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PRESENTATION OF FINANCIAL AND OTHER INFORMATION

In this annual report or Form 20-F (the Form 20-F ), referencesto we and us are to STMicroelectronics N.V.
together with its consolidated subsidiaries, references to EU are to the European Union, references to and the euro a
to the euro currency of the EU, references to the United States and U.S. are to the United States of America and
referencesto $ orto U.S. dollars are to United States dollars. References to mm are to millimeters and references to

nm are to nanometers.

We have compiled the market share, market size and competitive ranking data in this annual report using statistics
and other information obtained from several third-party sources. Except as otherwise disclosed herein, all references
to our competitive positions in this annual report are based on 2005 revenues according to provisional industry data
published by iSuppli and 2004 revenues according to industry data published by iSuppli and Gartner, Inc., and
references to trade association data are references to World Semiconductor Trade Statistics ( WSTS ). Certain terms
used in this annual report are defined in Certain Terms .

We report our financial statements in U.S. dollars and prepare our consolidated financial statements in accordance
with generally accepted accounting principles in the United States ( U.S. GAAP ). Furthermore, starting in 2005, we are
required by Dutch law to report our statutory and consolidated financial statements, previously reported using
generally accepted accounting principles in the Netherlands, in International Financial Reporting Standards ( IFRS ).
The financial statements reported in IFRS can differ materially from the statements reported in U.S. GAAP.

Various amounts and percentages used in this Form 20-F have been rounded and, accordingly, they may not total
100%.

We and our affiliates own or otherwise have rights to the trademarks and trade names, including those mentioned
in this annual report, used in conjunction with the marketing and sale of our products.

CAUTIONARY NOTE REGARDING FORWARD-LOOKING STATEMENTS

Some of the statements contained in this Form 20-F that are not historical facts, particularly in Item 3. Key
Information Risk Factors , Item 4. Information on the Company and Item 5. Operating and Financial Review and
Prospects and  Business Outlook , are statements of future expectations and other forward-looking statements (within
the meaning of Section 27A of the Securities Act of 1933 or Section 21E of the Securities Exchange Act of 1934, each
as amended) that are based on management s current views and assumptions and are conditioned upon, and also
involve known and unknown risks and uncertainties that could cause actual results, performance or events to differ
materially from those in such statements due to, among other factors:

future developments of the world semiconductor market, in particular the future demand for semiconductor
products in the key application markets and from key customers served by our products;

pricing pressures, losses or curtailments of purchases from key customers;
the financial impact of inadequate or excess inventories if actual demand differs from our anticipations;

changes in the exchange rates between the U.S. dollar and the euro and between the U.S. dollar and the currencies
of the other major countries in which we have our operating infrastructure;

our ability to be successful in our strategic research and development initiatives to develop new products to meet
anticipated market demand, as well as our ability to achieve our corporate performance roadmap by completing
successfully and in a timely manner our other various announced initiatives to improve our overall efficiency and

our financial performance;

the anticipated benefits of research and development alliances and cooperative activities and the continued
pursuit of our various alliances, in the field of development of new advanced technologies or products;

the ability of our suppliers to meet our demands for products and to offer competitive pricing;
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changes in the economic, social or political environment, as well as natural events such as severe weather, health
risks, epidemics or earthquakes in the countries in which we and our key customers operate;

changes in our overall tax position as a result of changes in tax laws or the outcome of tax audits;
3
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product liability or warranty claims for a product containing one of our parts; and

our ability to obtain required licenses on third-party intellectual property, the outcome of litigation and the results
of actions by our competitors.

Such forward-looking statements are subject to various risks and uncertainties, which may cause actual results and
performance of our business to differ materially and adversely from the forward-looking statements. Certain
forward-looking statements can be identified by the use of forward-looking terminology, such as believes , expects ,

may , areexpectedto , will , will continue , should , wouldbe , seeks or anticipates or similar expressions
thereof or other variations thereof or comparable terminology, or by discussions of strategy, plans or intentions. Some
of these risk factors are set forth and are discussed in more detail in Item 3. Key Information = Risk Factors . Should
one or more of these risks or uncertainties materialize, or should underlying assumptions prove incorrect, actual
results may vary materially from those described in this Form 20-F as anticipated, believed or expected. We do not
intend, and do not assume any obligation, to update any industry information or forward-looking statements set forth
in this Form 20-F to reflect subsequent events or circumstances.

Unfavorable changes in the above or other factors listed under Item 3. Key Information Risk Factors from time to
time in our Securities and Exchange Commission ( SEC ) filings, could have a material adverse effect on our business
and/or financial condition.

4
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Item 1. Identity of Directors, Senior Management and Advisers

Not applicable.
Item 2. Offer Statistics and Expected Timetable

Not applicable.
Item 3. Key Information
Selected Financial Data

The table below sets forth our selected consolidated financial data for each of the years in the five-year period
ended December 31, 2005. Such data have been derived from our consolidated financial statements. Consolidated
audited financial statements for each of the years in the three-year periods ended December 31, 2005, including the
Notes thereto (collectively, the Consolidated Financial Statements ), are included elsewhere in this Form 20-F, while
data for prior periods have been derived from our consolidated financial statements used in such periods.

The following information should be read in conjunction with Item 5. Operating and Financial Review and
Prospects , the Consolidated Financial Statements and the related Notes thereto included in Item 8. Financial
Statements in this Form 20-F.

Year Ended December 31,
2005(1) 2004(1) 2003(1) 2002(1) 2001(1)

(In millions except per share and ratio data)
Consolidated Statement of Income

Data:
Net sales $ 8,876 $ 8,756 $ 7234 $ 6,270 $ 6304
Other revenues 6 4 4 48 53
Net revenues 8,882 8,760 7,238 6,318 6,357
Cost of sales (5,845) (5,532) (4,672) (4,020) (4,047)
Gross profit 3,037 3,228 2,566 2,298 2,310
Operating expenses:
Selling, general and administrative (1,026) 947) (785) (648) (641)
Research and development(2) (1,630) (1,532) (1,238) (1,022) (978)
Other income and expenses, net(2) 9) 10 4 7 (6)
Impairment, restructuring charges and
other related closure costs (128) (76) (205) (34) (346)
Total operating expenses (2,793) (2,545) (2,232) (1,697) (1,971)
Operating income 244 683 334 601 339
Interest income (expense), net 34 3) (52) (68) (13)
Loss on equity investments 3) €)) (D) (11D) 5
Loss on extinguishment of convertible
debt @) (39)
Income before income taxes and
minority interests 275 672 242 522 321
Income tax benefit (expense) (8) (68) 14 (89) 61)
Income before minority interests 267 604 256 433 260
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Minority interests
Net income

Earnings per share (basic)

Earnings per share (diluted)

Number of shares used in calculating
earnings per share (basic)

Number of shares used in calculating
earnings per share (diluted)

(1)
$ 266
$ 030
$ 0.29
892.8
935.6

& &+

601

0.67
0.65

891.2

935.1

3)

253

0.29
0.27

888.2

937.1

4

429

0.48
0.48

887.6

893.0

3)
$ 257
$ 0.29
$ 0.29
893.3
902.0
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Consolidated Balance Sheet Data
(end of period):

Cash and cash equivalents(1)

Total assets

Short-term debt (including current
portion of long-term debt)
Long-term debt (excluding current
portion)(1)

Shareholders equity(1)

Capital stock(3)

Other Data:

Dividends per share

Capital expenditures(4)

Net cash provided by operating
activities

Depreciation and amortization(4)
Net debt (cash) to total shareholders
equity ratio(5)

2005(1)

$ 2,027
12,439

1,533

269
8,480
3,120

$ 012
1,441

1,798
1,944

(0.026)

Year Ended December 31,

2004(1)

(In millions except per share and ratio data)

$ 1,950
13,800

191
1,767
9,110
3,074

$ 012
2,050

2,342
1,837

0.001

2003(1)

$ 2,998
13,477

151
2,944
8,100
3,051

$ 0.08
1,221

1,920
1,608

0.012

2002(1)

$ 2564
12,004

165
2,797
6,994
3,008

$ 0.04
995

1,713
1,382

0.057

2001(1)

$ 2444
10,798

130
2,772
6,075
2,978

$ 0.04
1,700

2,057
1,320

0.075

(1) On November 16, 2000, we issued $2,146 million initial aggregate principal amount of zero-coupon senior
convertible bonds due 2010 (the 2010 Bonds ), for net proceeds of $1,458 million; in 2003, we repurchased on the
market approximately $1,674 million aggregate principal amount at maturity of 2010 Bonds. During 2004, we
completed the repurchase of our 2010 Bonds and repurchased on the market approximately $472 million aggregate
principal amount at maturity for a total amount paid of $375 million. In 2001, we redeemed the remaining
$52 million of our outstanding Liquid Yield Option Notes due 2008 (our 2008 LYONs ) and converted them into
common shares in May and June 2001. In 2001, we repurchased 9,400,000 common shares for $233 million, and
in 2002, we repurchased an additional 4,000,000 shares for $115 million. We reflected these purchases at cost as a
reduction of shareholders equity. The repurchased shares have been designated to fund share compensation
granted to employees under our 2001 employee stock plan and may be used for subsequent grants. In August
2003, we issued $1,332 million principal amount at maturity of our 2013 Bonds with a negative yield of 0.5% that
resulted in a higher principal amount at issuance of $1,400 million and net proceeds of $1,386 million. During
2004, we repurchased all of our outstanding Liquid Yield Option Notes due 2009 (our 2009 LYONs ) for a total

amount of cash paid of $813 million.

(2) Other income and expenses, net includes, among other things, funds received through government agencies for
research and development expenses, the cost of new production facilities start-ups, foreign currency gains and
losses, gains on sales of marketable securities, the costs of certain activities relating to intellectual property and,
for periods prior to 2002, goodwill amortization. Our reported research and development expenses are mainly in
the areas of product design, technology and development, and do not include marketing design center costs, which
are accounted for as selling expenses, or process engineering, pre-production and process-transfer costs, which are

accounted for as cost of sales.

Table of Contents
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(3) Capital stock consists of common stock and capital surplus.

(4) Capital expenditures are net of certain funds received through government agencies, the effect of which is to
decrease depreciation.

(5) Net debt (cash) to total shareholders equity ratio is a non-U.S. GAAP financial measure. The most directly
comparable U.S. GAAP financial measure is considered to be Debt-to-Equity Ratio . However, this ratio measures
gross debt relative to equity, and does not reflect the current cash position of the Company. We believe that our
net debt (cash) to total shareholders equity ratio is useful to investors as a measure of our financial position and
leverage. The ratio is computed on the basis of our net financial position divided by total shareholders equity. Our
net financial position is the difference between our total cash position (cash and cash equivalents) net of total
financial debt (bank overdrafts, current portion of long-term debt and long-term debt). For more information on
our net financial position, see Item 5. Operating and Financial Review and Prospects Liquidity and Capital
Resources Capital Resources Net financial position . Our computation of net debt (cash) to total shareholders
equity ratio may not be consistent with that of other companies, which could make comparability difficult.

6
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Risk Factors
Risks Related to the Semiconductor Industry

The semiconductor industry is highly cyclical and periodic downturns in the semiconductor industry affect our

business and results of operations.

The semiconductor industry is highly cyclical and has been subject to significant economic downturns at various
times. Downturns are typically characterized by production overcapacity, accelerated erosion of average selling prices,
high inventory levels, diminished demand and reduced revenues. Downturns may be the result of industry-specific
factors, such as excess capacity, product obsolescence, price erosion, evolving standards, changes in end-customer
demand, and/or macroeconomic trends impacting the economies of one or more of the world s major regions: Asia, the
United States, Europe and Japan.

According to published industry data, worldwide sales of semiconductor products, while generally increasing over
the long term, have fluctuated significantly on a yearly basis over the past several years. According to the World
Semiconductor Trade Statistics ( WSTS ), sales increased in 1995, 1997, 1999, 2000, 2002, 2003, 2004 and 2005 but
decreased in 1996 and 1998. For 2001, the market also decreased by approximately 32%. For 2002, 2003, 2004 and
2005, the increase was approximately 1%, 18%, 28% and 7%, respectively.

In certain years, the increase in the sales of semiconductor products is driven primarily by an increase in the
number of units sold, while industry overcapacity and excess supply over demand worldwide have continued to
exercise a downward pressure on average selling prices. In 2005, the market increase was driven both by improved
demand and by an average selling price increase, although in each case the improvement was less than in 2004.

Such macroeconomic trends relate to the semiconductor industry as a whole and not necessarily to the individual
semiconductor markets to which we sell our products.

We have experienced revenue volatility and market downturns in the past and may experience them in the future.

Downturns in the semiconductor industry, reduction in demand for end products which incorporate the
semiconductor products we supply, or increased competition driven by overcapacity exercising a downward pressure
on prices, have in the past, and could in the future, have a significant adverse impact on our results of operations.

Increases in production capacity for semiconductor products may lead to overcapacity, which in turn may lead

to plant closures, asset impairments, restructuring charges and inventory write-offs.

Capital investments for semiconductor manufacturing equipment are made both by integrated semiconductor
companies like us and by specialist semiconductor foundry companies, which are subcontractors that manufacture
semiconductors designed by others.

According to data published by industry sources, investments in worldwide semiconductor fabrication capacity
totaled approximately $37.7 billion in 2001, $26.1 billion in 2002, $29.5 billion in 2003, $45.7 billion in 2004 and an
estimated $46.1 billion in 2005, or approximately 27%, 19%, 18%, 22% and 20%, respectively, of the total available
market for these years. The net increase of manufacturing capacity, defined as the difference between capacity
additions and capacity reductions pursuant to closures, may exceed demand requirements, leading to over-supply
situations, price erosion, and industry downturns. Overcapacity and cost optimization have led us, in recent years, to
close manufacturing facilities that used more mature process technologies. In 2001, we closed our 150-mm wafer
manufacturing facility in Ottawa, Canada. In 2002, we closed our 150-mm wafer manufacturing facility in Rancho
Bernardo, California, and in 2004, we closed our 150-mm wafer manufacturing facility in Rennes, France and our
back-end facility in Tuas, Singapore. Pursuant to these closures and as a result of some of our more mature fabrication
facility capacity being only partially used, in 2001 we recorded impairment, restructuring charges and related closure
costs totaling $346 million. In 2002, we recorded impairment, restructuring charges and related closure costs of
$34 million. In 2003, we recorded impairment, restructuring charges and other related closure costs of $205 million in
connection with the plan announced in October 2003 to increase our cost competitiveness by restructuring our
150-mm fab operations and part of our back-end operations. In 2004, we recorded impairment, restructuring charges
and related closure costs of $76 million. In 2005, the amount of impairment, restructuring charges and other related
closure pre-tax costs

7
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amounted to $128 million. See Item 5. Operating and Financial Review and Prospects Impairment, Restructuring
Charges and Other Related Closure Costs .

Through the period ended December 31, 2005, we have incurred $294 million of the announced approximate
$350 million in pre-tax charges associated with the restructuring plan that was defined on October 22, 2003, and
which is now expected to be substantially completed in the second half of 2006.

In January 2005, we announced plans to reduce our Access technology programs for customer premises equipment
( CPE ) modem products. On May 16, 2005, we announced a head count restructuring plan that, combined with other
already announced initiatives, will aim to reduce our workforce by 3,000 outside Asia by the second half of 2006.
From these new measures estimated to cost between $100 to $130 million, we anticipate additional savings of
$90 million per year, at completion of the plan. On June 8, 2005, we specified our restructuring efforts by announcing
the following: our workforce gross reduction in Europe will represent about 2,300 jobs of the 3,000 already
announced; we will pursue the conversion of 150-mm and 200-mm production tools; we will optimize on a global
scale our Electrical Wafer Sorting (EWS) activities; we will harmonize and rationalize our support functions and we
will disengage from certain activities.

As of December 31, 2005, these decisions had resulted in total charges of approximately $114 million for
intangible assets and goodwill related to the CPE product lines and the other restructuring charges, out of an estimated
range of $175 to $205 million.

No assurances can be given that future changes in the market demand for our products, overcapacity, obsolescence
in our manufacturing facilities and market downturns may not require us to test for and record additional impairment
and restructuring charges, which may have a material adverse effect on our business, financial condition and results of
operations.

Competition in the semiconductor industry is intense, and we may not be able to compete successfully if our
product design technologies, process technologies and products do not meet market requirements.
We compete in different product lines to various degrees on the following characteristics:
price;
technical performance;
product features;
product system compatibility;
product design and technology;
timely introduction of new products;
product availability;
manufacturing yields; and
sales and technical support.
Competition in the semiconductor industry as a whole is intense, and if our products are not selected based on any
of these factors, our business, financial condition and results of operations could be materially adversely affected.
We also face significant competition in each of our product lines. Like us, many of our competitors offer a large
variety of products. Some of our competitors may have greater financial and/or more focused research and
development resources than we do. If these competitors substantially increase the resources they devote to developing

and marketing products which compete with ours, we may not be able to compete effectively. Any consolidation
among our competitors could enhance their product offerings, manufacturing efficiency and financial resources,
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further strengthening their competitive position.

In many of the market segments in which we compete for business, we depend on winning highly
competitive selection processes to design products and technologies for use in our customers equipment and
products, and failure to be selected or to execute could materially adversely affect our business in that market
segment. Even after we win and begin a product design, a customer may cancel or change

8
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its product plans, which could cause us to generate no sales from a product and materially adversely affect our
results of operations.

One of our focuses is on winning competitive bid selection processes, known as product design wins , to develop
products for use in our customers equipment and products. These selection processes can be lengthy and require us to
incur significant design and development expenditures, with no guarantee of winning or generating revenue. Delays in
developing new products with anticipated technological advances and failure to win new design projects for customers
or in commencing volume shipments of new products may have an adverse effect on our business. In addition, there
can be no assurance that new products, if introduced, will gain market acceptance or will not be adversely affected by
new technological changes or new product announcements by other competitors that may have greater resources or are
more focused than we are. Because we typically focus on only a few customers in a product area, the loss of a design
win can sometimes result in our failure to offer a generation of a product. This can result in lost sales and could hurt
our position in future competitive selection processes because we may be perceived as not being a technology or
industry leader.

After winning a product design from one of our customers, we may still experience delays in generating revenue
from our products as a result of the lengthy development and design cycle. In addition, a delay or cancellation of a
customer s plans could significantly adversely affect our financial results, as we may have incurred significant expense
and generated no revenue. Finally, if our customers fail to successfully market and sell their own products, it could
materially adversely affect our business, financial condition and results of operations as the demand for our products
falls.

Semiconductor and other products we design and manufacture are characterized by rapidly changing
technology, and our success depends on our ability to develop and manufacture complex products cost-
effectively and to scale.

The market for our products is characterized by rapidly changing technology. Some of our products have average
life cycles of less than one year. Therefore, our success is highly dependent upon our ability to develop and
manufacture increasingly complex new products quickly on a cost-effective basis and to scale. Semiconductor design
and process technologies are also subject to constant technological improvements and require large expenditures for
capital investment, advanced research and technology development. If we experience substantial delays or are unable
to develop new design or process technologies, our results of operations could be adversely affected. In certain cases,
it may be necessary to incur costs to acquire technology from third parties, which may affect our results of operations
and margins without any guarantee of success. We charged $58 million as annual amortization expense on our
consolidated statement of income in 2005, related to technologies and licenses acquired from third parties through the
end of 2005. As of December 31, 2005, the residual value, net of amortization, registered in our consolidated balance
sheet for these technologies and licenses was $110 million.

The competitive environment of the semiconductor industry may lead to further measures to improve our

competitive position and cost structure, which in turn may result in loss of revenues, asset impairments and/or

capital losses.

We are continuously considering various measures to improve our competitive position and cost structure in the
semiconductor industry. In February 2005, we decided to stop work on a reference design chipset for the GSM/ GPRS
market and announced plans to reduce our Access technology programs for CPE products. In May 2005, we
announced additional restructuring efforts to improve profitability. See  Increases in production capacity for
semiconductor products may lead to overcapacity, which in turn may lead to plant closures, asset impairments,
restructuring charges and inventory write-offs . In recent years our sales have increased at a slower pace than the
semiconductor industry as a whole and our market share has declined. There is no assurance that such decline will not
continue or accelerate, if we are not able to accelerate product innovation, extend our customer base, realize
manufacturing improvements and/or otherwise control our costs. We may also in the future, if we consider that market
conditions so require, consider additional measures to improve our cost structure and competitiveness in the
semiconductor market, which may lead to discontinuation of certain product families or additional restructurings,
which in turn may result in loss of revenues, asset impairments and/or capital losses.
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The competitive environment of the semiconductor industry may lead to conditions in which we may seek to
acquire a competitor or become an acquisition target.
The competitive environment of the semiconductor industry and the high costs associated with developing our
products and manufacturing technologies may lead to further consolidation in the industry in order to
9
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improve economies of scale or improve the focus of our product portfolio and/or market applications. In this
environment, we may seek to acquire a competitor to improve our market position and related applications and
products. We also may become a target for a company looking to improve its competitive position. Such an
occurrence may take place at any time with consequences that we are not in a position to predict.

Risks Related to Our Operations

Our research and development efforts are increasingly expensive and dependent on alliances, and our business,
results of operations and prospects could be materially adversely affected by the failure or termination of such
alliances in developing new process technologies in line with market requirements.

We are increasingly dependent on alliances to develop or access new technologies. For example, we are
cooperating with Freescale (formerly a division of Motorola Inc.) and Philips for the joint research and development
of CMOS process technology to provide 90-nm to 32-nm chip technologies on 300-mm wafers, as well as the
operation of a 300-mm wafer pilot line fab in Crolles2 under a long-term agreement whose initial term has been set
through December 31, 2007 and which will be automatically extended until December 3, 2010, unless either
Freescale, Philips or we serve a written notice of termination prior to December 31, 2006. In 2005, we extended this
agreement to cover 300-mm wafer testing and packaging, as well as the development and licensing of core libraries
and IP. There can be no assurance that we will be able to renew this agreement upon expiration of its final term.
Additionally, the agreement allows for termination of the agreement if a change of control occurs in one of the parties.
The non-renewal or termination of our Crolles2 alliance could have a material adverse effect on our ability to continue
the development of advanced CMOS process technologies as currently proposed because it could require us to
significantly increase our expenses and/or require us to find additional parties with no guarantee of success.
Furthermore, we have a joint development agreement with Hynix for the development of NAND Flash memories and
to build and operate a front-end memory-manufacturing facility in Wuxi City, Jiangsu Province, China. The
development is dependent on financing from Hynix and from local government authorities, which we cannot assure
will occur.

There can be no assurance that our alliances will be successful or will enable us to develop and access new
technologies in due time, in a cost-effective manner and/or to meet customer demands. Furthermore, if these alliances
fail to accomplish their intended goals or terminate before our intended goals are accomplished we may lose our
investment, or incur additional unforeseen costs, and our business, results of operations and prospects could be
materially adversely affected. In addition, if the Crolles2 or Hynix alliances or other alliances we enter into do not
succeed in developing or accessing technologies that are commercially accepted, or if we are unable to develop or
otherwise access such new technologies independently, we may fail to keep pace with the rapid technology advances
in the semiconductor industry, our participation in the overall semiconductor industry may decrease and we may also
lose market share in the market addressed by our products.

Loss of key employees could hurt our competitive position.

As is common in the semiconductor industry, success depends to a significant extent upon our key senior
executives and research and development, engineering, marketing, sales, manufacturing, support and other personnel.
Our success also depends upon our ability to continue to attract, retain and motivate qualified personnel. The
competition for such employees is intense, and the loss of the services of any of these key personnel without adequate
replacement or the inability to attract new qualified personnel could have a material adverse effect on us.

In difficult market conditions, our high fixed costs adversely impact our results.

In less favorable industry environments, we are driven to reduce prices in response to competitive pressures and
we are also faced with a decline in the utilization rates of our manufacturing facilities due to decreases in product
demand. Since the semiconductor industry is characterized by high fixed costs, we are not always able to reduce our
total costs in line with revenue declines. Reduced average selling prices for our products, therefore adversely affect
our results of operations. Furthermore, in periods of reduced customer demand for our products, our wafer fabrication
plants ( fabs ) do not operate at full capacity and the costs associated with the excess capacity are charged directly to
cost of sales. Over the last five years, our gross profit margin has varied from a high of 44.5% in the first quarter of
2001 to a low of 31.7% in the fourth quarter of 2001. We cannot guarantee that difficult market conditions will not
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adversely affect the capacity utilization of our fabs and, consequently our future gross margins. We cannot guarantee
that increased competition in our core product markets will not lead to further price erosion, lower revenue growth
rates and lower margins in the future.
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Our financial results can be adversely affected by fluctuations in exchange rates, principally in the value of the

U.S. dollar.

A significant variation of the value of the U.S. dollar against the principal currencies which have a material impact
on us (primarily the euro, but also certain other currencies of countries where we have operations) could result in a
favorable impact on our net income in the case of an appreciation of the U.S. dollar, or a negative impact on our net
income if the U.S. dollar depreciates relative to these currencies. Currency exchange rate fluctuations affect our results
of operations because our reporting currency is the U.S. dollar, in which we receive the major part of our revenues,
while, more importantly, we incur the majority of our costs in currencies other than the U.S. dollar. Certain significant
costs incurred by us, such as manufacturing labor costs and depreciation charges, selling, general and administrative
expenses, and research and development expenses, are incurred in the currencies of the jurisdictions in which our
operations are located.

In order to reduce the exposure of our financial results to the fluctuations in exchange rates, our principal strategy
has been to balance as much as possible the proportion of sales to our customers denominated in U.S. dollars with the
amount of purchases from our suppliers denominated in U.S. dollars and to reduce the weight of the other costs,
including labor costs and depreciation, denominated in euros and in other currencies. In order to further reduce our
exposure to U.S. dollar exchange rate fluctuations, we have hedged certain line items on our income statement, in
particular with respect to a portion of the cost of goods sold, most of the research and development expenses and
certain selling and general and administrative expenses located in the euro zone. No assurance can be given that the
value of the U.S. dollar will not actually appreciate with the hedging transaction potentially preventing us from
benefiting from lower euro-denominated manufacturing costs when translated into our U.S. dollar-based accounts. See

Item 5. Operating and Financial Review and Prospects Impact of Changes in Exchange Rates and Item 11.
Quantitative and Qualitative Disclosures About Market Risk .

Our Consolidated Financial Statements for 2005 include income and expense items translated at the average rate
for the period. In 2005, the effective average U.S. dollar exchange rate, which reflects the current exchange rate levels
and the impact of certain hedging contracts was 1.00 for $1.28 compared to an actual exchange rate of 1.00 for $1.23
in 2004.

A decline of the U.S. dollar compared to the other major currencies that affect our operations negatively impacts
our expenses, margins and profitability, especially if we are unable to balance or shift our euro-denominated costs to
other currency areas or to U.S. dollars. Any such actions may not be immediately effective, could prove costly and
their implementation could prove demanding on our management resources.

Because we have our own manufacturing facilities, our capital needs are high compared to competitors who do

not produce their own products.

As a result of our strategic choice to maintain control of our advanced proprietary manufacturing technologies to
serve our customer base and develop our strategic alliances, we require significant amounts of capital to build,
expand, modernize and maintain our facilities. Some of our competitors, however, do not manufacture their own
products and therefore do not require significant capital expenditures for their facilities. Our capital expenditures have
been significant in recent years. See Item 5. Operating and Financial Review and Prospects Liquidity and Capital
Resources . Our capital expenditures were $1.4 billion in 2005 and we currently expect our 2006 capital expenditures
to be approximately $1.8 billion. Our costs are also increasing as the complexity of the individual manufacturing
equipment increases. We have the flexibility to modulate our investments up or down in response to changes in
market conditions, and we are prepared to accelerate investments in leading-edge technologies if market conditions
require. We will continue to monitor our level of capital spending taking into consideration factors such as trends in
the semiconductor market and capacity utilization.

To stay competitive in the semiconductor industry, we must transition certain products to 300-mm manufacturing
technology, which is much more expensive than 150-mm or 200-mm technologies. Currently, all of our fabs process
wafers with diameters of 150-mm or 200-mm. We are developing 300-mm process technology on a pilot line at
Crolles2, with our partners Philips and Freescale. We have also constructed a building in Catania (Italy), which is not
yet equipped, for the volume production of 300-mm wafers. In addition, we are developing 300-mm technology for
the production of memory products with our joint venture partner Hynix.
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There can be no assurance that we will be successful in transitioning certain products to 300-mm technology or
that we will be able to make further investments in developing 300-mm technology. If we are unable to make further
investments in or access 300-mm technology or build 300-mm manufacturing facilities for volume
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production, our ability to develop and market new products could suffer, which could, in turn, have a material adverse
effect on our business, financial condition and results of operations.

Any of the foregoing may require us to issue additional debt or equity, or both, and if we are unable to access such
capital on acceptable terms, this may adversely affect our business and results of operations. The timing and size of
any new share, convertible bond or straight bond offering would depend upon market conditions as well as a variety
of factors, and any such transaction or any announcement concerning such a transaction could materially impact
market price of our common shares.

We may also need additional funding in the coming years to finance our investments, or purchase other

companies or technologies developed by third parties.

In an increasingly complex and competitive environment, we may need to invest in other companies, and/or in
technology developed by third parties to improve our position on the market. We may also consider acquisitions to
complement or expand our existing business. Furthermore, we may need to rely on public funding as we transition to
300-mm manufacturing technology. We are dependent on public funding for equipping the 300-mm wafers production
facility in Catania (Italy) and there can be no assurance that we will obtain this public funding, as planned. If such
planned funding does not materialize, we may lack financial resources to continue with our investment plan for this
facility, which in turn could lead us to discontinue our investment in such facility and consequentially incur significant
impairments. Any of the foregoing may also require us to issue additional debt, equity, or both. If we are unable to
access such capital on acceptable terms this may adversely affect our business and results of operations. Existing loan
agreements for local funding of our Singapore and China legal entities contain financial covenants.

Our operating results may vary significantly from quarter to quarter and annually and may differ significantly

Jrom our expectations or guidance.

Our operating results are affected by a wide variety of factors that could materially and adversely affect revenues
and profitability or lead to significant variability of operating results. These factors include, among others, the
cyclicality of the semiconductor and electronic systems industries, capital requirements, inventory management,
availability of funding, competition, new product developments, technological changes and manufacturing problems.
Furthermore, our effective tax rate currently takes into consideration certain favorable tax rates and incentives, which,
in the future, may not be available to us. See Note 21 to our Consolidated Financial Statements. In addition, a number
of other factors could lead to fluctuations in quarterly and annual operating results, including:

performance of our key customers in the markets they serve;

order cancellations or reschedulings by customers;

excess inventory held by customers leading to reduced bookings or product returns by key customers;
manufacturing capacity and utilization rates;

restructuring and impairment charges;

fluctuations in currency exchange rates, particularly between the U.S. dollar and other currencies in jurisdictions
where we have activities;

intellectual property developments;
changes in distribution and sales arrangements;
failure to win new design projects;

manufacturing performance and yields;
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product liability or warranty claims;

litigation;

acquisitions or divestitures;

problems in obtaining adequate raw materials or production equipment on a timely basis; and

property damage or business interruption losses resulting from a catastrophic event not covered by insurance.
12
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Unfavorable changes in any of the above factors have in the past and may in the future adversely affect our
operating results. Furthermore, in periods of industry overcapacity or when our key customers encounter difficulties in
their end markets, orders are more exposed to cancellations, reductions, price renegotiation or postponements, which
in turn reduce our management s ability to forecast the next quarter or full year production levels, revenues and
margins. For these reasons and others that we may not yet have identified, our revenues and operating results may
differ materially from our expectations or guidance as visibility is reduced. See Item 4. Information on the Company
Backlog .

Our business is dependent in large part on continued growth in the industries and segments into which our
products are sold and in our ability to attract and retain new customers. A market decline in any of these
industries or our inability to attract new customers could have a material adverse effect on our results of
operations.

We derive and expect to continue to derive significant sales from the telecommunications equipment and
automotive industries, as well as the home, personal and consumer segments generally. Growth of demand in the
telecommunications equipment and automotive industries as well as the home, personal and consumer segments, has
in the past and may in the future, fluctuate significantly based on numerous factors, including:

spending levels of telecommunications equipment and/or automotive providers;

development of new consumer products or applications requiring high semiconductor content;
evolving industry standards;
the rate of adoption of new or alternative technologies; and

demand for automobiles, consumer confidence and general economic conditions.

We cannot assure you of the rate, or the extent to which, the telecommunications equipment or automotive
industries or the home, personal or consumer segments will grow, if at all. Any decline in these industries or segments
could result in slower growth or a decline in demand for our products, which could have a material adverse effect on
our business, financial condition and results of operations. In recent years, our sales have increased at a slower pace
than the semiconductor industry as a whole and our market share has declined.

In addition, projected industry growth rates may not materialize as forecasted, resulting in spending on process
and product development well ahead of market requirements, which could have a material adverse effect on our
business, financial condition and results of operations.

Our business is dependent upon our ability to attract and retain new customers. The competition for such new
customers is intense. There can be no assurance that we will be successful in attracting and retaining new customers.
Our failure to do so could materially adversely affect our business, financial position and results of operations.

Our operating results can also vary significantly due to impairment of goodwill and other intangible assets

incurred in the course of acquisitions, as well as to impairment of tangible assets due to changes in the business

environment.

Our operating results can also vary significantly due to impairment of goodwill booked pursuant to acquisitions
and to the purchase of technologies and licenses from third parties. As of December 31, 2005, the value registered on
our audited consolidated balance sheet for goodwill was $221 million and the value for technologies and licenses
acquired from third parties was $110 million, net of amortization. Because the market for our products is characterized
by rapidly changing technologies, and because of significant changes in the semiconductor industry, our future cash
flows may not support the value of goodwill and other intangibles registered in our balance sheet. Furthermore, the
ability to generate revenues for our fixed assets located in Europe may be impaired by an increase in the value of the
euro with respect to the U.S. dollar, as the revenues from the use of such assets are generated in U.S. dollars. We are
required to annually test goodwill and to assess the carrying values of intangible and tangible assets when impairment
indicators exist. As a result of such tests, we could be required to book impairment in our statement of income if the

Table of Contents 24



Edgar Filing: STMICROELECTRONICS NV - Form 20-F

carrying value in our balance sheet is in excess of the fair value. The amount of any potential impairment is not
predictable as it depends on our estimates of projected market trends, results of operations and cash flows. Any
potential impairment, if required, could have a material adverse impact on our results of operations.
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Disruptions in our relationships with any one of our key customers could adversely affect our results of

operations.

A substantial portion of our sales is derived from several large customers, some of whom have entered into
strategic alliances with us. As of December 31, 2005, our largest customer was Nokia, which accounted for 22.4% of
our 2005 net revenues, compared to 17.1% in 2004 and 17.9% in 2003. In 2005, our top ten OEM customers
accounted for approximately 50% of our net revenues, compared to approximately 44% of our 2004 net revenues and
46% of our 2003 net revenues. We cannot guarantee that our largest customers will continue to book the same level of
sales with us that they have in the past and will not solicit alternative suppliers. Many of our key customers operate in
cyclical businesses that are also highly competitive, and their own demands and market positions may vary
considerably. Such customers have in the past, and may in the future, vary order levels significantly from period to
period, request postponements to scheduled delivery dates or modify their bookings. Approximately 18% of our net
revenues were made through distributors in 2003, increasing in 2004 to approximately 21% and decreasing back to
approximately 18% in 2005. We cannot guarantee that we will be able to maintain or enhance our market share with
our key customers or distributors. If we were to lose one or more design wins for our products with our key customers
or distributors, or if any key customer were to reduce or change its bookings, seek alternate suppliers, increase its
product returns or fail to meet its payment obligations, our business financial condition and results of operation could
be materially adversely affected. If customers do not purchase products made specifically for them, we may not be
able to resell such products to other customers or require the customers who have ordered these products to pay a
cancellation fee. Furthermore, developing industry trends, including customers use of outsourcing and new and
revised supply chain models, may reduce our ability to forecast the purchase date for our products and evolving
customer demand, thereby affecting our revenues and working capital requirements. For example, pursuant to industry
developments, some of our products are required to be delivered on consignment to customer sites with recognition of
revenue delayed until such time, which must occur within a defined period of time, when the customer chooses to take
delivery of our products from our consignment stock.

Because we depend on a limited number of suppliers for raw materials and certain equipment, we may

experience supply disruptions if suppliers interrupt supply or increase prices.

Our ability to meet our customers demand to manufacture our products depends upon obtaining adequate supplies
of quality raw materials on a timely basis. A number of materials are available only from a limited number of
suppliers, or only from a limited number of suppliers in a particular region. In addition, we purchase raw materials
such as silicon wafers, lead frames, mold compounds, ceramic packages and chemicals and gases from a number of
suppliers on a just-in-time basis. Although supplies for the raw materials we currently use are adequate, shortages
could occur in various essential materials due to interruption of supply or increased demand in the industry. We also
purchase semiconductor manufacturing equipment from a limited number of suppliers and because such equipment is
complex it is difficult to replace one supplier with another or to substitute one piece of equipment for another. In
addition, suppliers may extend lead times, limit our supply or increase prices due to capacity constraints or other
factors. Furthermore, suppliers tend to focus their investments on providing the most technologically advanced
equipment and materials and may not be in a position to address our requirements for equipment or materials of older
generations. Shortages of supplies have in the past impacted and may in the future impact the semiconductor industry,
in particular with respect to silicon wafers due to increased demand and decreased production. Although we work
closely with our suppliers to avoid these types of shortages, there can be no assurances that we will not encounter
these problems in the future. Our quarterly or annual results of operations would be adversely affected if we were
unable to obtain adequate supplies of raw materials or equipment in a timely manner or if there were significant
increases in the costs of raw materials or problems with the quality of these raw materials.

Our manufacturing processes are highly complex, costly and potentially vulnerable to impurities, disruptions or

inefficient implementation of production changes that can significantly increase our costs and delay product

shipments to our customers.

Our manufacturing processes are highly complex, require advanced and increasingly costly equipment and are
continuously being modified or maintained in an effort to improve yields and product performance. Impurities or other
difficulties in the manufacturing process can lower yields, interrupt production or result in losses of products in
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process. As system complexity and production changes have increased and sub-micron technology has become more
advanced, manufacturing tolerances have been reduced and requirements for precision have become even more
demanding. Although in the past few years we have significantly enhanced our manufacturing capability in terms of
efficiency, precision and capacity, we have from time to time experienced bottlenecks and
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production difficulties that have caused delivery delays and quality control problems, as is common in the
semiconductor industry. We cannot guarantee that we will not experience bottlenecks, production or transition
difficulties in the future. In addition, during past periods of high demand for our products, our manufacturing facilities
have operated at high capacity, which has led to production constraints. Furthermore, if production at a manufacturing
facility is interrupted, we may not be able to shift production to other facilities on a timely basis, or customers may
purchase products from other suppliers. In either case, the loss of revenue and damage to the relationship with our
customer could be significant. Furthermore, we periodically transfer production equipment between production
facilities and must ramp up and test such equipment once installed in the new facility before it can reach its optimal
production level.

As is common in the semiconductor industry, we have, from time to time, experienced and may in the future
experience difficulties in transferring equipment between our sites, ramping up production at new facilities or
effecting transitions to new manufacturing processes. Our operating results may be adversely affected by an increase
in fixed costs and operating expenses linked to production if revenues do not increase commensurately with such fixed
costs and operating expenses.

We may be faced with product liability or warranty claims.

Despite our corporate quality programs and commitment, our products may not in each case comply with
specifications or customer requirements. Although our practice, in line with industry standards, is to contractually
limit our liability to the repair, replacement or refund of defective products, warranty or product liability claims could
result in significant expenses relating to compensation payments to maintain good customer relationships or related to
the costs of defending against such claims and damages awarded if litigation occurs. In the event of a warranty claim,
we may also incur costs if we decide to compensate the affected customer. There is no guarantee that our insurance
policies will be available or adequate to protect against all such claims. In addition, it is possible for one of our
customers to recall a product containing one of our parts. Costs or payments we may make in connection with
warranty claims or product recalls may adversely affect our results of operation.

If our outside foundry suppliers fail to perform, this could adversely affect our ability to exploit growth

opportunities.

We currently use outside suppliers or foundries primarily for high-speed complementary metal-on silicon oxide
semiconductor ( HCMOS ) wafers and nonvolatile memory technology. If our outside suppliers are unable to satisfy
our demand, or experience manufacturing difficulties, delays or reduced yields, our results of operations and ability to
satisfy customer demand could suffer. In addition, purchasing rather than manufacturing these products may adversely
affect our gross profit margin if the purchase costs of these products are higher than our own manufacturing costs. Our
internal manufacturing costs include depreciation and other fixed costs, while costs for products outsourced are based
on market conditions. Prices for foundry products also vary depending on capacity utilization rates at our suppliers,
quantities demanded, product technology and geometry. Furthermore, these outsourcing costs can vary materially
from quarter-to-quarter and, in cases of industry shortages, they can increase significantly further, negatively
impacting our gross margin.

We depend on patents to protect our rights to our technology.

We depend on our ability to obtain patents and other intellectual property rights covering our products and their
design and manufacturing processes. We intend to continue to seek patents on our inventions relating to product
designs and manufacturing processes. However, the process of seeking patent protection can be long and expensive,
and we cannot guarantee that we will receive patents from currently pending or future applications. Even if patents are
issued, they may not be of sufficient scope or strength to provide meaningful protection or any commercial advantage.
In addition, effective patent, copyright and trade secret protection may be unavailable or limited in some countries.
Competitors may also develop technologies that are protected by patents and other intellectual property and therefore
either be unavailable to us or be made available to us subject to adverse terms and conditions. We have in the past
used our patent portfolio to negotiate broad patent cross-licenses with many of our competitors enabling us to design,
manufacture and sell semiconductor products, without fear of infringing patents held by such competitors. We may
not, however, in the future be able to obtain licenses or other rights to protect necessary intellectual property on
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We have from time to time received, and may in the future receive, communications alleging possible
infringement of patents and other intellectual property rights of others. Furthermore, we may become involved in
costly litigation brought against us regarding patents, mask works, copyrights, trademarks or trade secrets. We are
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currently involved in patent litigation with SanDisk Corporation with respect to our flash memory products and in
litigation with Tessera, Inc. See Item 8. Financial Information Legal Proceedings . In the event that the outcome of
any litigation would be unfavorable to us, we may be required to obtain a license to the underlying intellectual
property right upon economically unfavorable terms and conditions, possibly pay damages for prior use and/or face an
injunction, all of which, singly or in the aggregate, could have a material adverse effect on our results of operations
and ability to compete.

Finally, litigation could cost us financial and management resources necessary to enforce our patents and other
intellectual property rights or to defend against third party intellectual property claims, when we believe that the
amounts requested for a license are unreasonable.

Some of our production processes and materials are environmentally sensitive, which could lead to increased

costs due to environmental regulations or to damage to the environment.

We are subject to a variety of laws and regulations relating, among other things, to the use, storage, discharge and
disposal of chemicals, gases and other hazardous substances used in our manufacturing processes, air emissions, waste
water discharges, waste disposal, as well as the investigation and remediation of soil and ground water contamination.
European Directive 2002/96/ EC ( WEEE Directive) imposes a take back obligation on manufacturers for the financing
of the collection, recovery and disposal of electrical and electronic equipment. Additionally, European Directive
2002/95/ EC ( ROHS Directive) will ban the use of lead and some flame retardants in electronic components beginning
in July 2006. Our activities in the EU are also subject to the European Directive 2003/87/ EC establishing a scheme
for greenhouse gas allowance trading, and to the applicable national implementing legislation. In addition, legislative
proposals by the European Commission will require the registration, evaluation and authorizations of a large number
of chemicals ( REACH ). The implementation of any such legislation could adversely affect our manufacturing costs or
product sales by requiring us to acquire costly equipment, materials or green-house gas allowances, or to incur other
significant expenses in adapting our manufacturing processes or waste and emission disposal processes. We are not in
a position to quantify specific costs, in part because these costs are part of our business process. Furthermore,
environmental claims or our failure to comply with present or future regulations could result in the assessment of
damages or imposition of fines against us, suspension of production or a cessation of operations and, as with other
companies engaged in similar activities, any failure by us to control the use of, or adequately restrict the discharge of
chemicals or hazardous substances could subject us to future liabilities. Any specific liabilities we identify as probable
would be reflected in our balance sheet. To date, we have not identified any such specific liabilities. We therefore
have not booked specific reserves for any specific environmental risks. See Item 4. Information on the Company
Environmental Matters .

We operate in many jurisdictions with highly complex and varied tax regimes. Changes in tax rules or the

outcome of tax assessments and audits could cause a material adverse effect on our results.

We operate in many jurisdictions with highly complex and varied tax regimes. Changes in tax rules or the outcome
of tax assessments and audits could have a material adverse effect on our results in any particular quarter. For
example, in 2005, we had an income tax expense of $8 million, as compared to an income tax expense of $68 million
in 2004. In 2005, we benefitted from a favorable reassessment of our deferred tax assets and liabilities due to changes
in enacted tax rates, and a favorable settlement of certain minor items relating to prior years tax audits. Our tax rate is
variable and depends on changes in the level of operating profits within various local jurisdictions and on changes in
the applicable taxation rates of these jurisdictions, as well as changes in estimated tax provisions due to new events.
We currently enjoy certain tax benefits in some countries, and these benefits may not be available in the future due to
changes within the local jurisdictions. As a result, our effective tax rate could increase in the coming years.

We are subject to the possibility of loss contingencies arising out of tax claims and provisions for specifically
identified income tax exposures. There can be no assurance that we will be successful in resolving such tax claims.
Our failure to do so and/or the need to increase our provisions for such claims could materially adversely affect our
financial position.
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We are required to prepare consolidated financial statements using both International Financial Reporting
Standards ( IFRS ) beginning with our 2005 results in addition to our consolidated financial statements
prepared pursuant to Generally Accepted Accounting Principles in the United States ( U.S. GAAP ) and dual
reporting may impair the clarity of our financial reporting.

We are incorporated in the Netherlands and our shares are listed on Euronext Paris and on the Borsa Italiana, and,
consequently, we are subject to an EU regulation issued on September 29, 2003 requiring us to report our results of
operations and consolidated financial statements using IFRS (previously known as International Accounting Standards
or IAS ). Since our creation in 1987, we have always prepared our Consolidated Financial Statements under
U.S. GAAP and intend to continue to do so, while at the same time complying with our reporting obligations under
IFRS by preparing a complementary set of our 2005 accounts or as may be otherwise requested by local stock
exchange authorities. Our decision to continue to apply U.S. GAAP in our financial reporting is designed to ensure the
comparability of our results to those of our competitors and the continuity of our reporting, thereby providing our
investors a clear understanding of our financial performance.

The obligation to report our Consolidated Financial Statements under IFRS will require us to prepare our results of
operations using two different sets of reporting standards, U.S. GAAP and IFRS, which are currently not consistent.
Such dual reporting could materially impair the clarity of our investor communications. The main potential areas of
discrepancy concern capitalization and amortization of development expenses required under IFRS and the accounting
for compound financial instruments. Furthermore, while we believe that all of our accounting systems were in place in
order to prepare a separate set of accounts pursuant to IFRS in January 2005, we may not be able to account for
capitalization of development expenses pursuant to IFRS in previous periods for comparative purposes. Our financial
condition and results of operations reported in accordance with IFRS will differ from our financial condition and
results of operations reported in accordance with U.S. GAAP, which could adversely affect the market price of our
common shares.

Certain accounting principles of U.S. GAAP are in flux and may lead to significant changes in the way we

account for our convertible debt instruments. These changes may lead to significant changes in our financial

Statements.

Certain U.S. GAAP accounting principles are in flux and pending proposed amendments are likely to be made.
Certain of these proposed changes may bring U.S. GAAP more closely into line with IFRS, while others are
independent of the move to converge generally accepted accounting principles. This state of flux makes it difficult for
us to predict how accounting rules may evolve over the near- and medium-term.

In particular, the Financial Accounting Standards Board ( FASB ) has identified accounting for convertible debt
instruments as an emerging accounting issue. FASB has announced a proposal that would involve uncoupling the debt
and equity components of convertible debt instruments, in line with the fair market value of the debt. Recognition of
interest expense in line with market rates under the FASB proposal may be considerably higher than the interest
currently being charged. In particular, we may be required to show a high interest charge with respect to our 2013
Bonds, if not redeemed in August 2006, and to our zero-coupon senior convertible bonds due 2016 ( 2016 Bonds ),
which we issued on February 23, 2006. See Item 5 Operating and Financial Review and Prospects Capital Resources .
Balance sheets would also be impacted because shareholders equity would be adjusted to show increased additional
paid-in capital for the value of the embedded conversion option. The current proposal could apply both to our existing
convertible debt instruments and any such instruments issued in the future. FASB s proposal draft and date of effect is
not yet defined. If a new rule is adopted in line with the above proposals, and if there is no provision that limits its
applicability to only those instruments issued in the future, we may be required to change the accounting for our
convertible bonds on our statement of income and on our balance sheet. There can be no assurance that these proposed
rules and regulations or any other laws, rules or regulations, will not be adopted in the future, any of which could
adversely affect our financial statements, make compliance more difficult or expensive, or otherwise adversely affect
our financial condition.

Changes in the accounting treatment of stock options and other share-based compensation could adversely

affect our results of operations.
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We have in the past accounted for share-based compensation to employees in accordance with Accounting
Principles Board Opinion No. 25, Accounting for Stock Issued to Employees, and as such generally recognize no
compensation cost for employee stock options. In December 2004, the FASB issued revised FAS No. 123,
Share-Based Payment, or FAS 123R, which requires companies to expense employee share-based compensation for
financial reporting purposes. We adopted FAS 123R in the fourth quarter of 2005. See Item 5. Operating and
Financial Review and Prospects and the Notes to the Consolidated Financial Statements. As a result, in the case
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of a distribution of new stock-based compensation, we are now required to value our employee stock-based
compensation pursuant to a financial valuation model, and then amortize that value against our reported earnings over
the vesting period in effect for those share-based compensation awards. This change in accounting treatment of
employee stock and other forms of stock-based compensation could materially and adversely affect our results of
operations, as the share-based compensation expense would be charged directly against our earnings. This change
resulted in a charge in the fourth quarter of 2005 and could have, in the future, an effect on our earnings per share,
which could negatively impact our future stock price.

In addition, we have, through the first part of 2005, used stock options as a key component of employee
compensation in order to align employees interests with the interests of our shareholders, encourage employee
retention, and provide competitive compensation packages. To the extent that FAS No. 123R or other new regulations
make it more difficult or expensive to grant options or other forms of stock-based compensation to employees, we
may incur increased compensation costs, change our equity compensation strategy, or find it difficult to attract, retain,
and motivate employees. Any of these results could materially and adversely affect our business and operating results.

Our common share price, operating results, net income, net income per share and net financial position may be

negatively affected by potential acquisitions.

While our growth to date has primarily been organic, we have in the past and may in the future make selected
acquisitions that we believe would complement or expand our existing business. We may pay for future acquisitions
with cash, our common shares or a combination of both. Acquisitions, if they occur, may have a dilutive effect for
existing shareholders and, whether they are paid for in cash or common shares, may negatively affect our common
share price. Announcements concerning potential acquisitions could be made at any time.

Acquisitions involve a number of risks that could adversely affect our operating results, including:

the diversion of management s attention;

the integration of acquired company operations and personnel;

the assumption of potential liabilities, disclosed or undisclosed, associated with the business acquired, which
liabilities may exceed the amount of indemnification available from the seller;

the risk that the financial and accounting systems utilized by the business acquired will not meet our standards;

the risk that the businesses acquired will not maintain the quality of products and services that we have
historically provided;

whether we are able to attract and retain qualified management for the acquired business;
whether we are able to retain customers of the acquired entity; and

the risk of goodwill and other intangible asset impairment, due to the inability of the business to meet
management s expectations at the time of the acquisition.

There can be no assurance that (a) we will be able to consummate future acquisitions on satisfactory terms, if at
all, (b) adequate financing will be available for future acquisitions on terms acceptable to us, if at all, or (c) any
operations acquired will be successfully integrated or that such operations will ultimately have a positive impact on
our business.

Reduction in the amount of state funding available to us or demands for repayment may increase our costs and

impact our results of operations.

Like many other manufacturers operating in Europe, we benefit from governmental funding for research and
development expenses and industrialization costs (which include some of the costs incurred to bring prototype
products to the production stage), as well as from incentive programs for the economic development of
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underdeveloped regions. Public funding may also be characterized by grants and/or low-interest financing for capital
investment and/or tax credit investments. See Item 4. Information on the Company Public Funding . We have entered
into public funding agreements in France and Italy, which set forth the parameters for state support to us under
selected programs. These funding agreements may require compliance with EU regulations and approval by EU
authorities.

We rely on receiving funds on a timely basis pursuant to the terms of the funding agreements. However, funding
of programs in France and Italy is subject to annual appropriation of available resources and
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compatibility with the fiscal provisions of their annual budgets, which we do not control, as well as to our continuing
compliance with all eligibility requirements. If we are unable to receive anticipated funding on a timely basis, or if
existing government-funded programs were curtailed or discontinued, or if we were unable to fulfill our eligibility
requirements, this could have a material adverse effect on our business, operating results and financial condition.
There is no assurance that any alternative funding would be available, or that, if available, it could be provided in
sufficient amounts or on similar terms.

The application for and implementation of such grants often involves compliance with extensive regulatory
requirements including, in the case of subsidies to be granted within the EU, notification to the European Commission
by the member state making the contemplated grant prior to disbursement. In particular, compliance with
project-related ceilings on aggregate subsidies defined under EU law often involves highly complex economic
evaluations. Furthermore, public funding arrangements are generally subject to annual and project-by-project reviews
and approvals. If we fail to meet applicable formal or other requirements, we may not be able to receive the relevant
subsidies or may be obliged to repay them which could have a material adverse effect on our results of operations.

The interests of our controlling shareholders, which are in turn controlled respectively by the French and

Italian governments, may conflict with investors interests.

We have been informed that as of December 31, 2005, STMicroelectronics Holding II B.V. ( ST Holding I ), a
wholly-owned subsidiary of STMicroelectronics Holding N.V. ( ST Holding ), owned 250,704,754 shares, or
approximately 27.6%, of our issued common shares. ST Holding is therefore effectively in a position to control
actions that require shareholder approval, including corporate actions, the election of our Supervisory Board and our
Managing Board and the issuance of new shares or other securities.

We have also been informed that the shareholders agreement among ST Holding s shareholders (the STH
Shareholders Agreement ), to which we are not a party, governs relations between our current indirect shareholders
Areva Group, Cassa Depositi e Prestiti S.p.A. ( CDP ) and Finmeccanica S.p.A. ( Finmeccanica ), each of which is
ultimately controlled by the French or Italian government, see Item 7. Major Shareholders and Related-Party
Transactions Major Shareholders . The STH Shareholders Agreement includes provisions requiring the unanimous
approval by shareholders of