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:3: Medium-Term Business Vision of the AVEX GROUP
To evolve into the “Entertainment Brand Company” with the
strongest creative and communication capabilities in Asia.

::: To Our Shareholders :::

The GROUP is pleased to inform shareholders of the business
results of the AVEX GROUP in our 20th Semiannual Business
Report.

The AVEX GROUP set forth its Medium-Term Business Vision
last year to further enhance its corporate value as a “creativity-
based company.” In Japan, we worked on building our own
platform through comprehensive approaches, such as reinforcing
our music and visual content distribution business and making a
full-scale entry into the visual content business as an
entertainment contents company. In the Asian markets—led by
the Chinese and South Korean markets—jointly with major local
companies, we promoted a strategy to build the strongest and
largest platform in Asia through capital and business tie-ups.

In the music business, we are endeavoring to enhance our artist
lineups, including discovering and nurturing new faces and
expanding music genres, so that we can create attractive artists
and quality contents. The GROUP strives to reinforce the
distribution of contents, not only in a conventional package but
also online, which is fast becoming a popular form of contents
distribution. We are aiming to establish a solid position as a
leading company within this new business model.

In the visual content business, we established a Visual Content
Business Headquarters last year to promote the production and
procurement of quality visual contents. We also embarked on full-
scale film production, thus aggressively expanding our business
frontiers. By taking advantage of the expertise that we have
accumulated in the music business to the maximum extent
possible, we are striving to establish our visual contents business
as a second pillar of the GROUP’s business operations, next to
the music business. To this end, we are aspiring to establish a
business model, the first in the industry, which only the AVEX
GROUP can formulate, by minimizing risks and expanding profit-
earning opportunities.

::: Organizational Structure of the AVEX GROUP

The entertainment markets in East Asia are currently growing
into a huge integrated market. | recognize that the Chinese
entertainment market, in particular, is experiencing dramatic
growth, as exemplified by the exploding demands for music and
visual contents, along with the creation of globally recognized
visual contents, and the rapidly growing information and
communication industry in mainland China. In this context, the
GROUP will also expand its market in the Chinese and other East
Asian markets to secure further growth potential. We aspire to
popularize the AVEX brand not only in Japan but also in Asia as a
whole.

The AVEX GROUP hopes that we continue to offer dreams and
impressions to customers who enjoy entertainment. We are
striving to make a concerted effort to push forward this drive for
the future.

The GROUP firmly believes that ensuring a long-term overall
return of profit to our shareholders is one of the most important
management policies of the GROUP. We have a policy to
maintain an annual dividend of 40 yen per share (20 yen per
share for the interim dividend) as originally planned. | ask for your
kind understanding and continued support for our operations.

December 2006

Masato Matsuura
CEO
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::: Results of Operations :::

In the music industry, the production value during the period
from April to September 2006 decreased 9.0% from the same
period last year (surveyed by the Recording Industry Association
of Japan). At the end of the previous term, a prolonged, declining
trend showed signs of hitting the bottom. However, the amount
decreased on the current semiannual results and we recognize
that the situation requires careful watching. On the other hand, in
the online music distribution market, music download services for
cell phones showed a steady growth, especially for our Chaku-
Uta® and Chaku-Uta Full® services.

Meanwhile, in the video software industry, sales of DVD video
software during the period from April to September 2006
decreased by 4.1% from the same period last year (according to a

Package Communication (PC) Business

Before elimination of intersegment revenues (Unit: million yen)

[ PCBusiness | 1ot ntrim 20t ntoim Changes

Sales ‘ 22,601 ‘ 21,037 ‘ (1,563)‘

Cost of sales ‘ 18,639 ‘ 18,032 ‘ (606) ‘

Gross profit ‘ 3,961 ‘ 3,005 ‘ (956) ‘

Gross profit margin ‘ 17.5% ‘ 14.3% | (3.2%) ‘

Total SG&A expenses ‘ 3,658 ‘ 3,633 ‘ (24) ‘

Operating profit (loss) ‘ 303 ‘ (628) ‘ (931) ‘
|

Ratio of operating profit against sales 1.3% ‘ (3.0%) ‘ (4.3%) ‘

Unaffiliated customer sales ‘ 22,509 ‘ 20,912 ‘ (1,597) ‘

Sales of music labels recorded a decrease over the corresponding
period of the previous year. This can be attributed to the fact that hit-
making titles produced in-house like those released in the previous
period were scheduled for release in the second half of the year, and no
large-scale titles were scheduled in the first half. Meanwhile, in the
package consignment sales segment, a number of contract companies
increased and sales performance of released titles was favorable. For
products developed by the GROUP, we were able to cultivate new
markets and achieved steady results.

Live Communication (LC) Business

Before elimination of intersegment revenues (Unit: million yen)

[ LCBusiness | fathIntrim] 20 Inteim] Ghanges|

Sales ‘ 4,464 ‘ 5,120 ‘ 656 ‘
Cost of sales ‘ 3,990 ‘ 4,462 ‘ 471 ‘
Gross profit ‘ 474 ‘ 658 ‘ 184 ‘
Gross profit margin ‘ 10.6% ‘ 12.9% ‘ 2.3% ‘
Total SG&A expenses ‘ 229 ‘ 288 ‘ 59 ‘
Operating profit ‘ 245 ‘ 370 ‘ 125 ‘
Ratio of operating profit against sales ‘ 5.5% ‘ 7.2% ‘ 1.7% ‘

Unaffiliated customer sales ‘ 3,961 ‘ 4,530 ‘ 569 ‘

Audience numbers at live concerts by the GROUP’s artists and at
“a-nation,” a summer outdoor live concert, rose. In addition, sales
activities to win sponsorship fees proved successful. As a result, both
sales and operating profit registered year-on-year rises.

survey by the Japan Video Software Association) due to the small
percentage of large-scale titles among those released in the first
half of the year. Total sales of video software packages also
dropped 9.0% from the same period last year (according to the
Association) due to a significant reduction in video cassette sales.

In this situation, the GROUP’s consolidated sales and operating
profit during the semiannual period recorded 41.437 billion yen (an
8.5% increase on a year-on-year basis) and 435 million yen (a
78.2% decrease on a year-on-year basis), respectively. Results by
business segment (before elimination of intersegment revenues)
are as shown below.

Network Communication (NC) Business

Before elimination of intersegment revenues (Unit: million yen)

Sales ‘ 6,954 ‘ 10,250 ‘ 3,295 ‘
Cost of sales ‘ 4,746 ‘ 6,871 ‘ 2,125 ‘
Gross profit ‘ 2,208 ‘ 3,379 ‘ 1,170 ‘
Gross profit margin ‘ 31.8% ‘ 33.0% ‘ 1.2%
Total SG&A expenses ‘ 1,685 ‘ 2,858 ‘ 1,172 ‘
Operating profit ‘ 522 ‘ 520 ‘ 2) ‘
Ratio of operating profit against sales ‘ 7.5% ‘ 5.1% ‘ (2.4%) ‘

Unaffiliated customer sales ‘ 6,683 ‘ 9,593 ‘ 2,910 ‘

Sales in fee-based online music distribution via cell phones have been
favorable, and sales in the GROUP’s online content distribution segment
increased significantly. Sharing of digital content production costs with
our business partners has resulted in a reduction of cost percentages
and an increase in the ratio of operating profit against sales. SG & A
expenses increased mainly in the sales promotion and advertising
expenses for reinforcing our membership service business.

In July 2006, Mu-Mo®, the music content distribution service for
subscribed members operated by the GROUP, was enhanced, with
merchandising and fan club sites added to expand purchasing
opportunities for users.

Content Creation (CC) Business

Before elimination of intersegment revenues (Unit: million yen)

Ratio of operating profit against sales

Sales ‘ 19,108 ‘ 19,030 ‘ (78) ‘

Cost of sales ‘ 9,916 ‘ 9,871 ‘ (44) ‘

Gross profit ‘ 9,191 ‘ 9,158 ‘ (33) ‘

Gross profit margin ‘ 48.1% ‘ 48.1% ‘ 0.0% ‘

Total SG&A expenses ‘ 8,539 ‘ 9,507 ‘ 968 ‘

Operating profit (loss) ‘ 652 ‘ (348) ‘ (1,001) ‘
|

34% | (1.8%) | (52%)

Unaffiliated customer sales ‘ 4,330 ‘ 5,513 ‘ 1.182 ‘

Artist related income increased through an increase in royalty fees
from the growth in online music distribution sales by our NC business,
and increased endorsement of AVEX artists. However, titles with great
hit-making potential produced in-house like those by the PC business in
the previous semiannual period were scheduled for release in the second
half and thus there were no releases of large-scale titles. Thus, sales from
this segment decreased and the increase in artist-related income was not
enough to cover the decline. SG & A expenses increased because of
added personnel and sales promotion and advertising expenses
occurring ahead of schedule as a result of business expansion.
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19th Interim
As of September 30, 2005

20th Interim
As of September 30, 2006

19th Interim
As of September 30, 2005

20th Interim
As of September 30, 2006

Account Amount | Amount Account Amount | Amount

Current assets 31,859 | 30,245 Current liabilities 27,147 | 44,460

Cash and deposits 4,890 | 3,280 Notes and accounts payable-trade 1,247 | 979

Notes and accounts receivable—trade 13,108 | 11,190 Short-term borrowings 4,000 | 23,024

Inventories —————————————————"01 3,805 | 3,941 Current portion of long-term debt —— *07 3,000 | 3,000

Deferred income tax assets 3,299 | 5,574 Accounts payable—others 7,521 | 6,080

Prepaid expense 02 1,279 | 1,275 Accrued royalties 04 5,443 | 4,631

Advance royalty payments *03 1,245 | 358 Income taxes payable 613 | 521

Others 4,458 | 4,892 Allowance for sales returns *05 2,383 | 2,859

Allowance for doubtful accounts (227) | (267) Allowance for closing of business — *06 432 | 684

Fixed assets 35,386 | 52,072 Others 2,505 | 2,679

Property and equipment 23,724 | 26,761 Long-term liabilities 9,547 | 6,720

Buildings and structures 4,066 | 5,265 Long-term debt *07 8,000 | 5,000

Land 18,725 | 20,522 Provision for retirement benefits 391 | 380

Others 932 | 973 Retirement allowance for directors and corporate auditors 298 | 381

Intangible fixed assets 1,011 | 1,219 Others 857 | 958

Investments and other assets 10,649 | 24,091 Total liabilities 36,695 | 51,181
Investment securities 6,307 | 20,412

Long-term prepaid expenses —— "02 336 | 261 Shareholders’ equity 29,492 | 30,205

Lease deposits 1,305 | 1,450 Common stock 4,229 | 4,229

Others 2,954 | 2,258 Capital surplus 5,001 | 5,001

Allowance for doubtful accounts (255) | (291) Retained earnings 25,724 | 26,441

| Treasury stock (5,462) | (5,466)

| Valuation or foreign exchange differences 1,004 | 824

| Valuation difference on other securities 1,019 | 868

| Foreign currency translation adjustments (15) | (43)

| Share warrants — | 52

| Minority interest 53 | 55

| Total amount of net assets 30,550 | 31,137

Total assets 67,245 | 82,318 Total amount of liabilities and net assets 67,245 | 82,318

19th Interim

20th Interim

Note: From the current period, the entries previously recorded under “Shareholders’ equity” are represented as entries under
“Net assets,” in accordance with revised rules on interim financial statements. To enable a comparison of figures from
the current and previous periods, the figures in the previous term are represented as entries under “Net assets.”

19th Interim

20th Interim

From April 1, 2005 From April 1, 2006 From April 1, 2005 From April 1, 2006
through September 30,2005 through September 30, 2006 through September 30,2005 through September 30, 2006
Account Amount | Amount Account Amount | Amount
Sales 38,179 | 41,437 Special profit 85| 26
Cost of sales 23,828 | 27,415 Gain on sales of investment securities 78| 19
Gross profit 14,350 | 14,021 Gain on cash surrender value of insurance [policies] —| 3
Selling, general and administrative expenses 12,350 | 13,586 Others 6] 3
Operating income 1,999 | 435 Special losses 269 | 281
Non-operating revenues 248 | 314 Loss on sales and disposition of fixed assets 31 3
Interest income 7| 4 Loss on permanent impairment write-down
Dividend income 7 10 on investment securities 138 261
Profit from investment partnership 10| 201 Provision for allowance for business closings 88| =
Equity in earnings of subsidiaries and Others 1] 16
associated companies 176 — Income before income taxes and minority interests 1,969 | 131
Profit from disposition of accrued royalties 9| — Income taxes—current 611 821
Others 37| 78 Income taxes—deferred 271 (166)
Non-operating expenses 94| 363 Minority shareholders’ loss — (0)
Interest expense 72| 119 Net income (loss) 1,087 | (523)
Difference and marginal gain 2] 11
Commission fee 11] 14
Investment loss by equity method —] 193
Others 8| 24
Ordinary income 2,153 386

*01: Inventories

Inventories consist of such accounts as
merchandise, finished goods, work in process,
and video rights. The work-in-process account
records expenses incurred before products
are packaged into CDs, etc. The video-rights
account records the videogram rights of
movies acquired for producing and selling
DVD packages, etc.

®

*02: Prepaid expenses and long-term prepaid
expenses

The signing bonuses for artists and others are
charged to expenses according to the term of
the contract. If the term of the contract is not
due, prepaid expenses include the prepay-
ment of expenses that may be charged to
expenses within one year and long-term pre-
paid expenses include those repayable over
one year.

*03: Advance royalty payments

This account records the advance payment of
royalties for original music, royalties to artists, etc.
*04: Accrued royalties

This account records accrued royalties for
original music, royalties to artists, etc., arising
from the sales of finished goods and
merchandise.

*05: Allowance for sales returns

This account records the amount of expected
future returns estimated based on actual sales
returns in the past in preparation for possible
losses incurred from future returns.

*06: Allowance for loss on business closings
This account records the amount of loss
expected in preparation for possible losses
from the future closing of businesses.

*07: Trend in outstanding long-term debt

In March 2002, we obtained a bank loan of
¥15 billion to finance the purchase of our head
office building. During the current half-year
period, we repaid ¥1.5 billion of the loan.





