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INTRODUCTION

This annual report on Form 20-F contains various "forward-looking statements" within the meaning of

Section 27A of the Securities Act of 1933, as amended, and Section 21E of the Securities Exchange Act of 1934, as

amended, and the Private Securities Litigation Reform Act of 1995, as amended, with respect to our business,

financial condition and results of operations. Such forward-looking statements reflect our current view with respect

FEaNTS

to future events and financial results. Statements which use the terms “anticipate,” “believe,

expect,” “plan,’
“intend,” “‘estimate” and similar expressions are intended to identify forward looking statements. We remind

readers that forward-looking statements are merely predictions and therefore inherently subject to uncertainties and

other factors and involve known and unknown risks that could cause the actual results, performance, levels of
activity, or our achievements, or industry results, to be materially different from any future results, performance,
levels of activity, or our achievements expressed or implied by such forward-looking statements. Readers are

cautioned not to place undue reliance on these forward-looking statements, which speak only as of the date hereof.
Except as required by applicable law, including the securities laws of the United States, we undertake no obligation

to publicly release any update or revision to any forward looking statements to reflect new information, future

events or circumstances, or otherwise after the date hereof. We have attempted to identify significant uncertainties

and other factors affecting forward-looking statements in the Risk Factors section that appears in Item 3D. “Key

Information - Risk Factors.”



Our consolidated financial statements appearing in this annual report are prepared in U.S. dollars and in
accordance with Untied States generally accepted accounting principles, or U.S. GAAP. All references in this
annual report to “dollars” or “$” are to U.S. dollars and all references in this annual report to “NIS” are to New
Israeli Shekels. References to the Israeli CPI refer to the Israeli consumer price index. In accordance with
Accounting Standards Codification, or ASC, 360, “Property, Plant and Equipment” and following the sale of our
entire shareholdings in nextSource Inc., or nextSource, in October 2009, nextSource’s results of operations, assetS
and liabilities were classified as attributed to discontinued operations and as a result, we have reclassified certain
figures in our financial statements relating to prior periods.

Statements made in this annual report concerning the contents of any contract, agreement or other
document are summaries of such contracts, agreements or documents and are not complete descriptions of all of
their terms. If we filed any of these documents as an exhibit to this annual report or to any previous filling with the
Securities and Exchange Commission, or the SEC, you may read the document itself for a complete recitation of its
terms.

As used in this annual report, references to “we,” “our,” “ours” and “us’ refer to Formula Systems
(1985) Ltd. and its subsidiaries, unless otherwise indicated. References to “Formula” refer to Formula Systems
(1985) Ltd. alone. Our operations are currently conducted through our three subsidiaries — Magic Software
Enterprises Ltd., or Magic Software, Matrix IT Ltd., or Matrix, and Sapiens International Corporation N.V., or
Sapiens. For the period of time from our loss of control over Sapiens on August 21, 2011 until we regained a
majority interest in Sapiens on January 27, 2012, we refer to Sapiens as an affiliated company.

All trademarks appearing in this annual report are the property of their respective holders.
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PART I
ITEM 1. IDENTITY OF DIRECTORS, SENIOR MANAGEMENT AND ADVISERS
Not applicable.
ITEM 2. OFFER STATISTICS AND EXPECTED TIMETABLE
Not applicable.
ITEM 3. KEY INFORMATION
A.  Selected Financial Data

The following tables present our consolidated statement of operations and balance sheet data for the
periods and as of the dates indicated. We derive the consolidated statement of operations data for the years ended
December 31, 2010, 2011 and 2012, and the consolidated balance sheet data as at December 31, 2011 and 2012,
from our audited consolidated financial statements included elsewhere in this annual report. The consolidated
statement of operations data for the years ended December 31, 2008 and 2009 and the consolidated balance sheet
data at December 31, 2008, 2009 and 2010 are derived from our audited consolidated financial statements not
included in this annual report. You should read the selected consolidated financial data together with our
consolidated financial statements included elsewhere in this annual report and with “Item 5. Operating and Financial
Review and Prospects.”

Income Statement Data:

Year ended December 31,
2008 2009 2010 2011 2012
(U.S. dollars in thousands, except share and per share data)




Revenues
Cost of revenues

Gross profit

Research and development costs, net

Selling, general and administrative expenses

Other expenses (income), net
Operating income

Financial expenses, net

Gain (loss) on realization of investments, net

Income before taxes on income

Taxes on income

Equity in gains (losses) of affiliated companies, net

Income from continuing operations

Net income from discontinued operations
Net income

Change in redeemable non-controlling interests
Net income attributable to non-controlling interests

Net income attributable to Formula’s
shareholders

Net earnings per share generated from
continuing operations:
Basic
Diluted

Net earnings per share generated from
discontinued operations:
Basic
Diluted

Total net earnings per share:
Basic earnings
Diluted earnings

Weighted average number of shares outstanding

(in Thousands):
Basic
Diluted

Balance Sheet Data:

$ 503,243 $ 469,390 $ 549,694 $ 640,617 $ 744,731
373,775 352,283 412,463 492,886 564,803
129,468 117,107 137,231 147,731 179,928

6,564 4,430 5,503 5,148 12,349
90,451 77,322 84,510 93,340 110,758
580 (1,668) 231 (207) (174)
31,873 37,023 46,987 49,450 56,995
(5,908) (231)  (4371)  (6,500)  (6,672)
(337) - - - -

25,628 36,792 42,616 42,950 50,323

(3279)  (8,305)  (6,544)  (5689)  (6,583)
(216) (335)  (1,070) 25,870 3,744
22,133 28,152 35,002 63,131 47,484

555 4,878 - - -
22,688 33,030 35,002 63,131 47,484

- - - - (898)
10,819 13,954 16,623 20,169 24,352

11,869 19,076 18,379 42,962 24,030
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Year ended December 31,
2008 2009 2010 2011 2012
(U.S. dollars in thousands, except share and per share data)

0.84 1.08 1.37 3.17 1.78
0.84 1.04 1.36 3.11 1.72
0.04 0.37 - - -
0.04 0.36 = = =
0.88 1.45 1.37 3.17 1.78
0.88 1.4 1.36 3.11 1.72

13,200 13,200 13,282 13,514 13,596
13,200 13,564 13,523 13,669 13,790

December 31,




2008 2009 2010 2011 2012
(U.S. dollars in thousands)

Total assets $ 596,622 $ 566,439 $ 623,767 $ 671,137 $ 880,920
Total liabilities 319,252 271,125 289,383 318,949 412,502
Equity 277,370 295,314 334,384 352,188 468,418
Dividends

In June 2011, Formula distributed to its shareholders a cash dividend of $0.71 per share. The aggregate
amount distributed by Formula was approximately $10 million.

In April 2010, Formula distributed to its shareholders a cash dividend of $1.47 per share, previously
announced in March 2010. The aggregate amount distributed by Formula was approximately $20 million.

In January 2009, Formula distributed to its shareholders a cash dividend of $2.27 per share. The
aggregate amount distributed by Formula was approximately $30 million.

In April 2008, Formula distributed to its shareholders a cash dividend of approximately $0.76 per share.
The aggregate amount distributed by Formula was approximately $10 million.

Under Formula’s dividend policy adopted by its board of directors, sums that are not planned to be used
for investments in the near future may be distributed to the shareholders as a cash dividend, to the extent that our
performance allows for such distribution and subject to applicable Israeli law.

5
Cash dividends may be declared and paid in New Israeli Shekels or dollars. Dividends to the holders of

Formula’s American Depositary Shares, or ADSs, are paid by the depositary of the ADSs, for the benefit of owners
of ADSs. If a dividend is declared and paid in NIS in Israel, the NIS amount is converted into, and paid out in,
dollars by the depositary of the ADSs.
B.  Capitalization and Indebtedness
Not applicable.
C. Reasons for the Offer and Use of Proceeds
Not applicable.
D. Risk Factors

Our business prospects, operating results and financial condition could be seriously harmed due to any of
the following risks. Additional risks and uncertainties that we are not aware of or that we currently believe are
immaterial may also adversely affect our business prospects, financial condition, and results of operations. The
trading prices of our ordinary shares and ADSs could decline due to any of these risks, and you may lose all or part
of your investment.

Risks Related to Our Business and Our Industry

Unfavorable national and global economic conditions could have a material adverse effect on our business,
operating results and financial condition.

Our business depends on the overall demand for information technology, or IT, from, and on the economic
health of, our current and prospective customers. In addition, the demand for our products and services is
discretionary and may involve a significant commitment of capital and other resources. Economies throughout the



world currently face a number of economic challenges, including threatened sovereign defaults, credit downgrades,
restricted credit for businesses and consumers and potentially falling demand for a variety of products and services.
Notwithstanding the improving economic conditions in some of our markets, many companies are still cutting back
expenditures or delaying plans to add additional personnel or systems. Continued challenging economic conditions
in many of our markets, or a reduction in the level of IT, capital spending and investment in IT projects by our
existing and potential customers even where economic conditions improve, could adversely impact our business,
results of operations and financial condition in a number of ways, including longer sales cycles, slower adoption of
new technologies and increased price competition for our products and services . We could also be exposed to credit
risk and payment delinquencies on our accounts receivable, which are not covered by collateral. Any of these events
would likely harm our business, operating results and financial condition. If global economic and market conditions,
or economic conditions in the United States, Europe or Asia or other key markets remain uncertain or weaken
further, our business, operating results and financial condition may be materially adversely affected.

If existing customers do not make subsequent purchases from us and continue using our solutions and
services or if our relationships with our largest customers are impaired, our revenue and profitability could
be negatively affected

The loss of any of our major customers or a decrease or delay in orders or anticipated spending by such
customers could reduce our revenues and profitability, due to our reliance on such customers. Our customers could
also engage in business combinations, which could increase their size, reduce their demand for our products and
solutions as they recognize synergies or rationalize assets, and increase or decrease the portion of our total sales
concentration with respect to any single customer.

For example, five customers of one of our three significant subsidiaries— Sapiens— and its subsidiaries
accounted for 33% of Sapiens’ consolidated revenues (or 5% of our consolidated revenues), in 2012. One significant
customer of another significant subsidiary—Magic Software— accounted for 19% of its consolidated revenues in
2012 (or 3% of our consolidated revenues). There can be no assurance that the existing customers of our significant
subsidiaries will enter into new project contracts with us or that they will continue using our technologies and IT
services. A significant decline in our revenue stream from existing customers would have an adverse effect on our
operating results.

If we are unable to effectively control our costs while maintaining our customer relationships, our business,
results of operations and financial condition could be adversely affected.

It is critical for us to appropriately align our cost structure with prevailing market conditions, to minimize
the effect of economic downturns on our operations, and in particular, to continue to maintain our customer
relationships while protecting profitability and cash flow. If we are unable to align our cost structure in response to
economic downturns on a timely basis , then our financial condition, results of operations and cash flows may be
negatively affected.

Conversely, adjusting our cost structure to fit economic downturn conditions may have a negative effect on
us during an economic upturn or periods of increasing demand for our IT solutions. If we have too aggressively
reduced our costs, we may not have sufficient resources to capture new IT projects and meet customer demand. If,
for example, during periods of escalating demand for our products, which we experienced during the 2011 and 2012
fiscal years, we are unable to add engineering and technical staff capacity quickly enough to meet the needs of our
customers, they may turn to our competitors making it more difficult for us to retain their business. Similarly, if we
are unable for any other reason to meet delivery schedules, particularly during a period of escalating demand, our
relationships with our customers could be adversely affected. If we are unable to effectively manage our resources
and capacity to capitalize on periods of economic upturn, there could be a material adverse effect on our business,
financial condition, results of operations and cash flows.

If we are not able to accurately predict and rapidly respond to market developments or customer needs, our
competitive position may be impaired.



The market for our solutions is characterized by changing business conditions and customer requirements.
Nevertheless, estimates of the market's expected growth resulting from the changing conditions and requirements
are inherently uncertain and are subject to many risks and assumptions. We may need to develop and introduce
additional software and enhancements to our existing solutions to satisfy our current customers and maintain our
competitive position in the marketplace. We may also need to modify our software so that it can operate with new or
enhanced software that may be introduced by other software vendors. The failure to anticipate changes in
technology, partner and customer requirements and successfully develop, enhance or modify our software solutions,
or the failure to do so on a timely basis, could limit our revenue growth and competitive position.

Our success depends upon the development and maintenance of our strategic alliances.

We have established relationships with strategic partners to provide an international marketing presence
and name recognition, as well as the resources necessary to implement many of our IT services. We are dependent
upon our strategic partners for the marketing and sale of certain of our proprietary software solutions. Typically, our
arrangements with our strategic partners do not require them to purchase specified amounts of products or prevent
them from selling non-competitive products If we cannot maintain our existing relationships with these partners, if
our partners encounter financial difficulties, if we fail to establish effective, long-term relationships with additional
partners, or if our partners enter into relationships with our competitors, our ability to market our proprietary
software solutions in international markets may be limited. If this happens, our growth, if any, might be delayed or
slowed. As a result, our business, financial condition, and results of operations could be seriously harmed.
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If our products fail to compete successfully with those of our competitors, we may have to reduce the prices of
our products, which, in turn, may adversely affect our business.

We face competition, both in Israel and internationally, from a variety of companies, including companies
with significantly greater resources than ours who are likely to enjoy substantial competitive advantages, including:

» longer operating histories;

«  closer proximity to future markets;

« greater financial, technical, marketing and other resources;

«  cheaper costs, including labor cost;

« political leverage;

«  greater name recognition;

» well-established relationships with our current and potential clients; and

» abroader range of products and services.

These competitors may be able to respond more quickly to new or emerging technologies or changes in
customer requirements. They may also benefit from greater purchasing economies, offer more aggressive product
and service pricing or devote greater resources to the promotion of their products and services. Current and potential
competitors have established or may establish cooperative relationships among themselves or with third parties to
increase such competitors’ ability to successfully market their tools and services. We also expect that competition
will increase as a result of consolidation within the industry. Our further penetration of international markets may

likewise cause us to face additional competition. As a result, we cannot assure you that the products and solutions
that we offer will compete successfully with those of our competitors.



We may be unable to differentiate our tools and services from those of our competitors or successfully
develop and introduce new tools and services that are less costly than, or superior to, those of our competitors. This
could have a material adverse effect on our ability to compete.

Furthermore, several software development centers worldwide offer software development services at
lower prices than we do. Due to the intense competition in the markets in which we operate, software products
prices may fluctuate significantly. As a result, we may have to reduce the prices of our products, which in turn, may
adversely affect our revenues and the gross margins for our products.

Our development cycles are lengthy, we may not have the resources available to complete development of new
solutions and enhancements and modifications of our current solutions and we may incur significant expenses
before we generate revenues, if any, from new solutions or such enhancements or modifications.

Because a significant portion of our solutions is complex and requires rigorous testing, development cycles
can be lengthy, taking us up to two years to develop and introduce new, enhanced or modified products. Moreover,
development projects can be technically challenging and expensive. The nature of these development cycles may
cause us to experience delays between the time we incur expenses associated with research and development and the
time we generate revenues, if any, from such expenses. There can be no assurance that we will have sufficient
resources to make such investments or that these investments will bring the full advantages or any advantage as
planned.

Our sales cycle is variable, depends upon many factors outside our control, and could cause us to expend
significant time and resources prior to earning associated revenues.

The typical sales cycle for our solutions and services is lengthy and unpredictable, requires pre-purchase
evaluation by a significant number of persons in our customers’ organizations, and often involves a significant
operational decision by our customers. Our sales efforts involve educating our customers and industry analysts about
the use and benefits of our products, including the technical capabilities of our products and the potential cost
savings achievable by organizations deploying our solutions. Customers typically undertake a significant evaluation
process, which frequently involves not only our products, but also those of our competitors and can result in a
lengthy sales cycle. We spend substantial time, effort and money in our sales efforts without any assurance that such
efforts will produce any sales.

If we fail to locate, successfully compete for and consummate suitable acquisitions and investments, we may
be unable to grow or maintain our market share.

As part of our strategy, we intend to pursue acquisitions of, and investments in, other businesses,
particularly businesses offering products, technologies and services that are complementary to ours and are suitable
for integration into our business. We cannot assure you that we will be able to locate suitable potential acquisition or
investment opportunities in Israel or internationally, or if we do identify suitable candidates, that at the conclusion of
related discussions and negotiations, we will be able to consummate the acquisitions or investments on terms which
are favorable to us. If and when acquisition or investment opportunities arise, we expect to compete for these
opportunities with other established and well-capitalized entities and we cannot guarantee that we will succeed in
such competition on terms which remain favorable to us. If we fail to consummate further acquisitions or
investments in the future, our ability to grow or to even maintain our market share may be harmed.

Any future acquisitions of, or investments in, companies or technologies, especially those located outside of
Israel, may distract our management, disrupt our business and may be difficult to finance on favorable
terms.

As described above, our strategy includes selective acquisitions of, and investments in, companies offering
products, technologies and services to grow our revenues and increase our customer base. For example, in January
2012, our subsidiary Matrix acquired a 60% interest in Exzac Inc., a U.S. based company in the field of risk



management for financial institutions that deals in commerce, and which specializes in application services for
enterprise fraud management. In August 2011, our subsidiary Sapiens acquired IDIT I.D.l. Technologies Ltd., or
IDIT, and FIS Software Ltd., or FIS, and in April 2010, it acquired Harcase Software Limited, or Harcase (Canada).
As a further example, In July 2012, our subsidiary Magic acquired an 80% interest in Comm-I1T Group, which
includes CommIT Technology Solutions Ltd. and CommIT Software Ltd. This group is a software and systems
development house that specializes in providing advanced IT and communications services and solutions. We face
the risk that businesses we may acquire in the future may ultimately fail to further our strategies. In addition, we
may not be able to successfully integrate acquired technologies and achieve expected synergies or take advantage of
the increase in our customer base. Further, we may not be able to retain the key employees that may be necessary to
operate the businesses we acquired and may acquire and we may not be able to timely attract new skilled employees
and management to replace them. Mergers and acquisitions of companies are inherently risky and subject to many
factors outside of our control and no assurance can be given that our future acquisitions will be successful and will
not adversely affect our business, operating results, or financial condition. Failure to manage and successfully
integrate acquisitions could materially harm our business and operating results. Prior acquisitions have resulted in a
wide range of outcomes, from successful introduction of new products and technologies to a failure to do so. Even
when an acquired company has already developed and marketed products, there can be no assurance that product
enhancements will be made in a timely fashion or that pre-acquisition due diligence will have identified all possible
challenges that might arise with respect to such products. An acquisition may also involve accounting charges and/or
amortization of significant amounts of intangible assets, which would adversely affect our ability to achieve and
maintain profitability. These difficulties could disrupt our ongoing business, distract our management and
employees, increase our expenses and adversely affect our results of operations.
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Any acquisition or investment in a company located outside of Israel poses additional risks, including risks related
to the monitoring of a management team from a great distance and the need to integrate a potentially different
business culture. Our failure to successfully integrate such a newly acquired business or such an investment could
harm our business.

We may furthermore need to raise capital in connection with any such acquisition or investment, which we
would likely seek via public or private equity or debt offerings. The issuance of equity securities pursuant to any
such financing could be dilutive to our existing shareholders. The issuance of equity securities by our any of our
significant subsidiaries pursuant to any such financing could be dilutive to our existing interest in these subsidiaries.
If we raise funds through debt offerings, we may be pressured in serving such debt. If we use cash or debt financing,
our financial liquidity will be reduced, the holders of our debt may have claims on our assets ahead of holders of our
ordinary shares and our business operations may be restricted by the terms of any debt. Our ability to raise capital in
this manner also depends upon market and other conditions, many of which are beyond our control. Due to
unfavorable conditions, we could be required to seek alternative financing methods, such as bank financings, which
involve borrowing money on terms which are not favorable to us. Difficulties in raising equity capital or obtaining
debt financing on favorable terms, or the unavailability of financing, including bank borrowings, may hinder our
ability to implement our strategy for selective acquisitions and investments.

Our future results could be adversely affected by an impairment of the value of certain intangible assets.

We regularly review our long-lived assets, including identifiable intangible assets and goodwill, for
impairment. Goodwill (not be amortized) and indefinite life intangible assets are subject to impairment review at
least annually. Other long-lived assets are reviewed when there is an indication that impairment may have occurred.
If our goodwill or capitalized software development costs are deemed to be impaired in whole or in part due to
adverse changes in the value that we expect to realize from these assets, or if we fail to accurately predict the useful
life of the capitalized software development costs, we could be required to reduce or write off such assets, which
would require us to recognize additional expense in our statements of operations, thereby adversely affecting our
operating results and causing a reduction in our shareholders’ equity. The assets listed in our consolidated balance
sheets as of December 31, 2012 include, among other things, goodwill amounting to approximately $327 million,
capitalized software development costs, net, amounting to approximately $33 million and other intangible assets



(comprised mainly of customer related intangible assets and acquired technology) amounting to approximately $41
million.

Under Accounting Standards Update, or ASU, 2011-08, “Testing Goodwill for Impairment,” codified in
ASC 350 “Intangibles — Goodwill and Other,” issued by the Financial Accounting Standards Board, or FASB, in
September 2011, which was effective beginning January 1, 2012, we may first assess qualitative factors to determine
whether it is necessary to perform a two-step quantitative goodwill impairment test. We need not calculate the fair
value of a reporting unit unless we determine, based on a qualitative assessment, that it is more likely than not that
its fair value is less than its carrying amount.

Should a goodwill impairment test that we conduct disclose that there has been a permanent impairment of
a material part of the value of goodwill, it would be necessary to write-off such amount, and this could materially
adversely affect our results of operations.

During the years ended December 31, 2010, 2011 and 2012, no impairment was required for any of our
reporting units and no impairment losses were identified for these intangible assets and software products.
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Our credit facility agreements contain a number of restrictive covenants which, if breached, could result in
acceleration of our obligation to repay our debt.

The loan agreements to which we (primarily one of our subsidiaries) are party contain a number of
conditions and limitations on the manner in which we can operate our business, including limitations on our ability
to incur debt and sell or acquire assets. These loan agreements also contain various covenants which require us to
maintain certain financial ratios related to shareholders’ equity and operating results of one of our subsidiaries that
are customary for companies of comparable size. These limitations and covenants may force us to pursue less than
optimal business strategies or forego business arrangements which could have been financially advantageous to us
and, by extension, to our shareholders. In addition, a breach of the restrictive covenants could result in the
acceleration of our obligations to repay our debt.

Marketing our products and services in international markets may require increased expenses and greater
exposure to risks that we may not be able to successfully address.

We intend to continue to focus our efforts on selling proprietary software solutions in international markets
and to devote significant resources to these efforts. If we are unable to continue achieving market acceptance for our
solutions or continue to successfully penetrate international markets, our business will be harmed. In 2011 and 2012,
we received approximately 24% and 33% of our consolidated revenues, respectively, from customers located
outside of Israel. The expansion of our existing operations and entry into additional international markets will
require significant management attention and financial resources. We are subject to a number of risks customary for
international operations, including:

. limitations and disruptions resulting from the imposition of government controls;

. changing product and service requirements in response to the formation of economic and marketing
unions, such as the European Union;

. economic or political changes in international markets;
. export license requirements and trade restrictions;
. greater difficulty in accounts receivable collection and longer collection periods;

. unexpected changes in regulatory requirements;



. difficulties in managing overseas subsidiaries and international operations;

. the uncertainty of protection for intellectual property rights in some countries, particularly in
southeast Asia;

. multiple and possibly overlapping tax structures and changes in tariffs; and
. currency fluctuations.

We may encounter significant difficulties in connection with the sale of our products and services in
international markets as a result of one or more of these factors and our business, results of operations and financial
condition could be adversely affected

If we fail to address the strain on our resources caused by changes in our company, we will be unable to
effectively manage our business.

Corporate organizational changes, as well as growth of our business, if any, have placed and will continue
to place a strain on our personnel and resources. Our ability to manage any future changes or growth depends on our
ability to continue to implement and improve our operational, financial and management information control and
reporting systems on a timely basis and to expand, train, motivate and manage our work force. One of the challenges
encountered by our subsidiaries is the need from time to time to, on the one hand, terminate the employment of
certain employees, and, on the other hand, retain new employees for new, unexpected projects, each of which
requires operational flexibility. If we cannot respond effectively to changing business conditions, our business,
financial condition and results of operations could be materially adversely affected.
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If we are unable to attract, train and retain qualified personnel, including senior management, we may not be
able to achieve our objectives and our business could be harmed.

Our future success depends on our ability to attract, motivate and retain highly qualified professional
employees, including senior management. In order to achieve our objectives, we may need to hire additional
qualified software, administrative, operational, sales and technical support personnel. Furthermore, because part of
our software solutions are considered highly complex and are generally used by our customers to perform critical
business functions, we depend heavily on skilled technology professionals. Skilled technology professionals are
often in high demand and short supply. If we are unable to hire or retain qualified technology professionals to
develop, implement and modify our solutions, we may be unable to meet the needs of our customers. In addition,
serving several new customers or implementing several new large-scale projects in a short period of time may
require us to attract and train additional IT professionals at a rapid rate. We may face difficulties identifying and
hiring qualified personnel. Although we are heavily investing in training our new employees, we may not be able to
train them rapidly enough to meet the increasing demands on our business. Our inability to hire, train and retain the
appropriate personnel could increase our costs of retaining a skilled workforce and make it difficult for us to manage
our operations, meet our commitments and compete for new projects. Furthermore, we may need to increase the
levels of our employee compensation more rapidly than in the past to remain competitive. We expect to recruit most
of our software and systems personnel in Israel, where the market for qualified personnel is quite competitive. We
may not be able to compete effectively for the personnel that we need. In addition, our operations are dependent on
the efforts of certain key management. Any loss of members of senior management or key technical personnel, or
any failure to attract or retain highly qualified employees as needed, could materially adversely affect our business.

Our business involves long-term, large projects, some of which are fixed-price projects that involve
uncertainties, such as estimated project costs and profit margins.

A significant portion of our business is characterized by relatively large projects or engagements that can
have a significant impact on our total revenue and cost of revenue from quarter to quarter, and we derive a
significant portion of our revenues from engagements on a fixed-price basis with delivery requirements spanning



over more than one year. A high percentage of our expenses, particularly employee compensation, are relatively
fixed. Therefore, a variation in the timing of the initiation, progress or completion of projects or engagements can
cause significant variations in operating results from quarter to quarter. In addition, we may agree to a price before
design specifications are finalized, which could result in a fixed price that is too low, resulting in lower margins or
losses to us. As our projects can be highly complex, we may not be able to accurately estimate our actual costs of
completing a fixed-project. If our actual cost-to-completion of these projects differs significantly from the estimated
costs, we could experience a loss on the related contracts, which would have a material adverse effect on our results
of operations, financial position and cash flow. Similarly, delays in executing client contracts may affect our revenue
and cause our operating results to vary widely. In addition, a significant portion of our solutions solutions are
delivered over periods of time ranging from several months to a few years. Payment terms are generally based on
periodic payments or on the achievement of milestones. Any delays in payment or in the achievement of milestones
may have a material adverse effect on our results of operations, financial position or cash flows.

If our tools or solutions do not function efficiently, we may incur additional expenses.

In the course of providing our software products, we continually conduct testing to detect the existence of
failures, errors and defects. Testing for errors or defects is complicated because it is difficult to simulate the breadth
of operating systems, user applications and computing environments that our customers use and since some of our
software products themselves are increasingly complex they may contain errors that can be detected at any point in
their life cycle. We have instituted a quality assurance procedure for correcting errors and defects in our tools. The
amount of failures, errors and defects detected to date, and the cost of correcting them, have not been significant.
However, if our products fail to function efficiently or if errors and defects are detected in our tools in the future, we
might incur significant expenditures in an attempt to remedy the problem, and our reputation with users of our
products and services may also be harmed. In addition, errors or defects in our products could result in delayed or
lost revenue, claims against us, diversion of development resources and increased service, warranty and insurance
costs. In addition, time-consuming implementations may also increase the number of services personnel we must
allocate to each customer, thereby increasing our costs and adversely affecting our business, results of operations
and financial condition.
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Our standard products and services contracts with our customers contain provisions designed to limit our
exposure to potential liability claims that may not be effective or enforceable under the laws of some jurisdictions.
Also, the professional and errors and omissions liability insurances that we maintain may not be sufficient against
potential claims. Accordingly, The adverse consequences of, and expenses related to, failures, errors and defects
could have a material adverse effect on our business, operating results, and financial condition.

Failure to meet customer expectations with respect to the implementation and use of our solutions or damage
caused by our solutions to our customers’ information systems could result in negative publicity, reduced
sales and diversion of resources, may cause the cancellation of our contracts and may subject us to liability
claims, all of which would harm our business, results of operations, financial condition and growth prospects.

We generally provide our customers with upfront estimates regarding the duration, budget and costs
associated with the implementation of our products. Implementation of some of our solutions is complex and
meeting the anticipated duration, budget and costs often depends on factors relating to our customers or their other
vendors. We may not meet the upfront estimates and expectations of our customers for the implementation of
products as a result of our products’ capabilities or service engagements by us, our system integrator partners or our
customers' IT employees. Consequently, if we fail to meet upfront estimates and the expectations of our customers
for the implementation of our products, our reputation could be harmed, which could adversely affect our ability to
attract new customers and sell additional products and services to existing customers..

In addition, some of the products and services that we provide involve key aspects of customers’
information systems. These systems are frequently critical to our customers’ operations. As a result, our customers
have a greater sensitivity to failures in these systems than do customers of other software products generally. If a
customer’s system fails during or following the provision of products or services by us, or if we fail to provide



customers with proper support for our software products or do so in an untimely manner, we are exposed to the risks
of cancellation of our contract with the customer and a legal claim for substantial damages being filed against us,
regardless of whether or not we are responsible for the failure. Any cancellation of a contract could cause us to
suffer damages, since we might not be paid for costs that we incurred in performing services prior to the date of
cancellation.

As to a legal claim for damages by the customer, while, when possible, we limit our liability under our
product and service contracts, we cannot guarantee that such a limitation of liability, if any, would be sufficient to
protect us. We maintain general liability and professional liability insurance coverage. However, we cannot assure
you that our insurance coverage will be sufficient to cover one or more large claims, or that the insurer will not
disclaim coverage as to any future claim. If we lose one or more large claims against us that exceed available
insurance coverage, our business, operating results and financial condition may be materially adversely affected. In
addition, liability claims could also require us to spend significant time and money in litigation or to pay significant
damages. Regardless of whether we prevail, diversion of key employees’ time and attention from our business,
incurrence of substantial expenses and potential damage to our reputation might result.

If we are unable to accurately predict and respond to market developments or demands, our business will be
adversely affected.

The IT business, in large part, is characterized by rapidly evolving technology and methodologies. This
makes it difficult to predict demand and market acceptance for our services and products. In order to succeed, we
need to adapt the products and services we offer to technological developments and changes in customer needs. We
cannot guarantee that we will succeed in enhancing our products and services or developing or acquiring new
products and services that adequately address changing technologies and customer requirements. Even if we succeed
in adapting to new technologies by developing new products and services and successfully bringing them to market,
there is no assurance that the new products or services would have a positive impact on our financial performance
and could even result in lower revenues or be accompanied by lower margins and/or higher costs and therefore
could negatively impact our financial performance. Changes in technologies, industry standards, the regulatory
environment, customer requirements and new product introductions by existing or future competitors could render
our existing products and services obsolete and unmarketable, or require us to enhance our current products or
develop new products. This may require us to expend significant amounts of money, time and other resources to
meet the demand. There can be no assurance that we will have sufficient resources to make such expenditures,
especially in light of the worldwide financial and economic situation, or that these expenditures will bring the full
advantages or any advantage as planned. These expenditures could strain our personnel and financial resources.
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If we are unable to retain control of our subsidiaries, we would cease to consolidate them and our operating
results may fluctuate significantly.

We currently hold a controlling interest in our subsidiaries through our direct equity holdings. As a result of
our controlling interests in the subsidiaries, we consolidate their operating results with ours. If we are unable to
maintain a controlling interest in our subsidiaries, as a result of equity issuances by subsidiaries to third parties that
are unaffiliated with us or otherwise, we would cease to consolidate the operating results of those subsidiaries, based
on relevant accounting guidelines. This, in turn, could result in significant fluctuations of our consolidated operating
results.

For example, on August 21, 2011, following Sapiens’ acquisition of all of the outstanding shares of FIS and
IDIT which was mainly financed by the issuance of Sapiens shares, we lost our controlling interest in Sapiens,
resulting in the deconsolidation of Sapiens’ results from our financial statements. As a result of Sapiens’ acquisition
of FIS and IDIT, our interest in Sapiens was diluted from 75.6% to 42.2%. The gain recognized in 2011 in relation
of our loss of control in Sapiens amounted to $ 25.8 million and is presented in our income statement in the item
“equity in gains of affiliated companies, net”. By December 31, 2011, our interest in Sapiens outstanding common
shares increased to 47.3%.



On January 27, 2012, we consummated the purchase of Sapiens common shares from two former
shareholders of FIS and IDIT (Sapiens' recently acquired companies) and others, resulting in an increase in our
interest in Sapiens' outstanding common shares from 47.3% to 52.1%, following which we regained control over
Sapiens. As a result, a gain in an amount of $ 3.4 million was recorded during 2012 and is presented in our income
statement in the item “equity in gains of affiliated companies, net”.

From August 21, 2011 until January 27, 2012, Sapiens’ results of operations were reflected in our results
using the equity method of accounting.

On March 11, 2013 Sapiens filed a prospectus with the Securities and Exchange Commission, using a
“shelf” registration process. Under this process, Sapiens may from time to time offer and sell its common shares, in
one or more offerings, up to a total amount of $40 million. In addition, under this process, the Sapiens' selling
shareholders may from time to time offer and sell up to 6,000,000 of Sapiens common shares in one or more
offerings.

While we currently maintain control over Sapiens, there can be no assurance that we will retain our
majority interest in Sapiens or in any of our other subsidiaries.
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Risks Related to our Intellectual Property

If third parties assert claims of intellectual property infringement against us, we may suffer substantial costs
and diversion of management’s attention.

Substantial litigation over intellectual property rights exists in the software industry. We expect that
software products will be increasingly subject to third-party infringement claims as the functionality of products in
different industry segments overlaps, and we cannot predict whether third parties will assert claims of infringement
against us based on our software products. Furthermore, our employees and contractors have access to software
licensed by us from third parties, and a breach of the non-disclosure undertakings by any of our employees or
contractors may lead to a claim of infringement against us. From time to time third parties have in the past, and may
in the future, assert infringement claims against us or claim that we have violated a patent or infringed upon a
copyright, trademark or other proprietary right belonging to them. Any claim, with or without merit, could be
expensive and time-consuming to defend, and would probably divert our management’s attention and resources. In
addition, such a claim may require us to enter into royalty or licensing agreements to obtain the right to use a
necessary product or component. Such royalty or licensing agreements, if required, may not be available to us on
acceptable terms, if at all. A successful claim of product infringement against us and our failure or inability to
license the infringed or similar technology could have a material adverse effect on our business, financial condition
and results of operations.

We may be unable to adequately protect our proprietary rights, which may limit our ability to compete
effectively.

Our success and ability to compete are substantially dependent upon our ability to protect our proprietary
developed technology. Substantially all of our intellectual property consists of proprietary or confidential
information that is not subject to patent or similar protection. In general, we have relied on a combination of
contractual provisions, technical leadership, trade secret, copyright and trademark law and nondisclosure agreements
to protect our proprietary know-how. We do not have any registered patents. We believe that due to the dynamic
nature of the computer and software industries, copyright protection is less significant than factors such as the
knowledge and experience of our management and personnel, the frequency of product enhancements and the
timeliness and quality of our support services. We seek to protect the source code of our products as trade secret
information and as unpublished copyright works. We also rely on security and copy protection features in our
proprietary software. We distribute our products under software license agreements that grant customers a personal,
non-transferable license to use our products and contain terms and conditions prohibiting the unauthorized
reproduction or transfer of our products. In addition, we attempt to protect trade secrets and other proprietary



information through non-disclosure agreements with employees, consultants and distributors. Although we intend to
protect our rights vigorously, there can be no assurance that these measures will be successful. Our failure to protect
our rights, or the improper use of our products by others without licensing them from us could have a material
adverse effect on our results of operations and financial condition. In some cases, we have placed, and in the future
may place, certain of our software in escrow. The software may, under specified circumstances, be made available to
our customers. From time to time, we also provide our software directly to customers. This may increase the
likelihood of misappropriation or other misuse of our software.

Breaches of network or information technology security, natural disasters or terrorist attacks could have an
adverse effect on our business.

Cyber-attacks or other breaches of network or IT security, natural disasters, terrorist acts or acts of war may
cause equipment failures or disrupt our systems and operations. We may be subject to attempts to breach the security
of our networks and IT infrastructure through cyber-attack, malware, computer viruses and other means of
unauthorized access. While we maintain insurance coverage for some of these events, the potential liabilities
associated with these events could exceed the insurance coverage we maintain. Our inability to operate our facilities
as a result of such events, even for a limited period of time, may result in significant expenses or loss of market
share to other competitors. In addition, a failure to protect the privacy of customer and employee confidential data
against breaches of network or IT security could result in damage to our reputation. A failure to protect the privacy
of customer and employee confidential data against breaches of network or IT security could result in damage to our
reputation. To date, we have not been subject to cyber-attacks or other cyber incidents which, individually or in the
aggregate, resulted in a material impact to our operations or financial condition.
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Maintaining the security of our products, computers and networks is a critical issue for us and our
customers. Security researchers, criminal hackers and other third parties regularly develop new techniques to
penetrate computer and network security measures. In addition, hackers also develop and deploy viruses, worms and
other malicious software programs, some of which may be specifically designed to attack our products, systems,
computers or networks. Additionally, outside parties may attempt to fraudulently induce our employees or users of
our products to disclose sensitive information in order to gain access to our data or our customers’ data. These
potential breaches of our security measures and the accidental loss, inadvertent disclosure or unauthorized
dissemination of proprietary information or sensitive, personal or confidential data about us, our employees or our
customers, including the potential loss or disclosure of such information or data as a result of hacking, fraud,
trickery or other forms of deception, could expose us, our employees, our customers or the individuals affected to a
risk of loss or misuse of this information, result in litigation and potential liability or fines for us, damage our brand
and reputation or otherwise harm our business.

If our products experience data security breaches, or there is unauthorized access to our customers’ data, we
may lose current or future customers and our reputation and business may be harmed.

Our products are used by our customers to manage and store proprietary information and sensitive or
confidential data relating to their businesses. Although we maintain security features in our products, our security
measures may not detect or prevent hacker interceptions, break-ins, security breaches, the introduction of viruses or
malicious code, and other disruptions that may jeopardize the security of information stored in and transmitted by
our products. A party that is able to circumvent our security measures in our products could misappropriate our or
our customers' proprietary or confidential information, cause interruption in their operations, damage or misuse their
computer systems, and misuse any information that they misappropriate. If any compromise of the security of our
products were to occur, we may lose customers and our reputation, business, financial condition and results of
operations could be harmed.

Our widespread operations have significantly strained our management, operational and financial resources
in the past. Any future growth may increase this strain. To manage future growth effectively, we may:



Our widespread operations have significantly strained our management, operational and financial resources
in the past. Any future growth may increase this strain. To manage future growth effectively, we may:

o Expand our operational, management, financial, marketing and research and development functions;
e Train, motivate, manage and retain qualified employees; and
o Hire additional personnel.

We may not succeed in managing future growth, which could adversely affect our business, results of
operations and financial condition.

Risks Related to our Traded Securities

The market price of our ordinary shares and American Depositary Shares may be volatile and you may not
be able to resell your shares at or above the price you paid, or at all.

The stock market in general has experienced during recent years extreme price and volume fluctuations.
The market prices of securities of technology companies have been extremely volatile, and have experienced
fluctuations that have often been unrelated or disproportionate to the operating performance of those companies.
These broad market fluctuations have affected and are expected to continue to affect the market price of our
ordinary shares and ADSs.

The high and low closing market price of our ordinary shares traded on the Tel Aviv Stock Exchange, or
the TASE, under the symbol “FORT,” and the high and low closing market price of our ADSs traded on the
NASDAQ Global Select Market (for periods from January 3, 2011) or the NASDAQ Global Market (for periods
prior to January 3, 2011) under the symbol “FORTY,” during each of the last five years, are summarized in the table
below:
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NASDAQ Tel Aviv Stock Exchange*
In US$ In NIS In US$
Year High Low High Low High Low
2012 17.47 13.55 69.21 54.41 17.83 13.59
2011 20.49 11.14 75.57 43.94 20.55 11.81
2010 18.92 10.82 68.98 40.21 18.21 10.77
2009 12.10 3.59 44.12 16.16 11.22 4.11
2008 14.14 4.99 47.78 17.53 13.32 4.89

* The U.S. dollar price of our ordinary shares on the Tel Aviv Stock Exchange was determined by dividing the price
of an ordinary share in NIS by the representative exchange rate of the NIS against the U.S. dollar as reported by the
Bank of Israel on the same date.

The market price of our ordinary shares and ADSs may fluctuate substantially due to a variety of factors,

including:
. any actual or anticipated fluctuations in our or our competitors’ quarterly revenues and operating
results;
. industry trends and changes;
. changes in expectations as to our future financial performance, including financial estimates by

securities analysts and investors;



. public announcements concerning us or our competitors;

. results of integrating investments and acquisitions;

. the introduction or market acceptance of new service offerings by us or our competitors;

. changes in product pricing policies by us or our competitors;

. public announcements concerning distribution of dividends and payment of dividends;

. the public’s response to our press releases, our other public announcements and our filings with the

Securities and Exchange Commission and the Israeli Securities Authority;

. changes in accounting principles;

. sales of our shares by existing shareholders;

. the loss of any of our key personnel;

. other events or factors in any of the markets in which we operate, including those resulting from war,

incidents of terrorism, natural disasters or responses to such events; and
. general trends of the stock markets.

In addition, global and local economic, political, market and industry conditions and military conflicts and in
particular, those specifically related to the State of Israel, may affect the market price of our shares and ADSs.

Significant fluctuations in our annual and quarterly results, which make it difficult for investors to make
reliable period-to-period comparisons, may also contribute to volatility in the market price of our ordinary
shares and American Depositary Shares.

Our quarterly and annual revenues, gross profit, net income and results of operations have fluctuated
significantly in the past, and we expect them to continue to fluctuate significantly in the future. The following events
may cause fluctuations:

. general global economic conditions;

. acquisitions and dispositions of, and consolidation of, our subsidiaries;
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. the size, time and recognition of revenue from significant contracts;
. timing of product releases or enhancements;
. timing of contracts;
. timing of completion of specified milestones and delays in implementation;
. changes in the proportion of service and license revenues;
. price and product competition;

. market acceptance of our new products, applications and services;



. increases in selling and marketing expenses, as well as other operating expenses;
. currency fluctuations; and
. consolidation of our customers.

A substantial portion of our expenses, including most product development and selling and marketing
expenses must be incurred in advance of when revenue is generated. If our projected revenue does not meet our
expectations, we are likely to experience an even larger shortfall in our operating profit relative to our expectations.
The gross margins of our individual subsidiaries vary both among themselves and over time. As a result, changes in
the revenue mix from these subsidiaries may affect our quarterly operating results. In addition, we may derive a
significant portion of our net income from the sale of our investments or the sale of proprietary software technology.
These events do not occur on a regular basis and their timing is difficult to predict. As a result, we believe that
period-to-period comparisons of our historical results of operations are not necessarily meaningful and that you
should not rely on them as an indication for future performance. Also, it is possible that our quarterly and annual
results of operations may be below the expectations of public market analysts and investors. If this happens, the
prices of our ordinary shares and ADSs will likely decrease.

The market prices of our ordinary share and ADSs may be adversely affected if the market prices of our
publicly traded subsidiaries decrease.

A significant portion of our assets is comprised of equity securities of publicly traded companies. Our
publicly traded subsidiaries are, as of the current time, Magic Software, Matrix and Sapiens. The stock prices of
these publicly traded companies have been extremely volatile, and have been subject to fluctuations due to market
conditions and other factors which are often unrelated to operating results and which are beyond our control.
Fluctuations in the market price and valuations of our holdings in these companies may affect the market’s valuation
of the price of our ordinary shares and ADSs and may also thereby impact our results of operations. If the value of
our assets decreases significantly as a result of a decrease in the value of our interest in our publicly traded
subsidiaries, our business, operating results and financial condition may be materially and adversely affected and the
market price of our ordinary shares and ADSs may also fall as a result.

Our securities are traded on more than one market and this may result in price variations.

Our ordinary shares are traded on the TASE and our ADSs were traded on the NASDAQ Global Market
until January 3, 2011, at which date the listing of our ADSs was transferred to the NASDAQ Global Select Market.
Trading in our ordinary shares and ADSs on these markets takes place in different currencies (dollars on the
NASDAQ Global Select Market and NIS on the TASE), and at different times (resulting from different time zones,
different weekly trading days and different public holidays in the United States and Israel). The trading prices of our
ordinary shares and ADSs on these two markets may differ due to these and other factors (see the risk factor titled
“The market price of our ordinary shares and American Depositary Shares may be volatile and you may not be able
to resell your shares at or above the price you paid, or at all” above for an example thereof). On the other hand, any
decrease in the trading price of our ordinary shares or ADSs, as applicable, on one of these markets could likely
affect— and cause a decrease in— the trading price on the other market.
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Our largest shareholder, Asseco Poland S.A., owns the majority of the voting rights and controls the outcome
of matters that require shareholder approval.

Asseco Poland S.A., or Asseco, owns approximately 50.2% of our outstanding ordinary shares (which
excludes shares that we have repurchased that lack voting rights). Therefore, Asseco has the power to control the
outcome of those matters requiring shareholder approval, including the election of directors and approval of
significant corporate transactions. This voting power may have the effect of delaying or preventing a change in
control which may otherwise be favorable to our minority shareholders. In addition, potential conflicts of interest



may arise in the event that we or any of our subsidiaries or other affiliates enter into agreements or transactions with
affiliates of Asseco. Although Israeli law imposes certain procedures (including shareholder approval) for approval
of certain related party transactions, we cannot assure you that these procedures will eliminate the possible
detrimental effects of these conflicts of interest. If certain transactions are not approved in accordance with required
procedures under applicable Israeli law, these transactions may be void or voidable.

If we are unable to maintain effective internal control over financial reporting in accordance with Section 404
of the Sarbanes-Oxley Act of 2002, the reliability of our financial statements may be questioned and our share
price may suffer.

The Sarbanes-Oxley Act of 2002 imposes certain duties on us and on our executives and directors. To
comply with this statute, we are required to document and test our internal control over financial reporting, and our
independent registered public accounting firm must issue an attestation report on our internal control procedures,
and our management is required to assess and issue a report concerning our internal control over financial reporting.
Our efforts to comply with these requirements have resulted in increased general and administrative expenses and a
diversion of management time and attention, and we expect these efforts to require the continued commitment of
significant resources. We may identify material weaknesses or significant deficiencies in our assessments of our
internal controls over financial reporting. Failure to maintain effective internal control over financial reporting could
result in investigation or sanctions by regulatory authorities, and could adversely affect our operating results,
investor confidence in our reported financial information and the market price of our ordinary shares.

Risks Relating to Operations in Israel
Political, economic, and military conditions in Israel could negatively impact our business.

We are incorporated under the laws of, and our headquarters and principal research and development
facilities are located in, the State of Israel, and approximately 76% and 67% of our consolidated revenues in 2011
and 2012, respectively were generated from the Israeli market. As a result, we are directly influenced by the
political, economic and military conditions affecting Israel. In addition, several countries still restrict business with
Israel and with companies doing business in Israel. These political, economic and military conditions in Israel, and
business restrictions, could have a material adverse effect on our business, financial condition, results of operations
and future growth.

Despite the progress towards peace between Israel and its Arab neighbors, the future of these peace efforts
is uncertain and although Israel has entered into various agreements with Egypt, Jordan and the Palestinian
Authority, there has been an increase in unrest and terrorist activity, which began in September 2000 and has
continued with varying levels of severity through 2012. Ongoing and revived hostilities or other Israeli political or
economic factors could harm our operations and cause our revenues to decrease.

Recent political uprisings and social unrest in various countries in the Middle East and North Africa are
affecting the political stability of those countries. This instability may lead to deterioration of the political
relationships that exist between Israel and these countries, and have raised new concerns regarding security in the
region and the potential for armed conflict. Among other things, this instability may affect the global economy and
marketplace through changes in oil and gas prices. In addition, Iran has publicly threatened to attack Israel and is
widely believed to be developing nuclear weapons. Iran is also believed to have a strong influence (including
through the provision of funding and other support) among extremist groups in the region, such as Hamas in Gaza
and Hezbollah in Lebanon. This situation may potentially escalate in the future to violent events which may
negatively affect Israel. Continued hostilities between Israel and its neighbors and any future armed conflict,
terrorist activity or political instability in the region could adversely affect our operations in Israel and adversely
affect the market price of our Common Shares. Further escalation of tensions or violence might result in a
significant downturn in the economic or financial condition of Israel, which could have a material adverse effect on
our operations in Israel and our business.
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Some of our employees in Israel are obligated to perform military reserve duty, currently consisting of
approximately 30 days of service annually (or more for reserves officers or non-officers with certain expertise).
Additionally, they are subject to being called to active duty at any time upon the outbreak of hostilities. While we
have operated effectively under these requirements since the establishment of Sapiens, no assessment can be made
as to the full impact of such requirements on our business or work force and no prediction can be made as to the
effect on us of any expansion of such obligations.

The tax benefits available to us from government programs may be discontinued or reduced at any time,
which would likely increase our taxes.

Certain of our subsidiaries are currently eligible to receive tax benefits under programs of the Government
of Israel. In order to maintain their eligibility for these tax benefits, these subsidiaries must continue to meet specific
requirements. If they fail to comply with these requirements in the future, such tax benefits may be cancelled. We
cannot assure you that these programs and tax benefits will continue at the same level in the future. Therefore, if
these tax benefits and programs are terminated or reduced, we could pay increased taxes in the future, which could
decrease our profits. For more information about the tax benefit programs see Item 10.E “Additional Information —
Taxation.”

Fluctuations in foreign currency values may affect our business and results of operations.

Due to our extensive operations and sales in Israel, most of our revenues and expenses from our IT services
are denominated in NIS. For financial reporting purposes, we translate all non-U.S. dollar denominated transactions
into dollars in accordance with ASC 830. Therefore, we are exposed to the risk that a devaluation of the NIS relative
to the dollar will reduce our revenue growth rate in dollar terms. On the other hand, a significant portion of our
revenues from proprietary software products and related services is currently denominated in other currencies,
particularly the Euro, Japanese Yen , British Pound and South African Rand, while a substantial portion of our
expenses relating to the proprietary software products and related services, principally salaries and related personnel
expenses, is denominated in NIS. As a result, the depreciation of the Euro, Japanese Yen, British Pound or South
African Rand relative to the U.S. dollar reduces our dollar recorded revenues from sales of our proprietary software
products and related services that are denominated in those currencies and thereby harms our results of operations.
In addition, the appreciation of the NIS relative to the dollar increases the dollar recorded value of expenses that we
incur in NIS in respect of such proprietary software products sales, and, therefore, could adversely affect our results
of operations and harm our competitive position in the markets. The depreciation (appreciation) of the dollar in
relation to the NIS (based on the change in the exchange rate reported by the Bank of Israel from the start to the
conclusion of each year) amounted to 6.4%, (7.1)% and 2.36% for the years ended December 31, 2010, 2011 and
2012, respectively. Rises in the inflationary rate in Israel further increase the dollar cost of our NIS-based operating
expenses and adversely impact the profits that we realize from our proprietary software products sales. The Israeli
rate of inflation amounted to 2.7%, 2.2% and 1.6% for the years ended December 31, 2010, 2011 and 2012,
respectively. To date, although we have engaged with certain hedging transactions, these transaction are not
considered to be significant. In the future, we may enter into more or larger currency hedging transactions to
decrease the risk of financial exposure from fluctuations in the exchange rate of the NIS against the dollar, or the
Euro, Japanese Yen British Pound and South African Rand against the dollar, and from fluctuations in the Israeli
inflation rate. However, we cannot assure you that these measures will adequately protect us from the material
adverse effects described above. For additional information relating to the exchange rates between different relevant
currencies, see “Item 5. Operating and Financial Review and Prospects—Overview—Our Functional and Reporting
Currency.”

It may be difficult to serve process and enforce judgments against our directors and officers in the United
States or in Israel.

We are organized under the laws of the State of Israel. All of our executive officers and directors are
nonresidents of the United States, and a substantial portion of our assets and the assets of these persons are located
outside of the United States. Therefore, it may be difficult to:
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o effect service of process within the United States on us or any of our executive officers or directors;

e enforce court judgments obtained in the United States including those predicated upon the civil liability
provisions of the United States federal securities laws, against us or against any of our executive officers or
directors, in the United States or Israel; and

o bring an original action in an Israeli court against us or against any of our executive officers or directors to
enforce liabilities based upon the United States federal securities laws.

Provisions of Israeli law may delay, prevent or make more difficult an acquisition of our company.

The Israeli Companies Law, 1999, referred to as the Companies Law, generally requires that a merger be
approved by the board of directors and a majority of the shares voting on the proposed merger, of each of the
merging companies. For purposes of the shareholder vote, unless a court rules otherwise, the merger will not be
deemed approved if shares representing a majority of the voting power present at the shareholders meeting, and
which are not held by the other party to the merger (or by any person who holds 25% or more of the shares or the
right to appoint 25% or more of the directors of the other party or its general manager, or any of their relatives or
corporations controlled by them) have voted against the merger. Upon the request of any creditor of a party to the
proposed merger, a court may delay or prevent the merger if it concludes that there is a reasonable concern that, as a
result of the merger, the surviving company will be unable to satisfy the obligations of the surviving company. In
addition, the court may give instructions to secure creditors’ rights. Finally, a merger may generally not be
completed unless at least (i) 50 days have passed since the filing of a merger proposal signed by both parties with
the Israeli Registrar of Companies; and (ii) 30 days have passed since the merger was approved by the shareholders
of each of the parties to the merger. Also, in certain circumstances an acquisition of shares in a public company must
be made by means of a tender offer. Lastly, Israeli tax law treats some acquisitions, such as stock-for-stock
exchanges between an Israeli company and a foreign company, less favorably than U.S. tax laws. These provisions
of Israeli corporate and tax law may have the effect of delaying, preventing or make more difficult an acquisition of
or merger with us, which may adversely affect our ability to engage in a business combination and may also depress
the price of our ordinary shares and ADSs.

Your rights and responsibilities as a shareholder will be governed by Israeli law and differ in some respects
from the rights and responsibilities of shareholders under U.S. law.

We are incorporated under Israeli law. The rights and responsibilities of holders of our ordinary shares are
governed by our memorandum of association, amended and restated articles of association, which we sometimes
refer to as our articles, and Israeli law. These rights and responsibilities differ in some respects from the rights and
responsibilities of shareholders in typical U.S. corporations. In particular, a shareholder of an Israeli company has a
duty to act in good faith in exercising the rights thereof and fulfilling the obligations thereof toward the company
and other shareholders and to refrain from abusing the power thereof in the company, including, among other things,
in voting at the general meeting of shareholders on certain matters. Israeli law provides that these duties are
applicable in shareholder votes at the general meeting with respect to, among other things, amendments to a
company’s articles of association, increases in a company’s authorized share capital, mergers and acquisitions and
transactions involving interests of officers, directors or other interested parties which require the shareholders’
approval. In addition, a controlling shareholder of an Israeli company or a shareholder who knows that he or she
possesses the power to determine the outcome of a vote at a meeting of our shareholders, or who has, by virtue of
the company’s articles of association, the power to appoint or prevent the appointment of an office holder in the
company, or any other power with respect to the company, has a duty of fairness toward the company. The
Companies Law does not establish criteria for determining whether or not a shareholder has acted in good faith.
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As a foreign private issuer whose ADSs are listed on the NASDAQ Global Select Market, we may follow
certain home country corporate governance practices instead of certain NASDAQ requirements.

As a foreign private issuer whose ADSs are listed on the NASDAQ Global Select Market, we are permitted
to follow certain home country corporate governance practices instead of certain requirements of the Listing Rules



of the NASDAQ Stock Market. A foreign private issuer that elects to follow a home country practice instead of such
requirements must submit to NASDAQ in advance a written statement from independent counsel in such issuer’s
home country certifying that the issuer’s practices are not prohibited by the home country’s laws. In addition, a
foreign private issuer must disclose in its annual reports filed with the Securities and Exchange Commission, or the
SEC, or on its website, each such requirement that it does not follow and describe the home country practice
followed by the issuer in lieu of any such requirement. In keeping with these leniencies, we have elected to follow
home country practice with regard to, among other things, composition of our board of directors, director
nomination procedure, compensation of officers, quorum at shareholders’ meetings and timing of our annual
shareholders’ meetings. We have furthermore elected to follow our home country law, in lieu of those rules of the
NASDAQ Stock Market that require that we obtain shareholder approval for certain dilutive events, such as for the
establishment or amendment of certain equity based compensation plans, an issuance that will result in a change of
control of the company, certain transactions other than a public offering involving issuances of a 20% or more
interest in the company and certain acquisitions of the stock or assets of another company. Accordingly, our
shareholders and ADS holders may not be afforded the same protection as provided under NASDAQ’s corporate
governance rules.

Our United States investors could suffer adverse tax consequences if we are characterized as a passive foreign
investment company.

Generally, if for any taxable year, after applying certain look-through rules, 75% or more of our gross
income is passive income, or at least 50% of the value of our assets are held for the production of, or produce,
passive income, we may be characterized as a passive foreign investment company, or PFIC, for U.S. federal
income tax purposes. Passive income for these purposes generally includes, among other things, certain dividends,
interest, royalties, rental and gains from commodities and securities transactions and from the sale or exchange of
property that gives rise to passive income. This characterization could result in adverse U.S. tax consequences to our
shareholders who are U.S. taxpayers, including having gain realized on the sale of our ordinary shares or ADSs
being treated as ordinary income rather than capital gain income, and could result in punitive interest charges being
applied to such sales proceeds. Rules similar to those applicable to dispositions apply to amounts treated as “excess
distributions.”

We believe that we were not a PFIC in 2012 and currently expect that we will not be a PFIC in 2013.
However, PFIC status is determined as of the end of the taxable year and is dependent on a number of factors.
Therefore, there can be no assurance that we will not become a PFIC for the year ending December 31, 2013 orin a
future taxable year. Rules similar to those applicable to gains derived from the disposition of our ordinary shares or
ADSs also apply to certain “excess distributions.” A decline in the value of our ordinary shares or ADSs could result
in our company being classified as a PFIC. U.S .investors should consult with their own tax advisors with respect to
the U.S. tax consequences of investing in our ordinary shares or ADSs. For a discussion of how we might be
characterized as a PFIC and related tax consequences, see “Item 10. Additional Information—Taxation—United
States Federal Income Tax Considerations.”

ITEM 4. INFORMATION ON THE COMPANY
A. History and Development of the Company

Both our legal name and our commercial name is Formula Systems (1985) Ltd. We were incorporated in
Israel on April 2, 1985. We maintain our principal executive offices at 5 Haplada Street, Or Yehuda 60218, Israel
and our telephone number is 011-972-3-5389487. Our agent in the United States is Corporation Service Company
and its address is 2711 Centerville Road, Suite 400, Wilmington, DE 19808. In 1991, we completed the initial public
offering of our ordinary shares on the TASE. In October 1997, we completed the listing of our ADSs on the
NASDAQ Global Market. As of January 3, 2011 our ADSs have been listed on the NASDAQ Global Select Market.

Since our inception, we have acquired controlling interests, and have invested, in companies which are
engaged in the IT solutions and services business. We, together with our subsidiaries and affiliates, are known as the
Formula Group.
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In November 2010, Emblaze Ltd., our former controlling shareholder, sold its controlling stake in us to
Asseco Poland SA, a Polish IT company listed on the Warsaw Stock Exchange.

We have adopted a strategy of seeking opportunities to realize gains through the selective sale of
investments and interests in our subsidiaries and affiliates to outside investors. We believe that this strategy provides
us with capital to support the growth of our interest in our remaining subsidiaries, as well as provide us the
opportunity to pursue new acquisitions of, and investments in, other businesses, particularly businesses offering
products, technologies and services that are complementary to ours and are suitable for integration into our business
therefore increasing value for our shareholders (and ADS holders). We expect to continue to develop and enhance
the products, services and solutions of our subsidiaries, and to continue to pursue additional acquisitions of, or
investments in, companies that provide IT services and proprietary software solutions.

Capital Expenditures and Divestitures

Our principal investment and divestiture activities and related financing activities since the start of our 2010
fiscal year are described below. For additional information relating to our investment, divestiture and financing
activities during 2011 and 2012, see “Item 5. Operating and Financial Review and Prospects— Liquidity and Capital
Resources.”

Changes in our percentage ownership of Sapiens. As a result of our subsidiary Sapiens’ issuance of
17,500,000 of its ordinary shares as consideration for its acquisition of FIS and IDIT on August 21, 2011, our
percentage interest in Sapiens decreased from 75.6% to 42.3%. Both prior to, and subsequent to, such acquisition,
we have increased our investment in Sapiens, acquiring additional ordinary shares of Sapiens in private transactions
that have raised our beneficial ownership to 47.3% and 56.6% of Sapiens’ outstanding share capital as of December
31, 2011 and 2012, respectively. Pursuant to our acquisitions of Sapiens ordinary shares, we have invested an
aggregate of $1.8 million, $11.6 million and $11.7 million in 2010, 2011 and 2012, respectively. The source of such
funds has been our working capital and a bank loan.

Changes in our percentage ownership of Magic Software. During 2012, we have increased our investment
in Magic Software, acquiring additional ordinary shares of Magic Software in private transactions that have raised
our beneficial ownership to 52.3% of Magic Software’s outstanding share capital as of December 31, 2012. Pursuant
to our acquisitions of Magic Software’s ordinary shares, we have invested an aggregate of $2.3 million in 2012. The
source of such funds has been our working capital and a bank loan.

Changes in our percentage ownership of Matrix. During 2012, we have increased our investment in Matrix,
acquiring additional ordinary shares of Matrix in private transactions that have raised our beneficial ownership to
50.11% of Matrix outstanding share capital as of December 31, 2012. Pursuant to our acquisitions of Matrix
ordinary shares, we have invested an aggregate of $0.4 million in 2012. The source of such funds has been our
working capital and a bank loan.

Acquisition of US risk management company by Matrix. In January 2012, our subsidiary Matrix acquired
60% of the EXZAC Company, a U.S. company in the field of risk management for financial institutions that deals in
commerce, and which specializes in application services for enterprise fraud management. Matrix paid $6.9 million
in the acquisition, while up to an additional $2.5 million of consideration may be payable by Matrix if the acquired
company achieves certain targets over time. Exzac currently employs approximately 80 employees. The Purchaser
(Matrix) and the seller hold mutual call and put options respectively for the remaining 40% interest. On December
19, 2012 Matrix exercised its option to acquire from one of the sellers 20% interest in Exzac Inc., for a total
consideration of $ 5.0 million and an additional consideration determined based on a mechanism agreed between the
parties which is based on the acquired business meeting certain operational targets in 2014. The purchaser (Matrix)
and the remaining seller still hold mutual call and put options respectively for the remaining interest.
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Acquisition of Israeli software and systems development house by Magic Software. In July 2012, our
subsidiary Magic acquired an 80% interest in Comm-IT Group, which includes CommIT Technology Solutions Ltd.
and CommIT Software Ltd. for a total consideration of $ 9.0 million, of which $ 5.0 million was paid upon closing
and the remaining $ 4.0 million is to be paid during the next two years, of which, $ 1.4 million is contingent upon
the acquired business meeting certain operational targets in 2012 and 2013, and $ 2.6 million in deferred payments.
The Purchaser (Magic) and the seller hold mutual call and put options respectively for the remaining 20% interest
Comm-IT Group is a software and systems development house that specializes in providing advanced IT and
communications services and solutions.

Additional Acquisitions by Matrix. In 2012, Matrix completed the acquisition of additional activities for an
aggregate total consideration of up to $9.4 million, of which, as of December 31, 2012, the fair value of the
contingent consideration was approximately $0.3 million, which was contingent upon the acquired activities
achieving certain future performance targets from 2012 through 2013.

Acquisition of application development infrastructure by Magic Software. In December 2011, Magic
Software completed the acquisition of BluePhoenix's AppBuilder activity for s total consideration of $12.7 million.
AppBuilder is a comprehensive application development infrastructure used by many Fortune 1000 enterprises
around the world. This premier enterprise application development environment is a powerful, model-driven tool
that enables development teams to build, deploy and maintain large-scale, custom-built business applications.

Acquisition of software providers by Sapiens. On August 21, 2011, Sapiens completed the acquisition of all
of the share capital of each of FIS and IDIT, for a consideration that consisted of $6.75 million in cash, 10,016,875
of Sapiens’ ordinary shares and warrants to purchase 1,000,000 of Sapiens’ common shares for FIS and 7,483,125 of
Sapiens’ common shares for IDIT. The aggregate shares issued upon completion of the foregoing transactions
constituted, immediately upon such completion, approximately 44.2% of Sapiens’ issued and outstanding share
capital. In addition, options to purchase shares of IDIT and FIS were replaced at the closing with options to purchase
an aggregate of 1,938,844 of Sapiens’ ordinary shares. An aggregate of 1,750,000 of Sapiens’ common shares that
were issued as consideration in these transactions were deposited in escrow for 12 months, in connection with
certain indemnification arrangements.

The acquisition of FIS, a provider of packaged-based insurance software solutions for Life and Pension, or
L&P, that was founded in 1984, enables Sapiens to offer an enhanced solution for the L&P market, grows Sapiens’
customer base in the insurance market world-wide and strengthens Sapiens’ position in the market as a leading
provider of L&P core software solutions, The acquisition of IDIT, a provider of insurance software solutions which
focuses on the Property & Casualty, or P&C, market allows Sapiens to offer its customers and partners a more
extensive product portfolio in the industry and strengthens Sapiens’ presence in the P&C insurance market by
increasing its customer base and enabling Sapiens to meet the needs of insurers who operate in the P&C and L&P
markets.

Additional Acquisitions by Matrix and Magic Software. In 2011, Matrix and Magic Software completed the
acquisition of additional activities for an aggregate total consideration of up to $21.5 million, of which, as of
December 31, 2011, the fair value of the contingent consideration was approximately $1.1 million, which was
contingent upon the acquired activities achieving certain performance targets from 2011 through 2013.

Acquisition of consulting and staffing business by a subsidiary of Magic Software. In February 2010, a
subsidiary of Magic Software completed the acquisition of the consulting and staffing business of a US-based IT
services company for a purchase price of approximately $13.7 million in cash, of which $8.6 million was paid in
2010, $2.1 million was paid in 2011 and the remaining $3.0 million was paid in 2012.

Acquisition of insurance software provider by Sapiens. In April, 2010, Sapiens acquired Harcase Software
Limited (“Harcase”), for aggregate consideration of approximately $3 million in cash and 454,546 of Sapiens
common shares. Harcase, is a Toronto-based provider of software solutions to the North American insurance
industry that developed and delivered RapidSure — a component-based software solution designed for the North
America P&C market, supporting a broad range of business lines, including homeowners, fleet insurance and
specialty lines
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B. Business Overview
General

We are a global IT solutions and services company based in Israel. We are principally engaged in providing
software consulting services, developing proprietary software products and providing computer-based business
solutions. We deliver our solutions in over 50 countries worldwide to customers with complex IT services needs,
including a number of “Fortune 1000” companies. We operate through our three directly held subsidiaries: Matrix,
Magic Software and Sapiens. The following is a description of the areas of our business activity:

IT Services

We design and implement IT solutions which improve the productivity of our customers’ existing IT assets.
In delivering our IT services, we at times use proprietary software developed by members of the Formula Group.
We provide our IT services across the full system development life cycle, including definition of business
requirements, system analysis, technical specifications, coding, testing, training, implementation and maintenance.
We perform our projects on-site or at our own facilities.

Proprietary Software Solutions

We design, develop and market proprietary software solutions for sale in selected niche markets worldwide.
We regularly seek opportunities to invest in or acquire companies with attractive proprietary software solutions
under development which we believe to have market potential. The majority of our investments and acquisitions in
this area have been in companies with products beyond the prototype stage. In addition, from time to time, we
selectively invest in companies with proven technology where we believe we can leverage our experience to
enhance product positioning and increase market penetration. We provide our management and technical expertise,
marketing experience and financial resources to help bring these products to market. We also assist the members of
our group to form teaming agreements with strategic partners to develop a presence in international markets.

The Formula Group

Formula is the parent company of subsidiaries and affiliates, which, as noted above, we refer to collectively
(together with Formula) as the Formula Group. We currently hold a controlling interest in our subsidiaries through
our equity holdings. We have the right to appoint a majority of the boards of directors of our subsidiaries through
our equity holdings. We provide our subsidiaries with our management, technical expertise and marketing
experience to help them to penetrate their respective markets.

We direct the overall strategy of our subsidiaries. While our subsidiaries each have independent
management, we monitor the growth of our subsidiaries through our active involvement in the following matters:

- strategic planning;
marketing policies;
senior management recruitment;
investment and budget policy;
financing policies; and
overall ongoing monitoring of each subsidiary’s performance.

We promote the synergy and cooperation among our subsidiaries by encouraging the following:



transfer of technology and expertise;

leveling of human resources demand;
combining skills for specific projects;

formation of critical mass for large projects; and
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marketing and selling the Formula Group’s products and services to its collective customer base.

We, through our subsidiaries, offer a wide range of integrated IT solutions and services, and design,
develop and market proprietary software solutions for sale in selected niche markets, both in Israel and worldwide.

Our Subsidiaries
Matrix

Matrix IT Ltd. is one of Israel’s leading integration and information technology services companies (based
on Dun’s 100 “Israel’s Largest Enterprises 2012”). Matrix employs approximately 6,500 software, hardware,
integration and training personnel, which provide advanced IT services to more than 550 customers in the Israeli
market. Matrix also markets in Israel software and hardware products manufactured by a broad range of
international manufacturers.

The solutions, services and products supplied by Matrix are designed to improve Matrix’s customers’
competitive capabilities, by providing a response to their unique IT needs in all levels of their operations.

Areas of Operation

Matrix is active in four principal areas: software solutions and services; software distribution; infrastructure
solutions and hardware products; and training and assimilation.

Software solutions and services. Matrix provides software services, software development projects,
outsourcing, integration of software systems and services — all in accordance with its customers’ specific needs.
Matrix also provides upgrading and expansion of existing software systems. Matrix software solutions and services
include the following components: (i) development of dedicated customer software systems; (ii) customization of
software developed by third parties to provide a response to customers’ requirements; (iii) systems assimilation; (iv)
offshore and domestic services, mainly for software developments and quality assurance and software testing; and
(iv) integration of all or part of these components. The scope of work invested in each individual component varies
from one customer to the other, based on each customer’s specific requirements.

Software distribution. Matrix’s operations in this area include sales and support of software products of
leading worldwide vendors in various categories, such as:

customer relationship management (CRM);

master data management (MDM));

information technology systems management and business service management products (ITSM);
open-source software products for operating systems (Red-Hat Linux) and application servers (J-Boss);
virtualization software products, product for content management;

software products for business intelligence (BI);

data warehouses and extract/transform/load (ETL);

software products for integration;



e database systems;
e software products for knowledge management; and
e software development and testing tools.

Infrastructure solutions and hardware products. Matrix’s operations in this area include: (i) supply of
infrastructure solutions for computer and communication systems; (ii) sales and marketing of PCs, laptops, Intel
servers, peripheral equipment, operating systems, servers and workstations operating on Unix and Linux operating
systems, and sales and marketing of storage and backup systems for computer systems such as HP and IBM; and
(iif) maintenance for computers and peripheral equipment, lab services and a help desk.
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Training and assimilation. Matrix operates technological training and qualification centers providing
advanced professional courses for hi-tech personnel, training and assimilation of computer systems, applications
courses, professional training, soft-skills training and training for capital market operations.

Matrix provides solutions, services and products primarily to the following four market sectors (or
verticals): banking and finance, telecommunications and defense, commerce and manufacturing, and the public and
security forces sector.

Matrix offers to each market sector a broad range of solutions and services, customized for the specific
needs of that sector. Matrix operates dedicated departments, each of which specializes in a particular sector. Each
such department supplies customers in that sector with a product basket providing a response to most of its IT
requirements, based on an in-depth business understanding of the challenges which are typical to that sector. Matrix
established a separate division for each particular market sector, which manages the operations relating to that
sector.

Specialization in the various sectors is reflected in the applications, professional and marketing aspects of
each sector. Accordingly, the professional and marketing infrastructure required to support each market sector is
developed to address such sector’s specific needs.

In addition to the four sector-based areas of operations, Matrix operates three horizontal divisions providing
specialist services for all of the different sectors of operations as follows:

. Expertise centers — Matrix operates about 21 “expertise centers”, in areas such as: service oriented
architecture (SOA), Mobility (Mobile Technology), CRM, enterprise resource planning (ERP), Cloud
Computing, Open Source and E-Business. These expertise centers are based on market concept, which is
targeted to yield significant added value to the company’s customers, including: group of professionals that
are focused and have expertise in the related technologies, hands-on experience and expertise in the related
technologies, methodologies, and best practices; and

o A strategic consulting center that provides customers with diverse consultation services on topics
such as organization, strategy, business development and technological development.

. Inspection and related professional services under an offshore/’nearshore” model- In the context of
its offshore activities, Matrix conducts IT-related activities, including content development, quality
assurance, maintenance, indexing and related activities that are performed in a specific region or country
where such activities can be conducted most inexpensively. Matrix offers its customers these types of
solutions, whether via its “nearshore” Talpiot project and Babcom Centers Ltd. or via its offshore solutions
that are based on its development centers in Bulgaria and Macedonia. Periods of economic cautiousness
(such as the present time) provide an added incentive for these types of inexpensive economic solutions.
This trend is likely to expand Matrix’s operations in these areas in the context of its “Matrix Global”
activities.



Customers

Matrix’s customers include large and medium size enterprises in Israel, including commercial banks, loan
and mortgage banks, telecommunications services providers, cellular operators, credit card companies, leasing
companies, insurance companies, security agencies, satellite operators, hi-tech companies, the Israeli Defense Force
and government ministries and public agencies and media and publishing entities.

Magic Software

Magic Software Enterprises Ltd. develops, markets, sells and supports an application platform for
developing and deploying business applications and business and process integration solutions and offers IT
professional services,. Magic Software’s products and services are available through a global network of regional
offices, independent software vendors, system integrators, distributors and value-added resellers, as well as original
equipment manufacturers and consulting partners in approximately 50 countries. In addition to Magic Software’s
proprietary technology, Magic Software also provides its customers with maintenance and technical support, as well
as professional services and training.
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Magic Software Technology

With over 30 years of experience in assisting software and enterprise companies worldwide to produce and
integrate their business applications and thousands of customers and partners, Magic Software and its technology
enable enterprises to accelerate the process of building and deploying business software applications that can be
rapidly customized to meet current and future needs. Magic Software’s development and deployment and integration
products empower customers to dramatically improve their business performance and return on investment by
enabling the affordable and rapid delivery and integration of business applications, systems and databases.

Magic Software’s technology gives partners and customers the ability to create any type of business
applications, leverage existing information technology resources, enhance business ability, and focus on core
business priorities to gain maximum return on their existing and new IT investments. Magic Software’s technology
also provides the option to deploy Magic Software’s software capabilities in the cloud, hosted in web services cloud
computing environment.

Magic Software is known for its meta data driven, code-free approach, allowing users to focus on business
logic rather than technological requirements. This approach forms the driving principle of both the Magic xpa
application platform (formerly branded uniPaas) and the Magic xpi integration platform (formerly branded iBOLT).
Both Magic xpa and Magic xpi enable enterprises to accelerate the process of building and deploying applications
that can be rapidly customized and integrated with existing systems:

o Magic xpa Application Platform is a comprehensive Rich Internet Application (RIA) platform that
supports all deployment models including client/server, RIA, mobile applications, cloud and Software-
as-a-Service (SaaS). It uses a single development paradigm that handles all ends of the application
development and deployment process including client and server partitioning and the inter-
communicating layers and offers customers the power to choose how they deploy their applications,
whether full client or web; on-premise or on-demand; in the cloud or behind the corporate firewall;
software or mobile or SaaS; global or local.

By offering technology transparency, Magic xpa allows customers to focus on their business
requirements rather than technological means. The Magic xpa single development paradigm significantly
reduces the time and costs associated with the development and deployment of client/server as well as
cloud-based applications including RIA, mobile and SaaS. Application owners can leverage their initial
investment when moving from full client mode to cloud mode, and eventually modify these choices as
the situation requires. Furthermore, enterprises can use cloud based Magic xpa applications in a SaaS
model and still have their databases in the privacy of their own data centers. It also supports most



hardware and operating system environments such as Windows, Unix, Linux and AS/400, as well as
multiple databases. In addition, uniPaas is interoperable with .NET and Java technologies.

Magic xpa can be applied to the full range of software development, from the implementation of micro-
vertical solutions, through tactical application renovation and process automation solutions, to enterprise
spanning SOA migrations and composite applications initiatives. Unlike most competing platforms,
Magic xpa offers a coherent and unified toolset based on the same proven metadata driven and rules
based declarative technology, resulting in unprecedented cost savings through fast and easy
implementation and reduced project risk.

The Magic xpa application platform was acknowledged in Gartner’s 2012 Magic Quadrant for
Application Infrastructure for Systematic SOA Application Projects as an “easy-to-develop platform,
with substantial support for various nonfunctional requirements built in, and it is emerging as a highly
capable Cloud enabled application platform (CEAP).”
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Magic xpi Integration Platform is a graphical, wizard-based code-free solution delivering fast and simple
integration and orchestration of business processes and applications. Magic xpi allows businesses to
more easily view, access, and leverage their mission-critical information, delivering true enterprise
application integration, or EAI, business process management system, or BPM, and SOA infrastructure.
Magic xpi allows integration and interoperability of diverse solutions, including cloud-based business
applications integration with on-premise as well as legacy applications, in a quick and efficient manner.

Increasing the usability and life span of existing legacy and other IT systems, Magic xpi allows fast
enterprise application integration (EAI), development and customization of diverse applications, systems
and databases, assuring rapid return on invested capital and time-to-market, increased profitability, and
customer satisfaction. Magic Software offers special editions of Magic xpi targeted at specific enterprise
application vendor ecosystems, such as SAP Business One, SAP R/3, SAP Business All-in-One, Oracle,
JD Edwards, IBM i series, Salesforce.com, Lotus Notes and Lotus Domino, HL7 and Microsoft
Dynamics CRM. These special editions contain specific features and pricing tailored for these market
segments.

Magic Software also offers its AppBuilder Application Platform, which assists businesses in the manner
described below:

AppBuilder Application Platform is a development environment used for managing, maintaining and
reusing complicated applications needed by large businesses. It provides the infrastructure for enterprises
worldwide, across several industries, with applications running millions of transactions daily on legacy
systems. Enterprises using AppBuilder can build, deploy and maintain large-scale custom-built business
applications for years without being dependent on any particular technology. The deployment
environments include IBM mainframe, Unix, Linux and Windows. AppBuilder is intended to increase
productivity and agility in the creation and deployment of enterprise class computing.

AppBuilder follows the 4GL development paradigm to help enterprises focus on the business needs and
definition and overlook technical hurdles. AppBuilder developers define the business roles and prior to
deployment the code is generated from the development environment to the required run time
environment. Several large Independent Software Vendors (“ISVs”) have built state of the art
applications that are deployed through many customers. It implements a model driven architecture
approach to application development and provides the ability to design an application at the business
modeling level and generate forward to an application. AppBuilder has a platform-independent,
business-rules language that enables generation to multiple platforms. It is possible to generate the client
part of an application as Java and the server part as COBOL. As businesses change, the server part can
be generated as Java without changing the application logic. Only a simple configuration option needs to
be changed



Magic Software addresses the critical business needs of companies so that they are able to quickly respond
to changing market forces and demands. Robust business solutions are created, deployed and maintained with
unrivaled productivity and time-to-market results. Magic Software’s metadata driven application platform is aligned
with modern application development theories and enables developers to create better solutions in less time and with
fewer resources.

Magic Software’s technology and solutions are especially in demand when time-to-market considerations
are critical, budgets are tight, integration is required with multiple platforms or applications, databases or existing
systems and business processes, as well as for RIA, cloud computing and SaasS.

Magic Software’s technologies are used by a wide variety of developers, integrators and solution providers,
which can generally be divided into two sectors: in the first sector are those performing in-house development
(corporate IT departments) and in the second sector are Magic Software providers (MSPs), including large system
integrators and smaller independent developers, and value added resellers that use Magic Software’s technology to
develop or provide solutions to their customers. MSPs who are packaged software publishers use Magic Software’s
technology to write standard packaged software products that are sold to multiple clients, typically within a vertical
industry sector or a horizontal business function.
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Services/ Professional Services. Magic Software provides a broad range of consulting and software
development project management services to customers developing, deploying and integrating distributed
applications.

Magic Software offers fee-based consulting services in connection with installation assurance, application
audits and performance enhancement, application migration and application prototyping and design. Consulting
services are aimed at both generating additional revenues and ensuring successful implementation of Magic xpa,
Magic xpi, and Appbuilder projects through knowledge transfer.

Services are offered as separately purchased add-on packages or as part of an overall software development
and deployment technology framework. Over the last several years, Magic Software has built upon its established
global presence to form business alliances with Magic Software providers who use Magic Software technology to
develop solutions for their customers, and with distributors to deliver successful solutions in focused market sectors.

Maintenance. Magic Software offers its customers annual maintenance contracts providing for unspecified
upgrades and new versions and enhancements for its products on a when-and-if-available basis for an annual fee.

Technical Support. Magic Software’s in-house technical support group provides training and post-sale
support. Magic Software offers an online support system for the MSPs, providing them with the ability to
instantaneously enter, confirm and track support requests via the Internet. This system supports MSPs and end-users
worldwide. As part of this online support, Magic Software offers a Support Knowledge Base tool providing the full
range of technical notes and other documentation including technical papers, product information, most answers to
most common customer queries and known issues that have already been reported.

Training. Magic Software conducts formal and organized training on its development tools. Magic
Software develops courses, pertaining to its principal products, Magic xpa and Magic xpi, and provides trainer and
student guidebooks. Course materials are available both in traditional, classroom courses and as web-based training
modules, which can be downloaded and studied at a student’s own pace and location. The courses and course
materials are designed to accelerate the learning process, using an intensive technical curriculum in an atmosphere
conducive to productive training.

Vertical Solutions



Magic Software also develops, markets, and supports, through its subsidiaries and affiliates, vertical
applications, including telecom infrastructure technologies, cargo handling and installation service.

e Coretech Consulting Group LLC , Fusion Solutions LLC, Xsell Resources Inc. and the Comm-IT Group
provide a broad range of IT consulting and staffing services in the areas of infrastructure design and
delivery, application development, technology planning and implementation services, as well as
supplemental staffing services to a wide variety of companies including Fortune 1000 companies. They
have extensive knowledgeable of and have worked with virtually all types of telecom infrastructure
technologies in wireless and wireline as well as in the areas of infrastructure design and delivery,
application development, project management, technology planning and implementation services. Their
client list includes major global telecoms, OEM’s and engineering, furnish and installation service
companies. The technical personnel that they provide generally supplement the in-house capabilities of
their clients. Their approach is to make available to their clients a broad range of technical personnel to
meet their requirements rather than focusing on specific specialized areas.

e Hermes Logistics Technologies Ltd. develops and markets a comprehensive solution for air cargo
handling, which is designed to increase productivity, improve efficiency and reduce costs. Hermes
provides physical cargo handling, and cargo documentation through customs, seamless electronic data
interchange (EDI) communications, special handling for dangerous goods, track and trace and security to
billing. The Hermes system provides a complete and integrated solution encompassing all physical
handling, documentation and messaging requirements, including real-time warehousing, service level
profiling /monitoring, end-user guidance, tariff profiling, analysis, audits and reports. Hermes continued
to develop the Hermes software solution for air cargo handling. HERMES Release 4.6 which was
released in the beginning of 2013, incorporates new and advanced functionalities.
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Markets and Customers

Magic Software markets and sells its products and related services in more than 50 countries worldwide.
Industries that are significantly represented in the Magic Software’s community include finance, insurance,
government, health care, logistics, manufacturing media, retail and telecommunications.

Sapiens

Sapiens International Corporation N.V. is a global provider of innovative software solutions for the
financial services industry, with a focus on insurance. Sapiens offers its customers a broad range of software
solutions and services, comprised primarily of:

o Core software solutions for the Insurance industry — including Property & Casualty/General Insurance
(“P&C”) and Life, Annuities, Pension and retirement (“L&P”) products;

o Business decision management solutions for all financial services, including insurance, banking and
capital markets; and

e Project delivery and implementation of its mission critical solutions using best practices.

Sapiens operates in the traditional core insurance and financial services markets. Its history of working
closely with insurance and financial services providers results in a deep understanding of these markets and their
needs. Its target market includes both insurance carriers using legacy systems and those using new technologies and
financial services providers.

Solutions for the Global Financial Industries, with a focus on Insurance
Sapiens focuses on delivering package-based software solutions that provide the financial services industry

and, in particular, the insurance industry, with the ability to be more agile in the face of the new and changing
business environment, while simultaneously reducing IT costs.



Sapiens offers its customers a range of package-based software solutions that are:

Comprehensive and function-rich, supporting generic insurance standards, regulation and processes by
providing field proven functionality and best practices

Customizable to easily match specific business requirements and expandable/flexible architecture that
allows quick functionality augmentation that permits use of Sapiens’ platform across different markets
and regulatory regimes using our knowledge of insurance best practices

Based on model-driven architecture (incorporating “Service Oriented Architecture - SOA”) and
engineered to provide streamlined secure processing, while maintaining total platform independence and
system reliability.

Component-based and scalable in order to help our customers implement our software in their
environments to better serve their clients and quickly respond to insurance regulatory and market
changes that result in a rapid time to market.

The foregoing features of Sapiens insurance solutions offer a broad range of advantages to the operational

environment of an organization and the ability to create new, added value through:

Rapid deployment of new insurance products by providing highly configurable software and offering the
opportunity to achieve a competitive advantage in the P&C and L&P market by arriving to the market
early with new products

System support for global expansion of the insurance business, allowing users of its solutions to leverage
a single software solution to support operations globally while simultaneously addressing local
requirements

Compliance with regulatory requirements by using configuration-based capabilities to easily introduce
changes to the system to support complex insurance regulations

Support of multiple innovative channels to its customers’ clients, including mobile technologies, social
media and internet to align with the shift of power to the consumer
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Improvement of operational efficiency by providing full automation of insurance process, with
configurable workflow, audit and control, streamlined insurance practices and easy integration and
maintenance

Reduction of overhead for IT maintenance through easy-to-integrate solutions with flexible and modern
architecture resulting in lower costs for ongoing maintenance, modifications, additions and integration
Prevention of claims leakage with a comprehensive, auditable approach to management of reinsurance
programs

Modern architecture and technical design utilizing component-based and full service-oriented
architecture to provide easy integration to all external sources, scalability and powerful performance

Sapiens Solution Offerings
Life, Pension & Annuity Solutions

Sapiens ALIS is a comprehensive L&P software solution for individual, group and worksite insurance

products. ALIS provides comprehensive support for the complete policy lifecycle of all life insurance products from
quotation and illustrations, through underwriting, insurance billing and servicing up to the claims management and
exit processing.

Sapiens ALIS is a modular system and its functional components include all the components necessary for

L&P insurers to manage their business. ALIS allows insurance carriers to manage their entire core business on a
single ALIS platform and also to integrate ALIS with customers' other systems for the performance of a specific
activity or domain.

Based on ALIS, Sapiens has also developed Sapiens ALIS Recordkeeping for Retirement Services: an end-

to-end package-based software solution for record-keeping management for Defined Contribution Recordkeeping
providers. Sapiens Recordkeeping solution offers a complete end-to-end support of the recordkeeping functionality,



based on a modular deployment structure allowing flexibility on using specific modules and also seamlessly
integrate with our customers' preferred systems/modules. Sapiens Recordkeeping for Retirement Services supports
the full range of Defined Contribution retirement products, including among others, 401(k), ESOP and Profit
Sharing and the associated plan variations, including ERISA, Non-ERISA, Safe Harbor, Taft Hartley and others.

Property & Casualty/General Insurance Solutions

Sapiens IDIT is a component based software solution, addressing the specific needs of general insurance
carriers for traditional insurance, direct insurance, bancassurance and brokers markets, primarily in Europe and in
the Asia-Pacific markets.

Sapiens IDIT integrates multiple front office and back office processes, including insurance product design,
policy administration, underwriting, call center and remote users and partners, backed by fully secured internet-
based capabilities. Sapiens IDIT supports a broad range of general, personal and commercial lines of business and
provides a full set of components to support insurance core operations lifecycle from inception to renewal and
claims. Modular software components can be customized to match specific insurance business requirements, while
providing pre-configured functionality.

Sapiens RapidSure is a component-based software solution, designed specifically to meet the business and
regulatory requirements of P&C insurance providers in North America. Sapiens RapidSure supports a broad range
of general, personal and commercial lines of business, including homeowners, fleet insurance and specialty lines
insurance products, and is designed to handle complex policies and high volume transactions. Sapiens RapidSure is
based on SOA architecture which facilitates ease of integration with existing corporate and external systems such as
ACORD and ISO. It offers a user friendly interface which allows insurance carriers to improve efficiency through
ease of operation and provides a broad set of applications to support the P&C insurance core operations lifecycle.
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Sapiens Reinsurance enables P&C/General Insurance carriers and brokers to handle all of their
P&C/General reinsurance activities on a single platform, with full financial control and auditing support. By
incorporating in-depth, fully automated functions readily adaptable to each company's business procedures,
Reinsurance provides full financial control of the reinsurance practice, including support for all auditing
requirements and regulatory reporting.

Business Decision Management Solutions:

Sapiens DECISION is an innovative business decision software solution which allows business
professionals, with no IT skills, to design, simulate, implement, change, analyze, and visualize business logic that
drives financial operations and compliance in a business-friendly format and environment. Sapiens DECISION is
based on The Decision Model methodology, which Sapiens licenses under a long term license from the Decision
Model Licensing LLC. The Decision Model is an innovative approach to business logic. When implemented
properly, it can resolve the disparate nature of the logic across the organization to provide an enterprise management
of logic. It allows a single representation of the logic across the organization and treats it as an enterprise asset.

Sapiens DECISION offers a way to maintain governance across all applications, across any rules engine or
business process management system.

Sapiens Legacy Software Solutions
Insight for P&C is a software solution used by P&C carriers in several states in the United States. Insight
for P&C has been customized to meet the particular business demands at the insurer level and the regulatory needs

at the state level.

Insight for L&P enables L&P carriers in Israel to handle a wide range of L&P activities, particularly in
Israel, which has specific regulatory requirements.



Insight for Closed Blocks is a solution for life and pension insurance companies that enables customers to
efficiently and more effectively administer policies and claims relating to closed books of business, where products
are no longer open to new business.

eMerge is a rules-based, model-driven architecture that enables the creation of mission critical core
enterprise applications with little or no coding using agile methodologies. Sapiens’ technology is intended to allow
customers to achieve legacy modernization and enterprise application integration.

Sapiens' Global Professional Services

Sapiens provides implementation and integration services to help its customers fully realize benefit from
our software solutions. Some of the key advantages of Sapiens’ professional services are:

e Project Delivery Experience. 30 years of field-proven project delivery of core system solutions for the
insurance industry, based on best practices and accumulated experience.

e Customer Integration: Using its know-how to help its customers deploy modern solutions while
integrating these solutions with their legacy environment that must be supported.

e Global Presence: Insurance and technology domain experts provide bandwidth of global professional
services.

Sapiens’ implementation teams assist customers in building implementation plans, integrating its software
solutions with their existing systems and defining business rules and specific requirements unique to each customer
and installation.

Sapiens also partners with several leading system integration consulting firms to achieve scalable, cost-
effective implementations for our customers. Sapiens has developed an efficient, repeatable methodology that is
closely aligned with the unique capabilities of its solutions.
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Sapiens service teams are experienced in both technology and insurance. This helps Sapiens develop
strategic relationships with its customers, enhances information exchange and deepens its understanding of the needs
of companies within the industry.

We provide a wide scope of services and consultancy around our core solutions, both in the stage of the
initial project implementation as well as on-going additional services. Many of Sapiens’ customers use its services
and expertise on an ongoing basis to assist them with various aspects of daily maintenance, ongoing system
administration and additions of new enhancements to the solutions - and are considering Sapiens as a strategic
partner for such services.

Additional IT services that Sapiens provides include custom-made solutions that help leading organizations
meet the complex business challenges they are facing quickly and cost-effectively while extending and leveraging
existing assets. Leveraging the knowledge Sapiens has obtained designing and implementing products such as ALIS,
IDIT, RapidSure, Reinsurance and Sapiens DECISION, Sapiens offers innovative legacy modernization solutions,
mobile application solutions, as well as a full range of application delivery services.

Sales and Marketing

Our subsidiaries conduct sales and marketing efforts primarily through division or product managers as
well as through a global channel-network of ISVs, system integrators, value-added distributors and resellers, and
OEM and consulting partners. In certain cases, the companies devote sales managers who, aided by their staffs, are
responsible for ongoing customer relationships, as well as sales to new customers. Our sales teams are located at our
offices in Israel, North America, the United Kingdom, Japan, Germany, Belgium, France, the Netherlands, Hungary,
India, Australia and South Africa In addition, the IT services companies participate in competitive bidding



processes, primarily for turnkey and government projects, as well as large IT services contracts. Our subsidiaries
attend trade shows and exhibitions in the high technology markets, while further supplementing their sales efforts
with space advertising and products and services listing in appropriate directories. In addition, our subsidiaries
organize user group meetings for their customers, where new products and services are highlighted. We typically
enter into strategic alliances and intend to pursue acquisitions in order to penetrate various international markets and
promote sales of our proprietary software solutions in international markets.

Revenues Distribution Among Operating Segments

The following table summarizes our revenues generated by each of our directly held subsidiaries. Sapiens
revenues reflect for 2011 only the period starting January 1, 2011 until August 21, 2011, the date on which Formula
lost its controlling interest in Sapiens and for 2012 as of January 27, 2012, the date on which Formula gain its
controlling interest in Sapiens.

(U.S. dollars in thousands)
Matrix  Sapiens Magic Total

2012 514,931 105,248 126,380 745,421
2011 491,144 36,515 113,328 640,987
2010 409,272 52,235 88,578 550,085

Geographical Distribution of Revenues

The following table summarizes our revenues classified by geographic regions of our customers, for the
periods indicated:
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(U.S. dollars in thousands)

Year ended December 31,

2010 2011 2012
Israel 412,922 486,025 500,775
International:
United States 73,075 92,484 137,298
Europe 39,057 38,337 74,126
Other 24,557 23,731 32,532
Total 549,694 640,617 744,731

Competition

The markets for the IT products and services we offer are rapidly evolving, highly competitive and
fragmented, and, in some cases, present only low barriers to entry. Our ability to compete successfully in IT services
markets depends on a number of factors, like breadth of service offerings, sales and marketing efforts, service,
pricing, and quality and reliability of services. The principal competitive factors affecting the market for the
proprietary software solutions include product performance and reliability, product functionality, availability of
experienced personnel, price, ability to respond in a timely manner to changing customer needs, ease of use, training
and quality of support.

We face competition, both in Israel and internationally, from a variety of companies, including companies
with significantly greater resources than us who are likely to enjoy substantial competitive advantages, including:

. longer operating histories;



. greater financial, technical, marketing and other resources;

. greater name recognition;

»  well-established relationships with our current and potential clients; and
»  abroader range of products and services.

As a result, our competitors may be able to respond more quickly to new or emerging technologies or
changes in customer requirements. They may also benefit from greater purchasing economies, offer more aggressive
product and service pricing or devote greater resources to the promotion of their products and services. In addition,
in the future, we may face further competition from new market entrants and possible alliances between existing
competitors. We also face additional competition as we continue to penetrate international markets. As a result, we
cannot assure you that the products and solutions we offer will compete successfully with those of our competitors.
Furthermore, several software development centers worldwide offer software development services at much lower
prices than we do. Due to the intense competition in the markets in which we operate, software products prices may
fluctuate significantly. As a result, we may have to reduce the prices of our products.

Matrix’s principal competitors in the domestic Israeli market are Israeli IT services companies and systems
integrators, the largest of which are Ness Technologies Inc., Team-Malam, One-1, Taldor computer systems, Aman,
the Elad Group, andYael . Matrix’s international competitors in the Israeli marketplace include HP and IBM. These
international competitors often use local subcontractors to provide personnel for contracts performed in Israel. Most
of these international entities are also business partners of Matrix.

Magic Software’s principal competitors in the market for the Magic xpa technology are Cordys, IBM,
Microsoft, Adobe, Oracle, Progress Software, SAP Sybase and Antenna Software. The principal competitors in the
market for Magic Software’s Magic xpi Business and Process Integration Suite are Microsoft BizTalk, Informatica,
TIBCO, Talend, Pervasive and Software AG.

Sapiens’ competitors in the market for insurance solutions differ based on the size, geography and line of
business in which it operates. Some of its competitors offer a full suite of services, while others only offer one
module; some operate in specific (domestic) geographies, while others operate on a global basis. The delivery
models utilized by competitors vary, as some competitors keep delivery in house while others use IT outsourcing or
business process outsourcing methods.
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Examples of Sapiens’ competitors are:
e Global software providers with their own IP

e Local/domestic software vendors with their own IP, operating in a designated geographic market
and/or within a designated segment of the insurance industry

e BPO providers who offer end-to-end outsourcing of insurance carriers business, including core
software administration (although BPO providers want to buy comprehensive software platforms
to serve as part of the BPO proposition from vendors and may seek to purchase Sapiens’ solutions
for this purpose).

e Internal IT departments, who often prefer to develop solutions in-house

Seasonality



Even though not reflected in our financial results, traditionally, the first and third quarters of the fiscal year
have tended to be slower quarters for some of our subsidiaries and the industries in which they operate. The first
quarter usually reflects a decline following an active fourth quarter during which companies seek to complete
transactions and projects and utilize budgets before the end of the fiscal year. The relatively slower third quarter
reflects reduced activities during the summer months in many of the regions where our customers are located. In
addition, our quarterly results are also influenced by the number of working days in each period. During the Jewish
holidays period (typically at the end of the third quarter and beginning of the fourth quarter), when the number of
working days is lower, we tend to see a decrease in our revenues.

Raw Materials
We are not dependent on raw materials.
Software Development

The software industry is generally characterized by rapid technological developments, evolving industry
standards and customer requirements, and frequent innovations. In order to maintain technological leadership, we
engage in ongoing software development activity through our subsidiaries, aimed both at introducing new
commercially viable products addressing the needs of our customers on a timely basis, as well as enhancing and
customizing existing products and services. This effort includes introducing new supported programming languages
and database management systems; improving functionality and flexibility; and enhancing ease of use. We work
closely with current and potential end-users, our strategic partners and leaders in certain industry segments to
identify market needs and define appropriate product enhancements and specifications.

Intellectual Property Rights

We do not hold any patents and rely upon a combination of trade secret, copyright and trademark laws and
non-disclosure agreements, to protect our proprietary know-how. Our proprietary technology incorporates processes,
methods, algorithms and software that we believe are not easily copied. Despite these precautions, it may be
possible for unauthorized third parties to copy aspects of our products or to obtain and use information that we
regard as proprietary. We believe that, because of the rapid pace of technological change in the industry generally,
patent and copyright protection are less significant to our competitive position than factors such as the knowledge,
ability and experience of our personnel, new product development and ongoing product maintenance and support.
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Regulatory Impact

The global financial services industry served by Sapeins is heavily subject to government regulation, and is
constantly changing as a result of regulatory changes. Financial services companies, and in particular, insurance
companies, must comply with regulations such as the Sarbanes-Oxley Act, Solvency I, Retail Distribution Review
(known as RDR) in the United Kingdom, the Dodd-Frank Act and other directives regarding transparency. In
addition, many individual countries have increased supervision over local financial services and insurance
companies. For example, in Europe, regulators and insurers have been very active, motivated by past financial crises
and the need for pension restructuring. Distribution of policies is being optimized with the increasing use of Bank
Assurance (selling of insurance through a bank’s established distribution channels), supermarkets and kiosks
(insurance stands). Increased activity such as that in Europe would generally tend to have a positive impact on the
demand for our software solutions and services; nevertheless, insurers are cautiously approaching spending
increases, and while many companies have not taken proactive steps to replace their software solutions in recent
years, many of them are now looking for innovative, modern replacements to meet the regulatory changes and the
demanding market trends.

Matrix’s IT business is positively impacted by regulatory reform and other regulatory changes with respect
to banking, insurance and telecommunications in Israel, as such reforms and changes create demand for specific IT
solutions, often in a set, short time frame. In particular, regulation on large financial institutions operating in the



Israeli financial market was increased in the aftermath of the economic crisis of late 2008 and 2009, as a means of
reducing the risk associated with the activities of such financial institutions. Israeli legislation passed in 2010 and
2011 increased the Israeli Securities Authority’s regulatory supervision over the offering of investment services and
the ongoing administration of investment portfolios. This increased the demand for Matrix’s solutions for entities
that became subject to such supervision. Banks’ entry into the sphere of offering advice with respect to pension,
insurance and other financial products has also generated demand for Matrix’s IT solutions, given the increased
supervision of the Israeli Securities Authority that is triggered by such activities, although the pace at which such
demand has grown has been relatively slower. Enhanced disclosure requirements for banks and financial institutions
in the Israeli market have also been generating demand for new IT solutions that Matrix offers.

Magic Software’s business has not been impacted to a material extent by government regulations.
C. Organizational Structure
Formula is the parent company of the Formula Group.

The following table presents certain information regarding the control and ownership of our significant
subsidiaries, as of May 1, 2013.

Percentage
Subsidiary Country of Incorporation of Ownership
Matrix IT Ltd. Israel 50.1%
Magic Software Enterprises Ltd. Israel 52.3%
Sapiens International Corporation N.V. Curacao 57.2%

The ordinary shares of Magic Software and the ordinary shares of Sapiens are traded on the NASDAQ
Global Select Market and on the NASDAQ Global Market, respectively and on the TASE, and the ordinary shares
of Matrix are traded on the TASE.

D. Property, Plants and Equipment

Our corporate headquarters, as well as the research and development and sales and marketing headquarters
of Magic Software, are located in Or-Yehuda, Israel, a suburb of Tel Aviv. In December 2009, Magic Software
entered into a lease with respect to its and our office space, constituting approximately 39,300 square feet, which
expires in December 2014. Magic Software has an option to terminate the lease agreement upon six months prior
written notice.
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In addition, Magic Software leases office space in the United States, Europe, Asia and South Africa.

Matrix leases approximately 100,000 square feet of office space in Herzliya, Israel pursuant to a lease
which expires on October 31, 2018. Matrix’s facility in Herzliya serves as Matrix’s corporate headquarters. In
addition, Matrix leases an aggregate of approximately 372,450 square feet of office space in several other locations
in Israel and in the United States.

Sapiens leases approximately 85,000 square feet of office space in Israel, of which 45,000 square feet of
office space is located in Rehovot, Israel, which space serves as Sapiens’ corporate headquarters as well as its core
research and development center. In addition Sapiens leases in the United States, approximately 9,200 square feet; in
Canada, approximately 8,900 square feet; in the United Kingdom, approximately 14,000 square feet, in Belgium,
approximately 3,400 square feet and in Japan, approximately 4,400 square feet. Sapiens’ lease of its corporate
headquarters in Israel expires in July 2015; Sapiens has an option to terminate the lease early, upon 180 days prior
notice, on each of July 31, 2013 and 2014. During 2012, Sapiens entered into a lease for 75,000 square feet in which



it plans to consolidate all of its operations in Israel. The lease is for a term of eleven years and Sapiens have option
to extend the term for an additional five years and Sapiens expects to occupy this space during the course of 2013.

Various subsidiaries of our three principal subsidiaries also lease office space in various locations
worldwide.

We believe that our properties are adequate for our present use of them. If in the future we require
additional space to accommodate our growth, we believe that we will be able to obtain such additional space without
difficulty and at commercially reasonable prices.

As described in “Subsidiary Commitments™ in Item 5.B below, while some of our subsidiaries have
incurred liens on leased vehicles, leased equipment and other assets in favor of leasing companies, neither Formula
nor any subsidiary has encumbered the real property that it uses in its operations.

We furthermore believe that there are no environmental issues that encumber our use of our facilities.
ITEM4A. UNRESOLVED STAFF COMMENTS
Not applicable.
ITEM 5. OPERATING AND FINANCIAL REVIEW AND PROSPECTS
Overview

Formula is the parent company of subsidiaries and affiliates, referred to collectively as the Formula Group.
We are principally engaged, via our three publicly traded subsidiaries—Magic Software, Matrix and Sapiens—in
which we hold a controlling interest (with respect to Sapiens, our controlling interest was lost from August 21, 2011,
upon Sapiens’ acquisition of FIS and IDIT, until January 27, 2012), in providing software consulting services,
developing proprietary software products and providing computer-based business solutions. We consolidate the
results of operations of our subsidiaries in which we hold a controlling interest. We do not conduct independent
operations at our parent company level. Our operating results are, and have been, directly influenced by the
consolidation and cessation of consolidation of our subsidiaries, which could cause significant fluctuations in our
consolidated operating results. Consequently, we believe that period-to-period comparisons of our results of
operations are not necessarily meaningful and you should not rely on these comparisons as indications of our future
performance.
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In accordance with ASC 360 Property, Plant and Equipment and following the sale of our entire
shareholdings in nextSource, in October 2009, nextSource’s results of operations, assets and liabilities were
classified as attributed to discontinued operations, and, as a result, we reclassified certain figures in our financial
statements relating to prior periods.

We recognize revenues in two categories: the delivery of software services and the delivery of proprietary
software solutions and related services. All of our subsidiaries, including IT services companies and proprietary
software solutions companies, recognize revenues from the delivery of software services, and most of them
recognize revenues in both revenue categories. For ease of reference, we have separated our subsidiaries into these
categories in accordance with the category in which each subsidiary has earned most of its revenues (although each
type of revenue is nevertheless recorded according to actual revenue type, rather than based on strict, subsidiary-
demarcated categories).

Our functional and reporting currency



The currency of the primary economic environment in which we operate is the U.S. since most of our assets
are denominated in dollars.. The functional currencies of our subsidiaries are the NIS and the dollar. Formula has
elected to use the dollar as its reporting currency for all years presented.]

Formula translates the financial statements of its subsidiary whose functional currency is the local currency
into dollars under the principles described in ASC 830. Assets and liabilities have been translated at period-end
exchange rates. Results of operations have been translated at the exchange rate at the dates on which those
transactions occurred or at an average rate. We present differences resulting from translation under shareholders’
equity in the item “Accumulating Other Comprehensive Income (Loss)”. In the consolidation, Formula presents the
financial statements of subsidiaries whose functional currency is the dollar at the original amounts.

Critical Accounting Policies

In preparation of our financial statements in conformity with U.S. GAAP, we are required to make certain
estimates, judgments and assumptions that we believe are reasonable based upon the information available. These
estimates and assumptions affect the reported amounts of assets and liabilities at the date of the financial statements
and the reported amounts of revenues and expenses during the periods presented. The significant accounting policies
which we believe are the most critical to aid in fully understanding and evaluating our reported financial results
include the following:

Revenue Recognition

We, derive our revenues through our three subsidiaries primarily from the sale of IT services which also
include: software products, including maintenance, integration and infrastructure, training and deployment. In
addition, we generate revenues from the sale of software licenses, related maintenance and technical support, as well
as related IT professional services and implementation and post-implementation consulting services.

Revenues from IT services are generally recognized in accordance with ASC 605, “Revenue Recognition”
and Staff Accounting Bulletin No. 104, “Revenue Recognition in Financial Statements” when IT service is provided
and the following criteria are met: persuasive evidence of an arrangement exists, delivery of the product has
occurred, the fee is fixed or determinable, and collectability is probable.

Revenues derived from software license agreements are recognized in accordance with ASC 985-605
“Software — revenue recognition” when persuasive evidence of an arrangement exists, delivery has occurred, the
vendor’s fee is fixed or determinable, no further obligation exists and collectability is probable.

Maintenance and support includes annual maintenance contracts providing for unspecified upgrades for
new versions and enhancements on a when-and-if-available basis for an annual fee. The right for an unspecified
upgrade for new versions and enhancements on a when-and-if-available basis do not specify the features,
functionality and release date of future product enhancements for the customer to know what will be made available
and the general timeframe in which it will be delivered.
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As required by ASC 985-605, we allocate revenues to the software component of its multiple-element
arrangements using the residual method when vendor specific objective evidence (“VSOE”) of fair value exists for
the undelivered elements of the support and maintenance agreements. VSOE is based on the price charged when an
element is sold separately or renewed. Under the residual method, the fair value of the undelivered elements is
deferred and the remaining portion of the arrangement fee is allocated to the delivered elements and recognized as
revenue.

Maintenance and support revenue included in multiple element arrangements is deferred and recognized on
a straight-line basis over the term of the maintenance and support agreement.



Revenues from professional services provided on an hourly basis which are not deemed essential to the
functionality of the licenses are recognized as the services are rendered. Revenues from time-and-materials contracts
for which the Company is reimbursed for labor hours at fixed hourly billing rates are recognized as revenues as the
services are provided.

Certain of the software license sales may also include significant implementation and customization
services with respect to such sales which are deemed essential to the functionality of the license. In addition, we also
provide consulting services that are not deemed essential to the functionality of the license, as well as outsourcing IT
services.

Revenues from license fees that involve significant implementation and customization of our software to
customer specific requirements and which are considered essential to the functionality of the product (for example
when we sell software licenses as part of an overall solution offered to a customer that combines the sale of software
licenses with significant implementation that is considered essential to the functionality of the license) are generated
by fixed-price or time-and-materials contracts. Revenues generated by fixed-price contracts are recognized in
accordance with ASC 605-35 “Revenue Recognition - Construction-Type and Production-Type Contracts” using the
percentage-of-completion method. The percentage-of-completion method is used when the required services are
quantifiable, based on the estimated number of labor hours necessary to complete the project, and under that method
revenues are recognized using labor hours incurred as the measure of progress towards completion.

Estimates of total project requirements are based on prior experience of customization, delivery and
acceptance of the same or similar technology, and are reviewed and updated regularly by management. After
delivery, if uncertainty exists about customer acceptance of the software, license revenue is not recognized until
acceptance. Provisions for estimated losses on uncompleted contracts are made in the period in which such losses
are first determined, in the amount of the estimated loss on the entire contract. As of each of December 31, 2011 and
2012, no estimated losses were identified.

We generally do not grant a right of return to our customers. When a right of return exists, revenue is
deferred until the right of return expires, at which time revenue is recognized, provided that all other revenue
recognition criteria are met.

Deferred revenue includes unearned amounts received under maintenance and support contracts and
amounts received from customers but not yet recognized as revenues.

Software Development Costs

Research and development costs incurred in the process of software development before establishment of
technological feasibility are charged as expenses as incurred. Costs incurred subsequent to the establishment of
technological feasibility are capitalized according to the principles set forth in ASC 985-20, “Costs of Software to be
Sold, Leased or Marketed.” Our technological feasibility is established upon completion of a detailed program
design or working model.

Research and development costs incurred in the process of developing product enhancements are generally
charged to expenses as incurred.
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Capitalized software costs are amortized on a product by product basis commencing with general product
release by the straight-line method over the estimated useful life of the software product (between 3-7 years).

We assess the recoverability of our intangible assets on a regular basis by determining whether the
amortization of the asset over its remaining economic useful life can be recovered through undiscounted future
operating cash flows from the specific software product sold. During the years ended December 31, 2010, 2011 and
2012, no unrecoverable amounts were identified.



During the years ended December 31 2010, 2011 and 2012, capitalized software development costs of
consolidated subsidiaries aggregated to approximately $9.0 million, $8.3 million and $8.4 million, respectively, and
amortized capitalized software development costs of consolidated subsidiaries aggregated to $9.1 million, $6.3
million and $ 8.1 million, respectively.

Goodwill

Goodwill represents the excess of the purchase price in a business combination over the fair value of the net
tangible and intangible assets acquired. Under ASC 350, “Intangibles-Goodwill and Other,” goodwill is subject to
an annual impairment test or more frequently if impairment indicators are present. Goodwill impairment is deemed
to exist if the net book value of a reporting unit exceeds its estimated fair value. We operate in 8 reporting units.

For our 2010 and 2011 annual impairment tests and as required by ASC 350, we compared the fair value of
each of our reporting units to its carrying value (‘step 1'). If the fair value exceeded the carrying value of the
reporting unit net assets, goodwill was considered not impaired, and no further testing was required. If the carrying
value exceeded the fair value of the reporting unit, then the implied fair value of goodwill was determined by
subtracting the fair value of all the identifiable net assets from the fair value of the reporting unit. An impairment
loss was recorded in an amount of the excess, if any, of the carrying value of goodwill over its implied fair value
(‘step 2.

As required by ASC 820, “Fair Value Measurements and Disclosures”, we apply assumptions that
marketplace participants would consider in determining the fair value of each reporting unit.

As of December 31, 2010 and 2011, the estimated fair values of our reporting units ranged from 5% to
112% and from 10% to 28%, respectively, above their carrying values, thereby obviating the need to proceed to step
2 of the goodwill impairment test under ASC 350.

In September 2011, the Financial Accounting Standards Board (“FASB”) issued Accounting Standards
Update (“ASU”) 2011-08 which amends the rules for testing goodwill for impairment. Under the new rules, an
entity has the option to first assess qualitative factors to determine whether the existence of events or circumstances
leads to a determination that it is more likely than not that the fair value of a reporting unit is less than its carrying
amount. If, after assessing the totality of events or circumstances, an entity determines it is not more likely than not
that the fair value of a reporting unit is less than its carrying amount, then performing the two-step impairment test is
unnecessary.

We have adopted the provisions of ASU 2011 for all of our reporting units, in our annual impairment test in
2012. This analysis determines that no indicators of impairment existed primarily because (1) our market
capitalization was consistently substantially in excess of its book value, (2) our overall financial performance has
been stable or improving since its respective acquisitions, and (3) forecasts of operating income and cash flows that
we expected to generate by our reporting units appear sufficient to support the book values of the net assets of each
reporting unit.

For the reporting units which the performance of the two step impairment test was required, we performed
the annual impairment tests during the fourth quarter of each of 2010, 2011 and 2012 resulting in no impairment
losses for any of the our reporting units.
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Impairment in Value of Long-Lived Assets and Intangible Assets Subject to Amortization

Our long-lived assets and identifiable intangibles are reviewed for impairment in accordance with ASC
360, “Property, Plant and Equipment” whenever events or changes in circumstances indicate that the carrying
amount of an asset may not be recoverable. Recoverability of an asset to be held and used is measured by a
comparison of the carrying amount of the asset to the future undiscounted cash flows expected to be generated by
the asset. If an asset is considered to be impaired, the impairment to be recognized is measured by the amount by



which the carrying amount of the asset exceeds the fair value of the asset. During each of the years ended December
31, 2010, 2011 and 2012, no impairment was identified.

Share-Based Compensation

We account for share-based compensation in accordance with ASC 718, “Compensation - Stock
Compensation.” which requires registrants to estimate the fair value of equity-based payment awards on the date of
grant using an option-pricing model. The value of the portion of the award that is ultimately expected to vest is
recognized as an expense over the requisite service periods in a registrant consolidated statements of income. We
recognize compensation expenses for the value of our awards, which have graded vesting, based on the accelerated
method over the requisite service period of each of the awards, net of estimated forfeitures.

We and all of our subsidiaries but one )Matrix, which use the Black-Scholes option-pricing model to
measure the fair values of the awards at the date of grant) measure and recognize compensation expense for share-
based awards based on estimated fair values on the date of grant using the Binomial option-pricing model (“the
Binomial model”). The Binomial model takes into account variables such as volatility, dividend yield rate, and risk-
free interest rate and also allows for the use of dynamic assumptions and considers the contractual term of the
option, the probability that the option will be exercised prior to the end of its contractual life, and the probability of
termination or retirement of the option holder in computing the value of the option.

Stock based compensation expenses recorded on our subsidiaries’ level are presented in non-controlling
interests.

Business Combinations

We account for business combinations under ASC 805, “Business Combinations.” ASC 805 requires
recognition of assets acquired, liabilities assumed, and non-controlling interest in the acquiree at the acquisition
date, measured at their fair values as of that date. ASC 805 also requires the fair value of acquired in-process
research and development to be recorded as intangibles with indefinite lives (until their completion or
abandonment), contingent consideration to be recorded on the acquisition date and restructuring and acquisition-
related deal costs of the acquirer to be expensed as incurred. As required by ASC 820, “Fair Value Measurements
and disclosures” we apply assumptions that marketplace participants would consider in determining the fair value of
assets acquired, liabilities assumed, non-controlling interest and redeemable non-controlling interest in the acquiree
at the acquisition date. Any excess of the fair value of net assets acquired over purchase price and any subsequent
changes in estimated contingencies are to be recorded in earnings. In addition, changes in valuation allowance
related to acquired deferred tax assets and changes in acquired income tax position are to be recognized in earnings.

Fair Value Measurement

We account for certain assets and liabilities at fair value under ASC 820, “Fair Value Measurements and
Disclosures”. Fair value is an exit price, representing the amount that would be received to sell an asset or paid to
transfer a liability in an orderly transaction between market participants. As such, fair value is a market-based
measurement that should be determined based on assumptions that market participants would use in pricing an asset
or a liability. As a basis for considering such assumptions, ASC 820 establishes a three-tier value hierarchy, which
prioritizes the inputs used in the valuation methodologies in measuring fair value:

Level 1 - Observable inputs that reflect quoted prices (unadjusted) for identical assets or liabilities in
active markets;

Level 2 - Significant other observable inputs based on market data obtained from sources independent
of the reporting entity; and
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Level 3 - Unobservable inputs which are supported by little or no market activity (for example, cash
flow modeling inputs based on assumptions).

The fair value hierarchy also requires an entity to maximize the use of observable inputs and minimize the
use of unobservable inputs when measuring fair value. We categorized each of our fair value measurements in one
of these three levels of hierarchy. Assets and liabilities measured at fair value on a recurring basis are comprised of
marketable securities, foreign currency forward contracts and contingent consideration of acquisitions.

Foreign currency derivative contracts are classified within Level 2 as the valuation inputs are based on
quoted prices and market observable data of similar instruments.

The carrying amounts reported in the balance sheet for cash and cash equivalents, short term bank deposits,
trade receivables, other accounts receivable, short-term bank credit, trade payables and other accounts payable
approximate their fair values due to the short-term maturities of such instruments.

Variable Interest Entities

ASC 810, “Consolidation” provides a framework for identifying Variable Interest Entities (“VIEs”) and
determining when a company should include the assets, liabilities, non-controlling interests and results of activities
of a VIE in its consolidated financial statements.

Our assessment of whether an entity is a VIE and the determination of the primary beneficiary is
judgmental in nature and involves the use of significant estimates and assumptions. These include, among others,
forecasted cash flows, their respective probabilities and the economic value of certain preference rights. In addition,
such assessment also involves estimates of whether a group entity can finance its current activities, until it reaches
profitability, without additional subordinated financial support.

Effective as of January 1, 2010, we apply updated guidance for the consolidation of VIEs. This guidance
provides for a qualitative approach, based on which consolidation is appropriate if an enterprise has both (1) the
power to direct the economically significant activities of the entity and (2) the obligation to absorb losses of, or the
right to receive benefits from, the entity that could potentially be significant to the variable interest entity.
Determination as to whether an enterprise should consolidate a VIE is required to be performed continuously, due to
changes to existing relationships or future transactions that may affect that determination.

The U.S. based consulting and staffing services business that was acquired by Magic Software through one
of its wholly owned subsidiaries on January 17, 2010 is considered to be a VIE. Magic Software is the primary
beneficiary of the VIE, as a result of the fact that it holds the power to direct the activities of the acquired business,
which significantly impacts its economic performance, and has the right to receive benefits accruing from the
acquired business.

Income Taxes

We and our subsidiaries account for income taxes in accordance with ASC 740, “Income Taxes.” This
codification prescribes the use of the “asset and liability” method, whereby deferred tax assets and liability account
balances are determined based on the differences between financial reporting and tax bases of assets and liabilities
and are measured using the enacted tax rates and laws that will be in effect when the differences are expected to
reverse. We and our subsidiaries provide a valuation allowance, if necessary, to reduce deferred tax assets to their
estimated realizable value. Deferred tax assets and liabilities are classified as current or non-current according to the
expected reversal dates.

We and our subsidiaries utilize a two-step approach for recognizing and measuring uncertain tax positions
accounted for in accordance with an amendment of ASC 740 “Income Taxes.” Under the first step Formula and its
subsidiaries evaluate a tax position taken or expected to be taken in a tax return by determining whether the weight
of available evidence indicates that it is more likely than not that, based on its technical merits, the tax position will
be sustained on audit, including resolution of any related appeals or litigation processes. The second step is to
measure the tax benefit as the largest amount that is more than 50% likely to be realized upon ultimate settlement



with the tax authorities. We accrued interest and penalties related to unrecognized tax benefits in its provisions for
income taxes.
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Recently Issued Accounting Pronouncements

In February 2013, the Financial Accounting Standards Board (“FASB”) issued ASU No. 2013-02,
“Reporting of Amounts Reclassified out of Accumulated Other Comprehensive Income.” Under ASU 2013-02, an
entity is required to provide information about the amounts reclassified out of Accumulated Other Comprehensive
Income (“AOCT”) by component. In addition, an entity is required to present, either on the face of the financial
statements or in the notes, significant amounts reclassified out of AOCI by the respective line items of net income,
but only if the amount reclassified is required to be reclassified in its entirety in the same reporting period. For
amounts that are not required to be reclassified in their entirety to net income, an entity is required to cross-reference
to other disclosures that provide additional details about those amounts. ASU 2013-02 does not change the current
requirements for reporting net income or other comprehensive income in the financial statements. ASU 2013-02 is
effective for the Company on January 1, 2013. Since this standard only impacts presentation and disclosure
requirements, its adoption is not expected to have a material impact on our consolidated results of operations or
financial condition.

A Operating Results
Year Ended December 31, 2012 Compared to Year Ended December 31, 2011

Revenues. Revenues in 2012 increased by 16%, from $640.6 million in 2011 to $744.7 million in 2012.
Revenues from the two categories of our operations were as follows: revenues from the delivery of software services
increased by 6%, from $549.3 million in 2011 to $580.6 million in 2012, and revenues from the sale of our
proprietary software products and related services increased by 79.8%, from $91.3 million in 2011 to $164.2 million
in 2012.

The increase in software services revenues was attributable to (i) the growth in Matrix's revenues, from
$491.1 million in 2011 to $514.2 million in 2012, reflecting an increase of increased by 4.8% (12.8% in local
currency terms) primarily due to the increase in demand for Matrix’s professional services and its business
combination activity, and (ii) the increase in Magic Software’s software services revenues from $58.6 million in
2011 to $66.3 million in 2012, primarily due to the acquisition of Comm-IT Group, a software and systems
development house that specializes in providing advanced IT and communications services and solutions, in July
2012.

The increase in revenues from proprietary software products and related services was primarily due to (x)
the deconsolidation of Sapiens’ results from our consolidated results as of August 21, 2011, upon Sapiens’
acquisition of IDIT and FIS, pursuant to which the shares issued by Sapiens resulted in Formula’s loss of its
controlling interest in Sapiens while consolidating Spaiens results commencing January 27, 2012 following our gain
of control, and due to the (y) inclusion of 11 months of revenues of the businesses acquired by Sapiens in August
2011 which did not have any impact on our 2011 income statement, all of which increased our revenues from
Sapiens from $36.5 million in 2011 to $104.1 million in 2012, and was furthermore partially attributable to the (y)
increase in Magic Software’s revenues from software products and related services from $54.8 million in 2011 to
$60.1 million in 2012, primarily due to the acquisition of the Appbuilder activity in December 2011 as well as the
increase in demand for Magic’s software products in Japan.
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The following table presents our revenues by geographical market for the years ended December 31, 2011
and 2012:



Year ended December 31,

2011 2012
Israel 486,025 500,775
International:
United States 92,484 137,298
Europe 38,337 74,126
Other 23,731 32,532
Total 640,617 744,731

Cost of Revenues. Cost of revenues consists primarily of wages, personnel expenses, subcontracting and
other related expenses, amortization of capitalized software, and hardware and other materials costs. Cost of
revenues increased by 14.6% from $492.9 million in 2011 to $564.8 million in 2012, mainly due to the
accompanying growth in revenues in 2012. As a percentage of revenues, costs of revenues in 2011 and 2012 were
77% and 76%, respectively. Our software services sales are generally characterized by a lower gross margin than
sales of proprietary software solutions and related services. The cost of revenues for proprietary software solutions
and related services increased to $83.8 million in 2012 from $38.8 million in 2011, mainly due to the
deconsolidation of Sapiens’ results from our consolidated results as of August 21, 2011, upon Formula’s loss of its
controlling interest in Sapiens and its consolidation as of January 27, 2012 following our gain of control. In addition
cost of revenues for proprietary software solutions and related services was negatively impacted by the amortization
of intangible assets identified with reference to the consolidation of Sapiens in the amount of $1.8 million. The cost
of revenues for software services increased from $454.1 million in 2011 to $481.0 million in 2012, mainly due to the
increase in cost of revenues for software services provided by Matrix and due to the Magic’s acquisition of Comm-
IT Group software and systems development house in July 2012. Cost of revenues for the years ended December 31,
2011 and 2012 include insignificant amounts of stock-based compensation recorded under ASC 718.

Research and Development Costs, net. Research and development, or R&D, costs consist primarily of
wages and related expenses and, to a lesser degree, consulting fees that we pay to employees and independent
contractors, respectively, engaged in research and development. Research and development costs, net, consist of
research and development costs, gross, less capitalized software costs. Research and development costs, gross,
increased from $13.4 million in 2011 to $20.8 million in 2012, mainly due to the (i) deconsolidation of Sapiens’
results from our consolidated results as of August 21, 2011, upon Formula’s loss of its controlling interest in Sapiens
and its consolidation as of January 27, 2012 following Formula gain of control, which increased our research and
development costs attributable to Sapiens from $6.1 million in 2011 to $12.9 million in 2012, (ii) Sapiens increased
R&D expenses resulting from the inclusion of 11 months of R&D expenses related to the businesses it acquired in
August 2011 which didn’t have any impact on our R&D expenses in 2011, (iii) increased R&D spending for
development of Sapiens solutions including its DECISION solution, (iv) increase in gross research and development
costs that were incurred by Magic Software, from $7.3 million in 2011 to $7.9 million in 2012, primarily related to
the Appbuilder activity acquired in December 2011. In 2011, we capitalized software costs of $8.3 million,
compared to $9.0 million in 2010. Capitalization of software costs in 2011 was attributable to our subsidiaries
engaged in providing proprietary software solutions (i.e., Magic Software and Sapiens). Research and development
costs, net, increased from $5.1 million in 2011 to $12.3 million in 2012, mainly due to the factors described above
with respect to the corresponding increase in gross research and development costs in 2012. As a percentage of
revenues, research and development costs, net, increased from 0.8% in 2011 to 1.7% in 2012. Research and
development costs, net, in 2012 were attributable primarily to Magic Software and Sapiens, which had research and
development costs, net of approximately $2.9 million and $9.4 million, respectively. Amortization of capitalized
software costs was $8,100 million in 2012 and $6.3 million in 2011, which amounts were included in cost of
revenues. Research and development costs for the years ended December 31, 2011 and 2012 include insignificant
amounts of stock-based compensation recorded under ASC 718.
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Selling, General and Administrative Expenses. Selling, general and administrative expenses consist
primarily of salaries, severance and related expenses, travel expenses, selling expenses, rent, utilities, depreciation,
amortization and professional fees. Selling, general and administrative expenses increased to $110.8 million in 2012
from $93.3 million in 2011. As a percentage of revenues, selling, general and administrative expenses remained
relatively consistent at 14.9% in 2012 compared to 14.6% in 2011. The increase in the absolute amount of selling,
general and administrative expenses was primarily attributable to (i) deconsolidation of Sapiens’ results from our
consolidated results as of August 21, 2011, upon Formula’s loss of its controlling interest in Sapiens and its
consolidation as of January 27, 2012 following Formula gain of control, which increased our selling, general and
administrative expenses attributable to Sapiens from $9.6 million in 2011 to $23.2 million in 2012 (ii) Sapiens
increased selling, general and administrative expenses resulting from the inclusion of 11 months of selling, general
and administrative expenses related to the businesses it acquired in August 2011 which didn’t have any impact on
our selling, general and administrative expenses in 2011, (iii) the increase of amortization of intangible assets
associated with business combinations completed in 2011 and 2012, which accounted for $4.5 million and $8.9
million of selling, general and administrative expenses in 2011 and 2012, respectively, (iv) an increase in selling and
marketing activities and headcount in 2012 and increased bonus and commission fees paid in 2012 as compared to
2012 as a result of increased sales in 2012. Selling, general and administrative expenses for the years ended
December 31, 2011 and 2012 include $4.5 million and $4.6 million, respectively, of stock-based compensation
recorded under ASC 718.

Other Income, net. We recorded other income of $0.2 million in 2012, as compared to other income of $0.2
million in 2011, each representing insignificant amounts.

Operating Income. Our operating income increased from $49.5 million in 2011 to $57.0 million in 2012,
The increase in operating income was attributable to (i) deconsolidation of Sapiens’ results from our consolidated
results as of August 21, 2011, upon Formula’s loss of its controlling interest in Sapiens and its consolidation as of
January 27, 2012 following Formula gain of control, which increased our operating income from $4.3 million in
2011 to $7.7 million in 2012, (ii) Sapiens increased operating income resulting from the inclusion of 11 months of
activity related to the businesses it acquired in August 2011 which didn’t have any impact on operating income in
2011 (iii) the increases in revenues of Magic Software and Matrix, which was offset in part by the negative impact
of the depreciation of the NIS against the dollar (from a representative average exchange rate of NIS 3.578 per US$1
in 2011 to NIS 3.8558 per US$1 in 2012) on translation into dollars of Matrix operating income generated in NIS.
These factors can be quantified as follows: Matrix had operating income of $33.5 million in 2012 compared to $30.2
million in 2011; Magic Software had operating income of $15.6 million in 2012 compared to $14.0 million in 2011;
and Sapiens had operating income of $7.8 million in 2012, reflecting results from January 27, 2012 through
December 31, 2012, compared to $4.5 million, reflecting results from January 1, 2011 through August 21, 2011.

Financial Expenses, net. Financial expenses, net increased from $6.5 million in 2011 to $6.7 million in
2012. Financial expenses, net, is influenced by various factors, including our cash balances, loan balances,
outstanding debentures, changes in market value of trading marketable securities, changes in the exchange rate of
the NIS against the dollar, changes in the exchange rate of the dollar against the Euro and changes in the Israeli
consumer price index, or CPI. The increase in financial expenses, net in 2012 was mainly attributable to an increase
in interest expenses related to our long and short term financial liabilities to banks and others from $6.6 million in
2011 to $8.0 million in 2012 which was set off by an increase in gains amounted to $0.3 million that we recognized
from trading and available for sale marketable securities in 2012 relative to the absence in 2011 of positive changes
in the value of our trading marketable securities that had reduced our net financial expenses in 2011 by of $(0.2)
million recorded, and, which was furthermore attributable to our having incurred, in 2011, $0.7 million of
impairment costs related to available for sale marketable securities.

Taxes on Income. Taxes on income increased to $6.6 million in 2012 from $5.7 million in 2011. The
increase in taxes on income in 2012 was mainly attributable to an increase in deferred tax assets of Matrix in an
amount of $1.4 million recorded in 2011, which was caused by the cancelation of the previously scheduled gradual
reduction in the corporate tax rates in Israel, under which the rate had been scheduled to be gradually reduced to
18% by 2016, and its replacement with an increase of the corporate tax rate to 25%, which was effective in 2012.
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Equity in gains (losses) of affiliated companies, net. On August 21, 2011, following Sapiens’ acquisition of
all of the outstanding shares of FIS and IDIT, which was mainly financed by the issuance of Sapiens shares, we lost
our controlling interest in Sapiens, resulting in the deconsolidation of Sapiens’ results from our financial statements.
As a result of Sapiens’ acquisition of FIS and IDIT, our interest in Sapiens was diluted from 75.6% to 42.2%. The
gain recognized in respect of our loss of control of Sapiens amounted to $25.8 million. From August 21, 2011 until
January 27, 2012, Sapiens’ results of operations were reflected in our results via the equity method of accounting.
By December 31, 2011, Formula’s interest in Sapiens outstanding common shares increased to 47.3%. On January
27, 2012, we have consummated the purchase of Sapiens common shares from two former shareholders of FIS and
IDIT (Sapiens' recently acquired companies) and others, resulting in an increase in our interest in Sapiens'
outstanding common shares from 47.3% to 52.1%, following which we regained control over Sapiens. The gain
recognized in respect of our gain of control of Sapiens amounted to $3.4 million.

Our equity in gains of affiliates, net was $334,000 in 2012, compared to equity in gains of $37,000 in 2011.
Our equity in gains of affiliates in 2012 was attributable primarily to our equity in gains of Sapiens, which was
partially offset by our equity in losses of Matrix. Our equity in gains of affiliates in 2011 was attributable primarily
to our equity in gains of Sapiens, which was offset almost completely by our equity in losses of Matrix.

Change in redeemable non-controlling interests. Change in redeemable non-controlling interest in
amounted to an income of $0.9 million related mainly to Matrix acquisition of Exzac Inc.

Net Income Attributable to Non-Controlling Interests. Net income attributable to non-controlling interests
includes the non-controlling interests held by other shareholders in our consolidated companies which are not
wholly owned by Formula during each of the periods indicated. Net income attributable to non-controlling interests
was $24.4 million in 2012, compared to $20.2 million in 2011. This increase was primarily attributable to the
deconsolidation of Sapiens’ results from our consolidated results as of August 21, 2011, upon Formula’s loss of its
controlling interest in Sapiens and its consolidation as of January 27, 2012 following Formula gain of control, which
increased our Net Income Attributable to Non-Controlling Interests from $1.2 million in 2011 to $3.9 million in
2012 and the improvement in the results of all of our subsidiaries.

Year Ended December 31, 2011 Compared to Year Ended December 31, 2010

Revenues. Revenues in 2011 increased by 16.5%, from $549.7 million in 2010 to $640.6 million in 2011.
Revenues from the two categories of our operations were as follows: revenues from the delivery of software services
increased by 21.7%, from $451.2 million in 2010 to $549.3 million in 2011, and revenues from the sale of our
proprietary software products and related services decreased by 7.3%, from $98.5 million in 2010 to $91.3 million in
2011. The increase in software services revenues was attributable to (i) the growth in Matrix's revenues, from $409.3
million in 2010 to $491.1 million in 2011, which was mainly due to the increase in demand for Matrix’s professional
services, and business combinations, and (ii) the increase in Magic Software’s software services revenues from
$42.3 million to $58.6 million, which was mainly due to the increase in demand for Magic’s professional services in
the U.S, and was furthermore partially attributable to the favorable impact of the appreciation of the NIS against the
dollar (from a representative exchange rate of NIS 3.733 per US$1 in 2010 to NIS 3.578 per US$1 in 2011) on
translation into dollars of Magic’s revenues generated in NIS. The decrease in revenues from proprietary software
products and related services was primarily due to (x) the deconsolidation of Sapiens’ results from our consolidated
results as of August 21, 2011, upon Sapiens’ acquisition of IDIT and FIS, pursuant to which the shares issued by
Sapiens resulted in Formula’s loss of its controlling interest in Sapiens, which reduced our revenues from Sapiens
from $52.2 million in 2010 to $36.5 million in 2011, which was partially offset by (y) an increase in Magic
Software’s revenues from software products and related services from $46.3 million in 2010 to $54.8 million in
2011, reflecting the increased demand for its solutions mainly in Japan and Europe.
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The following table presents our revenues by geographical market for the years ended December 31, 2010
and 2011:



Year ended December 31,

2010 2011
Israel 412,922 486,025
International:
United States 73,075 92,484
Other 63,697 62,108
Total 549,694 640,617

Cost of Revenues. Cost of revenues consists primarily of wages, personnel expenses, subcontracting and
other related expenses, amortization of capitalized software, and hardware and other materials costs. Cost of
revenues increased by 19.5% from $412.5 million in 2010 to $492.9 million in 2011, mainly due to the
accompanying growth in revenues in 2011 and furthermore partially due to the increase in cost caused by the
appreciation of the NIS against the dollar (from a representative exchange rate of NIS 3.733 per US$1 in 2010 to
NIS 3.578 per US$1 in 2011), which increased the U.S. dollar recorded amount of cost of revenues that were
incurred in NIS. As a percentage of revenues, costs of revenues in 2010 and 2011 were 75.0% and 77%,
respectively. Our software services sales are generally characterized by a lower gross margin than sales of
proprietary software solutions and related services. The cost of revenues for proprietary software solutions and
related services decreased to $38.8 million in 2011 from $46.3 million in 2010, mainly due to the deconsolidation of
Sapiens’ results from our consolidated results as of August 21, 2011, upon Formula’s loss of its controlling interest
in Sapiens. The cost of revenues for software services increased from $366.2 million in 2010 to $454.1 million in
2011, mainly due to the increase in cost of revenues for software services provided by Matrix and Magic Software.
Cost of revenues for the years ended December 31, 2010 and 2011 include insignificant amounts of stock-based
compensation recorded under ASC 718.

Research and Development Costs, net. Research and development, or R&D, costs consist primarily of
wages and related expenses and, to a lesser degree, consulting fees that we pay to employees and independent
contractors, respectively, engaged in research and development. Research and development costs, net, consist of
research and development costs, gross, less capitalized software costs. Research and development costs, gross,
decreased to $13.4 million in 2011 from $14.7 million in 2010, mainly due to the deconsolidation of Sapiens’ results
from our consolidated results as of August 21, 2011, upon Formula’s loss of its controlling interest in Sapiens,
which reduced our research and development costs attributable to Sapiens from $8.7 million in 2010 to $6.1 million
in 2011. This decrease was partially offset by increases in research and development costs that were (i) incurred by
Magic Software, from $5.7 million in 2010 to $7.3 million in 2011, which reflected Magic Software’s increased
research and development activity in 2011, primarily related to its investment in its mobile and cloud offerings, and
(ii) attributable to the appreciation of the NIS against the dollar in 2011, which increased the dollar value of NIS
denominated R&D costs that were incurred. In 2011, we capitalized software costs of $8.3 million, compared to
$9.0 million in 2010. Capitalization of software costs in 2011 was attributable to our subsidiaries engaged in
providing proprietary software solutions (i.e., Magic Software and Sapiens). Research and development costs, net,
decreased from $5.5 million in 2010 to $5.1 million in 2011, mainly due to the factors described above with respect
to the corresponding decrease in gross research and development costs in 2011. As a percentage of revenues,
research and development costs, net, decreased from 1.0% in 2010 to 0.8% in 2011, reflecting an insignificant
change. Research and development costs, net, in 2011 were attributable primarily to Magic Software and Sapiens,
which had research and development costs, net of approximately $2.1 million and $3.0 million, respectively.
Amortization of capitalized software costs was $6.3 million in 2011 and $9.1 million in 2010, which amounts were
included in cost of revenues. Research and development costs for the years ended December 31, 2010 and 2011
include insignificant amounts of stock-based compensation recorded under ASC 718.

Selling, General and Administrative Expenses. Selling, general and administrative expenses consist
primarily of salaries, severance and related expenses, travel expenses, selling expenses, rent, utilities, depreciation,
amortization and professional fees. Selling, general and administrative expenses increased to $93.3 million in 2011
from $84.5 million in 2010. As a percentage of revenues, selling, general and administrative expenses were 14.6%
in 2011 and 15.4% in 2010. The increase in the absolute amount of selling, general and administrative expenses was
primarily attributable to the increase of amortization of intangible assets associated with business combinations



completed in 2010 and 2011, which accounted for $1.1 million and $4.5 million of selling, general and
administrative expenses in 2010 and 2011, respectively, an increase in selling and marketing activities in 2011 and
increased bonus and commission fees paid in 2011 as compared to 2010 as a result of increased sales in 2011.
Selling, general and administrative expenses for the years ended December 31, 2010 and 2011 include $1.4 million
and $4.5 million, respectively, of stock-based compensation recorded under ASC 718.
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Other Income, net. We recorded other income of $0.2 million in 2011, as compared to other expenses of
$0.2 million in 2010, each representing insignificant amounts.

Operating Income. Our operating income increased from $47.0 million in 2010 to $49.5 million in 2011.
The increase in operating income was attributable to the increases in revenues of Magic Software and Matrix, which
was offset in part by the impact of the deconsolidation of Sapiens’ results from our consolidated results as of August
21, 2011, upon Formula’s loss of its controlling interest in Sapiens. These factors can be quantified as follows:
Matrix had operating income of $31.0 million in 2011 compared to $31.4 million in 2010; Magic Software had
operating income of $14.0 million in 2011 compared to $9.1 million in 2010; and Sapiens had operating income of
$4.5 million in 2011, reflecting results from January 1, 2011 through August 21, 2011, compared to $6.5 million in
the entire year ended December 31, 2010.

Financial Expenses, net. Financial expenses, net increased from $4.4 million in 2010 to $6.5 million in
2011. Financial expenses, net, is influenced by various factors, including our cash balances, loan balances,
outstanding debentures, changes in market value of trading marketable securities, changes in the exchange rate of
the NIS against the dollar, changes in the exchange rate of the dollar against the Euro and changes in the Israeli
consumer price index, or CPI. The increase in financial expenses, net in 2011 was mainly attributable to a decrease
in the gains that we recognized from trading marketable securities in 2011 relative to 2010, and to the absence in
2011 of positive changes in the value of our trading marketable securities that had reduced our net financial
expenses in 2010, and is furthermore attributable to our having incurred, in 2011, $0.7 million of impairment costs
related to available for sale marketable securities.

Taxes on Income. Taxes on income decreased to $5.7 million in 2011 from $6.5 million in 2010. The
decrease in taxes on income in 2011was mainly attributable to an increase in deferred tax assets of Matrix in an
amount of $1.4 million, which was caused by the cancelation of the previously scheduled gradual reduction in the
corporate tax rates in Israel, under which the rate had been scheduled to be gradually reduced to 18% by 2016, and
its replacement with an increase of the corporate tax rate to 25%, which was effective in 2012,.

Gain derived from deconsolidation of subsidiary and Equity in Gains (Losses) of Affiliate Companies, net.
On August 21, 2011, following Sapiens’ acquisition of all of the outstanding shares of FIS and IDIT, which was
mainly financed by the issuance of Sapiens shares, we lost our controlling interest in Sapiens, resulting in the
deconsolidation of Sapiens’ results from our financial statements. As a result of Sapiens’ acquisition of FIS and
IDIT, our interest in Sapiens was diluted from 75.6% to 42.2%. The gain recognized in respect of our loss of control
of Sapiens amounted to $25.8 million. From August 21, 2011 until December 31, 2011, Sapiens’ results of
operations were reflected in our results via the equity method of accounting.

Our equity in gains of affiliates, net was $37,000 in 2011, compared to equity in losses of $(1.1 million) in
2010. Our equity in gains of affiliates in 2011 was attributable primarily to our equity in gains of Sapiens, which
was offset almost completely by our equity in losses of Matrix.

Net Income Attributable to Non-Controlling Interests. Net income attributable to non-controlling interests
includes the non-controlling interests held by other shareholders in our consolidated companies which are not
wholly owned by Formula during each of the periods indicated. Net income attributable to non-controlling interests
was $20.2 million in 2011, compared to $16.6 million in 2010. This increase was primarily attributable to the
improvement in the results of all of our subsidiaries.
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Impact of Inflation and Currency Fluctuations on Results of Operations

Most of our revenues and expenses from our software services are denominated in NIS. For financial
reporting purposes, we translate all non-U.S. dollar denominated transactions into dollars using the average
exchange rate over the period during which the transactions occur, in accordance with U.S. GAAP. Therefore, we
are exposed to the risk that the devaluation of the NIS relative to the U.S. dollar may reduce the revenue growth rate
and profitability for our software services in dollar terms. The representative average exchange rate of the NIS to the
dollar in 2012, 2011 and 2010, as reported by the Bank of Israel, was NIS 3.8558 per US$1, NIS 3.5781 per US$1
and NIS 3.7330 per US$1, respectively. On the other hand, a significant portion of our revenues from proprietary
software products and related services is currently mainly denominated in U.S dollar, Euros, Japanese Yen and the
British Pound, whereas a substantial portion of our expenses relating to those products, principally salaries and
related personnel expenses, are denominated in NIS. As a result, the devaluation of the Euro or those other
currencies relative to the dollar (as was the case in 2011 with respect to the Euro and the British pound) reduces the
revenue growth rate and profitability for our proprietary software products and related services in dollar terms,
thereby adversely affecting our operating results. On the other hand, the devaluation of the NIS relative to the dollar,
which occurred in 2012, decreased the relative value of the NIS-denominated operating costs related to our
proprietary software product revenues, and, therefore, partially compensate the negative affect over our revenues
and our profitability.

Since most of our expenses are incurred in NIS, the dollar cost of our operations also rises as a result of any
increase in the rate of inflation in Israel, to the extent that such inflation is not offset, or is only offset on a lagging
basis, by the devaluation (if any) of the NIS against the dollar during a relevant period of time. The Israeli rate of
inflation amounted to 2.6%, 2.2% and 1.6% for the years ended December 31, 2010, 2011 and 2012, respectively,
thereby compounding the impact of the appreciation of the NIS relative to the dollar in 2010 and 2011, and partially
offsetting the depreciation of the NIS relative to the dollar in 2012, and thereby adversely affecting our U.S. dollar
measured results of operations in each such year.

An increase in the rate of inflation in Israel may also have a material adverse effect on our financial results
by increasing our financial expenses, as certain of our credit facilities are denominated in NIS and are generally
linked to the Israeli CPI, so to the extent that the CPI rises so will our financial expenses.

To date, we have not engaged in significant currency hedging transactions. In the future, we may enter into
more or larger currency hedging transactions to decrease the risk of financial exposure from fluctuations in the
exchange rate of the NIS, Euro, Japanese Yen or British Pound against the dollar, and from increases in the Israeli
inflation rate. However, we cannot assure you that these measures will adequately protect us from the adverse
effects of those fluctuations.

Following is a summary of the most relevant monetary indicators for the reported periods:

Devaluation Devaluation
For the year ended (appreciation) of NIS (appreciation) of Euro
December 31, Inflation rate in Israel against the US$* against the US$*
% % %
2010 2.6 (6.0 8.0
2011 2.2 7.7 3.3
2012 1.6% (2.3 (2.0

*Reflects the change in the exchange rate from January 1 to December 31 of the relevant year, rather than the
difference in the average exchange rate over the course of each year relative to the previous year.

Effective Corporate Tax Rates in Israel

Corporate Tax



Generally, in 2012, Israeli companies were subject to a corporate tax at the rate of 25% of their taxable
income for such year. However, the effective tax rate payable by a company that derives income from an Approved
Enterprise, a Benefited Enterprise or Preferred Enterprise, as further discussed below, may be considerably less. See
“Law for the Encouragement of Capital Investments” in this Item 5 below. Beginning as of 2010, Israeli companies
are subject to regular corporate tax rate for their capital gains.
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Besides being subject to the general corporate tax rules in Israel, certain of our Israeli subsidiaries have
also, from time to time, applied for and received certain grants and tax benefits from, and participate in, programs
sponsored by the Government of Israel, as described below.

Taxation of Non-Israeli Subsidiaries Held by an Israeli Parent Company

Non-Israeli subsidiaries of an Israeli parent company are generally subject to tax in their countries of
residence under tax laws applicable to them in such countries. Such subsidiaries could also be subject to Israeli
corporate tax on their income if they were to be managed and controlled from Israel. In such case, double taxation
could ensue unless an applicable tax treaty provides applicable rules for relief from double taxation or such relief is
available under internal law.

An Israeli parent company may also be required to include in its income on a current basis, as a deemed
dividend, certain income derived by its subsidiaries under the Israeli Controlled Foreign Corporation rules,
regardless of whether such income is distributed or not. Under these rules, a non-Israeli subsidiary is considered to
be a controlled foreign corporation, if, among other things, a majority of the subsidiary’s means of control are held
by Israeli residents, most of its revenues or income is passive (such as interest, dividends, royalties, rental income or
income from capital gains) and such income is taxed at a rate that does not exceed 20%. An Israeli parent company
that is subject to Israeli taxes on such deemed dividend income, may generally receive a credit for foreign taxes paid
by its subsidiaries in their country of residence and for deemed foreign taxes to be withheld upon the actual
distribution of such income.

Law for the Encouragement of Capital Investments, 1959

The Law for the Encouragement of Capital Investments, 5719-1959 (the “Investment Law”), provides
certain incentives for capital investments in a production facility (or other eligible assets). Generally, an investment
program that is implemented in accordance with the provisions of the Investment Law, referred to as an Approved
Enterprise, a Benefited Enterprise or a Preferred Enterprise, is entitled to benefits as discussed below. These benefits
may include cash grants from the Israeli government and tax benefits, based upon, among other things, the location
of the facility in which the investment is made or the election of the grantee. In order to qualify for these incentives,
an Approved Enterprise, a Benefited Enterprise or a Preferred Enterprise is required to comply with the
requirements of the Investment Law.

The Investment Law has been amended several times over the last years, with the two most significant
changes effective as of April 1, 2005 (the “2005 Amendment”), and as of January 1, 2011 (the “2011 Amendment”).
Pursuant to the 2005 Amendment, tax benefits granted in accordance with the provisions of the Investment Law
prior to its revision by the 2005 Amendment remain in force but any benefits granted subsequently are subject to the
provisions of the amended Investment Law. Similarly, the 2011 Amendment introduced new benefits instead of the
benefits granted in accordance with the provisions of the Investment Law prior to the 2011 Amendment, yet
companies entitled to benefits under the Investment Law as in effect up to January 1, 2011 may choose to continue
to enjoy such benefits, provided that certain conditions are met, or elect instead irrevcablyto forego such benefits
and elect the benefits of the 2011 Amendment.

The following discussion is a summary of the Investment Law prior to its amendments as well as the
relevant changes contained in the new legislation.

Tax benefits for Approved Enterprises approved before April 1, 2005



Under the Investment Law prior to its amendment, a company that wished to receive benefits had to receive
an approval from the Investment Center of the Israeli Ministry of Industry, Trade and Labor, which we refer to as
the Investment Center. Each certificate of approval for an Approved Enterprise relates to a specific investment
program in the Approved Enterprise, delineated both by the financial scope of the investment and by the physical
characteristics of the facility or the asset.
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An Approved Enterprise may elect to forego any entitlement to the grants otherwise available under the
Investment Law and, instead, participate in an alternative benefits program. Certain of our Israeli subsidiaries have
chosen to receive the benefits through the alternative benefits track with respect to their respective programs. Under
the alternative benefits track, a company’s undistributed income derived from an Approved Enterprise will be
exempt from corporate tax for a period of between two and ten years from the first year of taxable income,
depending upon the geographic location within Israel of the Approved Enterprise. The benefits commence on the
date in which that taxable income is first earned. Upon expiration of the exemption period, the Approved Enterprise
is eligible for the reduced tax rates otherwise applicable under the Investment Law for any remainder of the
otherwise applicable benefits period. The benefits period under Approved Enterprise status is limited to 12 years
from commencement of production, or 14 years from the date of the approval, whichever ends earlier. If a company
has more than one Approved Enterprise program or if only a portion of its capital investments are approved, its
effective tax rate is the result of a weighted combination of the applicable rates. The tax benefits from any certificate
of approval relate only to taxable profits attributable to the specific Approved Enterprise. Income derived from
activity that is not integral to the activity of the Approved Enterprise will not enjoy tax benefits. In our case, subject
to compliance with applicable requirements stipulated in the Investment Law and its regulations and in the specific
certificate of approval, as described above, the portion of certain of our Israeli subsidiaries’ undistributed income
derived from their Approved Enterprise programs will be exempt from corporate tax for a period of two to four
years, followed by five to eight years with a tax rate of 25% on income derived from Approved Enterprise
investment programs.

A company that has an Approved Enterprise program is eligible for further tax benefits if it qualifies as a
Foreign Investors” Company, or FIC. An FIC eligible for benefits is essentially a company with a level of foreign
investment, as defined in the Investment Law, of more than 25%. The level of foreign investment is measured as the
percentage of rights in the company (in terms of shares, rights to profits, voting and appointment of directors), and
of combined share and loan capital, that are owned, directly or indirectly, by persons who are not residents of Israel.
The determination as to whether or not a company qualifies as an FIC is made on an annual basis. An FIC that has
an Approved Enterprise program will be eligible for an extension of the period during which it is entitled to tax
benefits under its Approved Enterprise status (so that the benefit periods may be up to ten years) and for further tax
benefits if the level of foreign investment exceeds 49%. If a company that has an Approved Enterprise program is a
wholly owned subsidiary of another company, then the percentage of foreign investment is determined based on the
percentage of foreign investment in the parent company.

The tax rates and related levels of foreign investments with respect to an FIC that has an Approved
Enterprise program are set forth in the following table:

Percentage of non-Israeli ownership Tax Rate

Over 25% but less than 49% 25%
49% or more but less than 74% 20%
74% or more but less than 90% 15%
90% or more 10%

A company that has elected to participate in the alternative benefits program and that subsequently pays a
dividend out of the income derived from the portion of its facilities that have been granted Approved Enterprise
status during the tax exemption period will be required to recapture the deferred corporate tax applicable to the
amount distributed (grossed up to reflect such tax) at the rate that would have been applicable had such income not



been tax-exempted under the alternative route. This rate generally ranges from 10% to 25%, depending on the extent
to which non-Israeli shareholders hold such company’s shares. Such company may also be required to record a
deferred tax liability with respect to such tax-exempt income prior to its distribution.

In addition, dividends paid out of income generated by an Approved Enterprise (or out of dividends
received from a company whose income is generated by an Approved Enterprise) are generally subject to
withholding tax at the rate of 15%, or at the lower rate provided under an applicable tax treaty. The 15% tax rate is
limited to dividends and distributions out of income derived during the benefits period and actually paid at any time
up to 12 years thereafter. After this period, the withholding tax is applied at a rate of up to 30%, or at the lower rate
under an applicable tax treaty. In the case of an FIC, the 12-year limitation on reduced withholding tax on dividends
does not apply.

52

The Investment Law also provides that an Approved Enterprise is entitled to accelerated depreciation on its
property and equipment that are included in an approved investment program. This benefit is an incentive granted by
the Israeli government regardless of whether the alternative benefits program is elected.

The benefits available to an Approved Enterprise are subject to the fulfillment of conditions stipulated in
the Investment Law and its regulations and the criteria in the specific certificate of approval with respect thereto, as
described above. If a company does not meet these conditions, it may be required to refund the amount of tax
benefits, together with consumer price index linkage adjustment and interest.

Tax benefits under the 2005 Amendment that became effective on April 1, 2005.

On April 1, 2005, the Israeli Parliament passed an amendment to the Investment Law, in which it revised
the criteria for investments qualified to receive tax benefits. An eligible investment program under the 2005
Amendment will qualify for benefits as a Benefited Enterprise (rather than the previous terminology of Approved
Enterprise). Among other things, the 2005 Amendment provides tax benefits to both local and foreign investors and
simplifies the approval process.

The 2005 Amendment applies to new investment programs and investment programs commencing after
2004, and does not apply to investment programs approved prior to December 31, 2004. The 2005 Amendment
provides that terms and benefits included in any certificate of approval that was granted before the 2005 Amendment
came into effect will remain subject to the provisions of the Investment Law as in effect on the date of such
approval. Pursuant to the 2005 Amendment, the Investment Center will continue to grant Approved Enterprise status
to qualifying investments. However, the 2005 Amendment limits the scope of enterprises that may be approved by
the Investment Center by setting criteria for the approval of a facility as an Approved Enterprise, such as provisions
generally requiring that at least 25% of the Approved Enterprise’s income be derived from export.

The 2005 Amendment provides that the approval of the Investment Center is required only for Approved
Enterprises that receive cash grants. As a result, a company is no longer required to obtain the advance approval of
the Investment Center in order to receive tax benefits. Rather, a company may claim the tax benefits offered by the
Investment Law directly in its tax returns, provided that its facilities meet the criteria for tax benefits set forth in the
2005 Amendment. A company that has a Benefited Enterprise may, at its discretion, approach the Israeli Tax
Authority for a pre-ruling confirming that it is in compliance with the provisions of the Investment Law.

Tax benefits are available under the 2005 Amendment to production facilities (or other eligible facilities)
that derive more than 25% of their business income from export to specific markets with a population of at least
12 million. In order to receive the tax benefits, the 2005 Amendment states that a company must make an investment
which meets all the conditions that are set out in the amendment for tax benefits and which exceeds a minimum
amount specified in the Investment Law. Such investment entitles a company to a Benefited Enterprise status with
respect to the investment, and may be made over a period of no more than three years ending at the end of the year
in which the company requested to have the tax benefits apply to the Benefited Enterprise. Where a company
requests to have the tax benefits apply to an expansion of existing facilities, only the expansion will be considered to



be a Benefited Enterprise, and the company’s effective tax rate will be the weighted average of the applicable rates.
In such case, the minimum investment required in order to qualify as a Benefited Enterprise must exceed a certain
percentage of the value of the company’s production assets before the expansion.

The extent of the tax benefits available under the 2005 Amendment to qualifying income of a Benefited
Enterprise are determined, among other things, by the geographic location of the Benefited Enterprise. Such tax
benefits include an exemption from corporate tax on undistributed income for a period of between two to ten years,
depending on the geographic location of the Benefited Enterprise within Israel, and a reduced corporate tax rate of
between 10% to 25% for the remainder of the benefit period, depending on the level of foreign investment in the
company in each year, as explained above.
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Dividends paid out of income derived by a Benefited Enterprise (or out of dividends received from a
company whose income is derived from a Benefited Enterprise) are generally subject to withholding tax at the rate
of 15% or such lower rate as may be provided in an applicable tax treaty. The reduced rate of 15% is limited to
dividends and distributions out of income derived from a Benefited Enterprise during the benefits period and
actually paid at any time up to 12 years thereafter, except with respect to a qualified FIC, in which case the 12-year
limit does not apply. A company qualifying for tax benefits under the 2005 Amendment which pays a dividend out
of income derived by its Benefited Enterprise during the tax exemption period will be subject to corporate tax at a
rate otherwise applicable to the company in the year the income was earned (i.e., 25%, or lower in the case of an
FIC which is at least 49% owned by non-Israeli residents) on an amount consisting of such divided amount, grossed
up by the otherwise applicable corporate tax rate. Such company may also be required to record a deferred tax
liability with respect to such tax-exempt income prior to its distribution.

The benefits available to a Benefited Enterprise are subject to the fulfillment of conditions stipulated in the
Investment Law and its regulations. If a company does not meet these conditions, it may be required to refund the
amount of tax benefits, together with consumer price index linkage adjustment and interest, or other monetary
penalty.

To date, one of our Israeli subsidiaries has a Benefited Enterprise.
Tax benefits under the 2011 Amendment that became effective on January 1, 2011.

The 2011 Amendment canceled the availability of the benefits granted in accordance with the provisions of
the Investment Law prior to 2011 and, instead, introduced new benefits for income generated by a “Preferred
Company” through its Preferred Enterprise (as such term is defined in the Investment Law) effective as of January 1,
2011 and onward. A Preferred Company is defined as either (i) a company incorporated in Israel and not fully
owned by a governmental entity or (ii) a limited partnership (a) that was regi