities with
which it does business.

The direct or indirect offering, payment, solicitation or accep-
tance of bribes in any form are unacceptable practices.
Employees must avoid conflicts of interest between their private
financial activities and their conduct on behalf of the Company.

All business transactions on behalf of the Company must be
reflected accurately and fairly in the accounts of the Company
in accordance with established procedures and be subject to
audit.

5. Political Activities
The Company acts in a socially responsible manner within the
law in pursuit of its legitimate commercial objectives.

The Company does not make payments to political parties,
organizations or their representatives or take any part in party poli-
fics. However, the Company has the right and the responsibility to
make its position known on any matter that affects the interests of
itself, its employees, its customers and ifs shareholders.

6. Health, Safety and Environment
Consistent with its commitment to contribute to sustainable devel-
opment, the Company adopts a continuous and systematic
approach to health, safety and environmental management.

To this end, the Company manages these matters as it does
all other critical business activities, sets targefs for improvement,
and measures, appraises and reports on performance.

7. Local Community

The Company is actively involved in contributing to society as a
responsible member thereof. The most important contribution
that the Company can make to the local community is in per-
forming its core business as efficiently as possible.

8. Competition
The Company seeks to compete freely and fairly within the
framework of applicable competition laws.

9. Communications

The Company recognizes that open communication is essential
in view of the importance of the activities in which it is
engaged and their impact on national economies and individu-
als. The Company therefore provides relevant information about
its activities in a timely and appropriate manner.

10. Companies of the Showa Shell Sekiyu Group
The Company encourages these companies to adopt and

abide by its Code of Conduct.



B |Investor Information

Date of Establishment: ...............ccccoiiiiiiil January 1, 1985

Authorized Number of Shares: ..............c.ccccccoccc. 440,000,000 shares

Number of Shares Issued: ...................ccociviiii. 376,850,400 shares

Paid-in Capital: ........c..coooiiii ¥34,197,585,900

Number of Employees: ............cccooiiiiiiiiiiiiii 1,036

Total Number of Service Stations: .........ccccccvvvvveneei... 4,575

Number of Shareholders: ...........ccccciiiiiiiiiiiiiii 52,421

Securities Listings: .........ccooceiiiiiii Tokyo

Ticker Code: ..o 5002

Transfer Agent: ... Mizuho Trust & Banking Co., Ltd.
1-2-1, Yaesu, Chuo-ku, Tokyo 103-0028,

Independent Auditors: ............ccccoeeiiiiiiiiiiiiee PricewaterhouseCoopers Aarata

General Shareholders’ Meeting: ............ccccooeeiienn. March

Shares owned

Japan

Percentage of total

Major Shareholders (Thousand shares)  common shares outstanding
The Shell Petroleum Co., Ltd. .....ooooiiiiiiiee e 125,261.2 33.24%
Aramco Japan Holdings Company B.V. ..o 56,380.0 14.96
The Master Trust Bank of Japan, Ltd. (Trust ACCOUNt) ....c..coovvevvieiiiiiiee 20,499.4 5.44
Japan Trustee Services Bank, Ltd. ..........cccooiiiiiiiiiii e 18,184.7 4.83
Trust & Custody Services Bank, Ltd. .......ccccoooiiiiiiiiiiiiiiiee e 8,993.2 2.39
The Anglo-Saxon Petroleum Co., Ltd. ....occooiviiiiiiiiiiiiicccce e 6,784.0 1.80
Kochi Shinkin Bank ......oooiiiiiiiie e 3,562.4 0.95
Kawasaki Kisen Kaisha, LTd. . ...ccooooieeeee e 3,503.7 0.93
BNP Paribas Securities (Japan) Ltd. ............cccooeiiiiioiiiicee e 3,251.3 0.86
INVESTOIS BANK ..o 2,769.6 0.73
TOTAL Lo 249,189.5 66.12
Stock Price Range
» Stock Price (¥) =@=TOPIX close
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Showa Shell Sekiyu K.K.

Daiba Frontier Bldg., 2-3-2, Daiba, Minato-ku, Tokyo 135-8074, Japan
Tel: +81-3-5531-5591
http://Aww.showa-shell.co.jp/
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