smile )

127732 2N MNP — 19N VITVIN

INTERNET GOLD — GOLDEN LINES LTD.
(”n9ann”)

YY NPIN §IpYn
TYINN 97 1M7T) 23PN 19N 97% SV YN NN, NNN DO 2.y N7Y 1 N2 DY DY MMV (2 177D) 230 MTNN 423,000,000
DIYNN NNN DI HY 92121 YTINA 1 D2 DNY DYV DIMYYN 6 -1 (1IPN) 1WA MTHIW ((2 NITO) 1IN MNNX LY N7y 1 905
VOMIN YTIN 17)2 DONOY 19I¥D DYPNNN T (N2 1IP) MITINY 5% HW 1YW DMV MY MINW (9913) 2015 Ty 2010
95 5¥ 92121 YTIN2 1 0P ,0MY DYV DXMYYNI DIIWN (2 NITO) 1NN MNX DY NPDIDN NN NINP P2 NN .2007
STV NN Y PINKRD DA NNMNONY NNPNN TV 2015 TY 2008 DIWNN NNN

912989 Nysn
MTON DPHN PNN DY 19910 SY TITA ("MTPPHN7 - 19ND) MTNY 423,000 -2 NXXY MY (2 NITD) 2IN MINN 423,000,000
S IPOTI NN DTN 93 2570 (7999330 NN 1OND) NPY 970 DY PNNN NNDY XIW NN MYNIN

Y 970 97% SW YN PNKNA (2 NITO) 1IN MDX 1,000
2951 1970

n"y 970 NP YN NN 97N

.17: 30 Nyw1 DY NN NOXM 16: 30 NYWA 120VID YTIN 25 D12 NNN NDIND MY MITNN AW MNINND NNOYI

MYIBN MTNNN 85.27% NNNNN ,MTN> 360,700 DYDY MYPI WNIND MNTPIN NMINPNNIL 12PNNN DINDD DWPWH
PPYNY 9.8 PYD NN DIVI9Y . NDNY

MNPV 1272 ,2007 — OYNN L(PPYN NOPLY NYOWYN NYTIN) TIY MM NIPNI NNITIND ,NXOWN NYTIN DDIAN KD NN
NADN NNSPN YNNI TOIRYI NIN NIIND . PPYN I0NIY DNIND NNIYY DMND) DPNN MITY ,DYNNN TN NI
.2007-370WN ,(71258Y TIY M) NN IDIN) TIV M) NNPNA VNN 1D MDD IN/ DINDN DWPYNI

10.2.5 PYyDa DININKN DMIPHA P OITN NIYIPAY INNN DND MDKX .JIYID NINVII MNVN PN (2 NITO) NN NYDX
MYON D DY HAPY TIVNNY 2N NONY MHIT 931 D) DY DITIAYY NP MDD NN NNNYD NIMY 11NN .PPpYna
.2INN NN OPITNNN IN JININN

M MY YT DY NIANT YWY ,1969-075WN (NN 1NN ,PPYN YVI9) TIY MM NHPNN NVIY DNNNA TIYI NT PPYN
DY IYPA NIINN NDDPY NVIN PRYY .(779¥ 199993 PINY - 19NY) 1968-NTIWNN ,TIY MM PIND VI35 PYD NN INRIWA TIY
PPYNY 1 999 IR ,NT PPYn

PINY 31N P92 DOYIAPN D19DN DIVIIN 9555 DNNNA,MONNRN NOVAY 27NN PTN Y9 DY DIN NIANN DY DIOVIVN DINITN
AMON VPMNY NIPNM 1968-N75WNN |, TIY M)

M DY ¥ YD 1PN MNIN MAWIND NTYPN NPNY T292 DRIV YIWIND TN TPWYI DT PPYN 19 DY NN NYNIN
TN MM NN WIDTND NYP WIHNY NY2 7120 MNIND 7PN NI 0D PANIY 0D 2WN» DT PPYn 29 DY owsmn Ty
DT PPYN 19 HY DYNNN TIVD M DY WP NPINY DINANRD YNIY THO IOX DTX GN .13 PPYN 19 DY DYsIND
LPPYNI MYPN INA YINND DI O DNYIIN TN NI DY 1A DY TIVN M) NYSD DY AT PPYN DY .1Ian mMsINa
951 TPTINM THTYYAN VIPWN MIND .T292 KXY NPT OPT IVINY ,ONYIIID TIVN MNP HY TIvn M) NysNa

.1252 DNYY HNIW DINDINN VYN YNV NP DN DMNVPN IR/ DNN DN POV 12T

U.S. -5 oxNM ©mIWY OPR DY PPYN 19 DY DYNIND TIVD MM 111N MNIND TIY M MWD WD KDY DT PPN
U.S. -5 oxnna mw ox 8N ,7ULS. Persons” -9 WX 17120 mMNING D91HY 1N/ OWNNY MONY 270782 Securities Act
.U.S. Securities Act -5 DXNN2 DWW MY NV DMP DX N ,Securities Act

:1192NN DY YAUND YT BN YOIV NDX0N M0 MY oD
NOW NDI0Y NIAND .PANWN DY 102 DMY NN YN NI NNYIN ININND NIy NHaNN (1) 10930 92IVWPH 8999
TPMDION DX YO IR NMNSY PYNRND NN DY NYID WAUnD NYYN 19N ,NDY NNMINN NMVIVONR DYWL NIINND
VY NNND NIPHNI .ININKRD INHPN 7PNV 19D 7PNNI DITHN MY DX DY NOYNN D NN NPN 1NN (2) ; 71PN
O, MMM NN NNAY NOYONN XD NI2NN OX (3) ; 21NN MNN OPITNN 1955 MPNMNNN TNYD NIINN DY NNDID VINND




SV NN21D MI9ONY NMMIVY MNNXD NIPNA INININ IN PIVI NPON DY DVWS MNIPY SYW NPADN MND TIVNY 59N XY RO D
NN PYIR DY TN 1YY 52710 ODINN NN MOYN 192N (4) ;2NN MNIN PPITNN 1955 NPIMPNNN TINYD NI2ANN
PHNNT IR MM NPNP DY PNT NOSND NOW NMIYY 172NN (5) ; NIANN TNY DY X200 19IND WaWnD MY N3N NYMN1
AUN OINT PP NMDT NN PIIYY NMIYIAND NOWN NPNIY 7YY NIIND (6) ;N1 1P I NI9N2 MYINT MIY>IN NN
121 ,0°P% 1PI1 DIYMYAYN OMNS NPIDIT MDD NPNT NMNYY NNINRD MIYIAN .MM PN PN INDN MKRXIN MDY

; PNY2 MMMDN NPNNOVI YINIY IN DIINDN DON NPIDNY 112NN DY NNID NYN2

N92NY N7y 2Nt MNP 012 MY NN NHONND XOW IMYY 112NN (7) : N93NN HY ANYPHN NAVNY BINYPH 8NP
NDNN ONNPND DY WP TAYI NPNIWOYN MININD NOWN NPID ,("HNYPN.D»1R 0127 :1OND) N’Ya NNYPN.OMND 012
TMLIVOR DIYNI NNINN IN .NIINN YARYN DY 1% UMY 1Y NNYPN.O»NID 012 -1 DPMYNWN ST 757N (8) ; IMIND
PININ TPXINT MDY (9) ;7PN TPMDIONA YNAY IN NNINNY NNDID TUNRN DY NYID WawnD MY 11NN DY NNMINN
TONIWND NIANN - P27 DY MOND MNMP NPNVIINT MON (10) ; NNYPN.DMND 012 SPOY DY NYIY YIVnD DNy
012 (11) ;DMHYPN.Y»ND 012 MDIINL POVIPIYT MINNT NMNNRXY DHNNDY PRYI NNNYND NMVY [ H7Ya NNIYPNY
012 5¥ NN’ ON SINDN DD YY WIMAX -1 YMIPY NPIDNY 1PYI MY 02901 NPV HIAPY TIVNN NNYPN.ONID
012 (12) ; MY MINIIN NIINT DY NMMNINT NPIVAR DY NYIY YAWND NVY NNND DIWTN NPV DYDY NNIYPN.IMND
MNPO DXANWYN YY1 ,DXININIVIY DMNINP DN N2 ,N2T MINN NIMARND NNYPNN NMYYNI NYNY NNYPN.IMND
9>2)NY ,0YPNNT MIND NN DIXYNY NVUYN 19IND ,NPYYNY NDND NTHYHIN TPNVIIT MYID IHIMAND D) ,0OMYNYN
(13) ; 23NN MINDXY DNMNNA PNIMIANNNA TINYD NN ONAYY ,NDY PIVN NN IR NINY IN O»PY NN HY NNDID
012 Yw o»mynwnn rhubbing” -n >MPY MMPOHR NP WX TAN T¥D vhubbing” >my Y Sw nnnam  NedT
NI NNYPN.D»NID 012 (14) ;NS 7hubbing” -N YMPWN HMDION NN OONMYAYA JI9INA POPNY VY, NNYPN.IMND
DY TNXD PIPY OINNHNND NOTHINDT DX PNN NNNAND DX2IND NYYN PNY — NMAY DOUWNNYH MITNY MOYIAL POINNDN PIva
NNYPNN PN DIDN PHIT MIPIAND X MOIPY NOWN NPNY IMVY 17NN (15) ; DOWTN MMPO NOWNI ©N»P MMpD
NNYPN.HMND 012 D¥ VOB -n MY (16) ; DI190HD NITM PADY NYOITN DY WP ,N72NN NI DY D190 IN ONIWN
012 ¥ NMYOYI (17) ; MMPSN DY 219010 DN YT DY INNINY XI INY 19N, DNPNN0NN 71MNATVN YMPYD DT DN
012 ,79Y9 DNRNNA .DYTN TPNY NPNONOV N N NYY NYIN DX MITYOY DNIND NNDDA MHN NNYPN.IND
DN MDY P (18) ; MMPHY DOWTN DIININND NTHYNA D1YPI ,NYY NN HWIY 91213 NIPDY NOWN NNYPN.I»ND
012 S¥ MINNN NI YNAD DIHYY IWUNR DXPNN TINYNIV MPYD DINM) ,0ONNDNN YYD YMPY 7wy an7 091
MHVIVONI YNAT DIYYN I2T - WIMAX -1 YMPY DX WNRLNY NISN K NNYPN.DMND 012 -1 1PN (19) ; NNYPN.O»ND
NPV 2P WNNYN TWUN DPNNN MIMNIPY NN 1Y NHOYIN KD ANMYPN.OMND 012 -1 11N (20) ; 192NN DY NNHNN
012 (21) ; NYPMHVONIN MYOYTO DXNNA 012 DY PNDHLN YMPYO DIAYNY PO NNDNA ,015 DY NPNINDIN MNVN
NMIYPNNL DHINNY HIN KY NNV 19N 1NMNDY 1IN DXPAD DY NMIYPI DTN ,DINHNDN DOPIDA DN NNYPN.OMNID
OOPAD XMV MIOM NYY NYIN NPNYN DY WP NIP00 NOWN NNYPN.O»ND 012 (22) ;0110 OM»INDN OONINI
NN WY 5N KXY N 1PN MIN ,TIN DPNYNN PPIDN NNYPN.DMND 012 NYIAPH IWN MPYN NHT 12 DIPN .DYNXN
NNYPN.SMND 012 HW MININI 19N (23) ; MDY NYNIN MINMIDIIN NNNAND DI NWYN J9INT DIPY TPMPY MN
927 ,9992 X 2D T NNV DPMINN DXMPY IN TN NNIY NONN XY NNYPN H1ND 012 -1 ,DOIWPN 1997 PRIV
MY MY NNVYPN.O»ND 012 DY MDA (24) ; NPIDIN NPMNNIN HY NOY MINNN NDID DY NYID WAVUND NN
519V PLINN YN OPMNN DITON N NMIYIAN IN DD N9 NNWYNA NIANN NN THRYNN I2T ,MNY MYIOND) DIPID
YHYN MMV 20T D92 OMINMN OXMPYWN IRNIND NPMNND NPINKI MNIND NOWN NPNY MIVY NNVPN.O»NHD 012 (25)

; DPNNONN

YA (M.DHR PND) NIV TTN.DMND DY PNNIN 1D PN (26) 1 N9ANN HY NY1HN NIYVNY OINVYPH BINID
SV MIVYPNNN NPODIN .ONDIPII MTNDMND DY NAMYN MY NNNN (790NN :PNY) HNIY MSN YoM
MIND M3 NTMY NTNR.DMNID (27) ; 1PPOYI XNMYNYN J9INT YN MIYY HONAN DY WP VNDIPID DY M TH.IMND
P90 LIVIN FYNNVYI MNIY DIDII XMW YIDN STPY PINMIVPIN IND XMV 025N MPADNT MIIAN TN IMYIVYN
ND DN NVUYN JPINT ,TMYNYN N7INT MDY XY NPIY NMYY MITN.OMND DY MDY MIRNIN (28) ; LIIVIN MPY
S MMDIIN N2 (29) ; (2 NITO) DIND TN SPITNN Y995 MNM1NNNA TIYY NTIDM YOI NIINN NI PNNRI MDY
D09 JY DITIIN IN,DINONIDI IN DAYP DMNDINN T8N MNRXIN NOIP ,TIA0 . PN DIV MY D TN.9»ND
D»YaN DMYPY DN MMVY NMVIVON MYPYN MY (30) ; NMZPYI MRNIND) MMDIONA NTPD OYDD DY ,NINND
NY 70.9900) NN IN,DIWTN DMWY DN WPV NNAY NYXN RD MTN.DMND ON (31) ; NN XN NMIAMNNM
YD NN SMINNT DTV MDD MYY ,NIPID NMHDYL DXXINI DMION VIO X INPYI HIPY ,NNAD NONDN NI
DITVINRN MDY IRVIND NPT MNIANY NNHVYN NN NDVY NI TN.I»ND (32) ; NIY VITVINRN MINRY DIVNNVYN TIVNHY
5Y NYIY WAWND BNVY ,DOUONN YN DY NNM NPVIIN NNN IRV DY TWPA DOUNNWNI NINT IN 7NN NPV (33) ;NdY

; TPTN.OMND DY MY

12 12597 YIPN MMPZVNT 192NN NMMIAYNNN SNMYNRYN 1IN 0»P 1712NY (34) (3 H999) 2NN MIINY BINYPH BINID
MNDN OY WP PNMPNNNA THNYD NNDID NN DXNY 19) NIINN HY TDNYN MDY NN DYDY NIVY NNND NN
GPINND NVYN 2T ,02°901 DPMNND MAIN NNXY DY HIVYY KON NONYW 1PN ,N72NN DY ONINN NN G DY .(2 N7TD) 1IN
NMNNM NIANN Y DINY DNV NMIND DN’ JNXTIT2 MHMNI NININ (2 NITO) DINN MMX (35) ; NN NION NN
SV T 0N TIY MPNY OOP PIY PRI IIYNRID NDXD MYXIN 1T PPYN 29 5Y NIYIIND 2NN MNN (36) ; MINK MNVLIN

;19N 2IN MNND D13 PIY NNANY 7D MINTY PN §9),112NN

$YINIYWN HNPA DXTPINN PO ORI TMDOYS IR NOMN NN (37) :INIWA DHANN MPIYAY BINYPH DINID
MDY ONX (38) ; INIW TININY MDY, 1PVITID MDY NN NYIT MYAVIN NPNT NMIYY NI12NN DY DMV MINNIN 79D
OMYY NI2NN SPOY (39) ; MMIPIN HY NYID WIYNDY 17NN MDY NN YAYD NYIDY ,ONIYA TPRIAN) 11PUOYI [, 1PVINI
DN NYIY NIYOYIN NPNY MDY NI2IND MY MIRNIN (40) ;0NN YaVNN YV PYONN WYY MTHNN DWVAYIN NPIY
NN YT KV, D¥WN NN DIPINR DT MYAVN DINT TPYN K MM T DY DMVINTIN DX TN INIRD NI IRV INDAPRN




$IMIND DN 2NN NYA NYANIND NN MIYY NIINN MDY (41) ;YINRIVIN 1DIXD DPNNN TTHI DMV ST Y yavonn Ty
LDYNIDMN MPY YNAD NHY DTRN MO MAIN DY NYIY MYV NPND NMYY NIIND MY MINNIN (42)

INDNY DIV ONIN NP2 D) 199,722 MPINNR W DD MY YN N MM (2 NITO) 2NN MN OW INONY 10w
(PPYNY 9 719 NN DXI9Y) NDAN NPMIN Y DY

20-F DML Y23 DY WNN WX 2006 MIVD >IIvn N1aND YT Item 7 -nxd ©Y0785 .02 PRy DY DY MIRPOYY T8 NN NH2NN
.("Major Shareholders and Related Party Transactions™)

.1999 —VMVNN ,MNANN PINT 259 -1 (4)(X)87 ,85 ,(X)50 DYDY MON»NNN MNNN MNIPNL NYAP NI2NN

10 P79 NNT A1PTN NN DNPWM NPT MYRYN 1272 DX0I199 (A1) 1T H7Y2 NITH T 5Y NNT (2 NITO) 1NN MHN
Ppwna

MIRKIN NXONN 219N ,0INNN MINY D5 TO (PPYNY 15 779 NINI) DINNI NNV NT PPYN 29 5Y NNT TIY MM NYNN
MIAPNNN PAIYY IO PTHN NNPNNN 2.44% -5 T ,00ONDN DWPYNRY MONYN MY T NYINI MDD IMINN
.PPYNY 15.4 PYD NN DNRNND Y995 NIIND NPWY NN

DINPN DXNVIN NINN BT MPAT DINN - INRSLIN DI 1N7Ya MPAT DI DINPN DPBXN : DINRNNN DPENONP 190
2012 509D PIRDIN H7Y2 PN DINPN VDN BV (1993) MPAIN 1Y 1072 MPAIN YN NPIION DY 91

.(MM2n2 NYYOWYN S¥a NV YV MNP NIAN) DY DINPN HVIIP DIPIY : NPANN INYY
AP DNRIWD ONIND P32 DY MINNID NI2NN : (2 NITO) 2INNH MNND YININ

NDININ HY LITOYRN NN WWW.magna.isa.gov.il INDINOY TIY N MYI HY LITVINN INRI YPYY I PPYNIN PRIY
.http://maya.tase.co.il Yn2noOw

2007 120V9DA 25 : PPYNN TIND



TABLE OF CONTENTS

COoNoRrwWNDE

L (o [ To] A o] o S PTPP 1
Notice Regarding Forward-Looking Statements .......coooevviiieiiiiiiiin e 3
PrOSPECTUS SUMMAIY ..ttt et e e et et et et e ea e e ees 3
SUMMary Of The OFfering......oovei i e 7
SumMMary FinancCial Data ..........ooooviiiiiiiiiii e 7
RISK FACTOTS ittt et e et e e e 9
Ratio Of Earnings To FiXed Charges ......ooiiiuiiiiiiiiicciic e e e e 30
USE OF PrOCEEAS ...u ittt et et ettt ettt e et et e e e et e e e ea e aeeans 31
Information about the OFfering.........ccoouiiiiiii e 32
. Description of the Debentures (SEries B) .oivvuvviiiiii i 48
cCaAPITAIZALION Loe 82
. Unaudited Pro Forma Of Internet Gold -Golden Lines And 012 Golden Lines .............. 82
cSelected FINaNCIal Data.........oiiiiiiiiii e e 87
. Material TaX CONSEOUENCES ... ittt iettieerttreett e e e et e e e e e e ea e e et e e e et e e et eeaeeaeraan e 89
B U 0o 1= T 1 1 o 94
. Description Of Other Indebtedness.......covviiii i e 102
cP1aN OF DiStriDULION....ocuit e e e 103
. Expenses Associated With The Offering.......ccoooovviiiiiiiiii 104
C XS 104
cLBGAI IMALLETS .o 104
CMALETAL CRANGES . et 104
. Where You Can Find More Information; Incorporation Of Information By Reference. 104
. Enforceability Of Civil Liabilities......cocooiiiiiiiii e 106
. 012 Golden — Lines Ltd. Financial RepOrtS........ccoooiiiiiiiiiiiiieciii e 108
O T 1 4o o 109

B T 1= L (1 =T 112



0957 Nan :1 P99

029N

NYNND PT DD 9 DY DTN MNPV DINYIND ,DINNN DD NN NYDP NHANN
Y PPYN DIDIAYY DNPANY ,TIVN M

DINIIND DIVION NN DIVN PPYND HX DDIAY T9¥ M2 MY HY NINHA PN
TH¥D M) Y 03PV HY NYT NYAN DIV I3 1PN) ,DMNYY IN OMIIINN NYIN IN 13
81321

12 DIVAY NN NN NI (PADMAN” 1PNY) N7YA IAN-DNA TIY MY NONIAN
T PPYN Y9 DY NDXD MYXIND (2 NITO) IND MNDN NN INDND

VYR N PPYNI OININD D2VI9N NYIIN DIVN NUNAN IYIND IINID N
MY HY 00 JY IN NYAND DY NYT NYAD DIVM I3 PN) DMNIVI IN DMININNIY
L0981 09 12 92NNN HY IN DIYSINN TN

NTNYI NN DT PPYN 19 DY MYNHINN (2 NITO) DIND MINN DY INDNY DN
2NN NMDN DY Y1) NV, I0N P2),NDNIAN NN 9 DY INDNY DIWIN MYIT2
PYD VNN 5N L(2 NITO) 2NN NN PONDPN NDY MPINN N (2 NITD)

PPYN19.4.2

NTYPN NPNX) TAD2 ORIV IVIND DRIV TOUYI DT PPYN 19 DY MIIND NYNIN
M0 YN | NT PPYN 13 DY DXWNIND TIY M DY WY D .10 MNIN 2IAVIND
DOYNIND TIVN MM AN WIDTY NYPL WHINY NYA NPIAN NININD 7PN KD D PNINIY
TOYN M) DY IYPA NN DINNPNRND YNID THOIMN N DTN GN .Y PPwn 9 Dy
19 DY TIVN M) NYNN DY MY PPYN DY 1IN MININD N PPYN 19 DY DIYNIND
09 DY TV NI NYSNA,PPYNL NYPN IR YN DI DY) ONYIOIN TN M) DY
™TYOIN VYYD MIND 7192 HNIY NPTH ONT N ,0NYOI TIvn MM
VIVYNN PNID NP DN OMNYPN IR DNN DYIND PNV 92T 993 ITINOM

.T252 ONYY KNIV DINDINN

DYN P9 HY DXYSIND TIVD NI .NNI2N MININD TIY M) MY WD XD DT PPYn
7ONY 270N (7U.S. Securities Act”) U.S. Securities Act of 1933 -5 ornna 0mv)
U.S. -5 oxnMa mu» OR NXOX ,"U.S.Persons” - X ;270982 071912 I/ DYINND
.U.S. Securities Act -5 DRNNA DN MYITH NV DM OX N Securities Act
MYITN NV ONNNA NN DO, 7202 HXIY INDNY NV (2 NITO) NN MIN
.Securities Act -5 Regulation S 5w Rule 903(b)(1)(ii)(A) »9> Category 1 >3 5y DN
N2DN 93 0N YN NONIA2 NININ NN DIV NN (2 NITO) IND MDN

INN N22N IN N1DYON NP I T2

DY THNON PN TN YAPY W1 0T PPYN 19 DY DOYNIND TIVI M) NN VIO NVHNN
YN NOND INWID INK 9N INA DTR D35 NPNN KD NIAND .NY PPYNA 100N YN
NPRY NPTN TIY MM DY NYSN INNN PN PPYNN DT PPYNL DN N3N NV

DRIV DTN

11



T9Y M MY NV

YD (7799 999 PN ND) 1968-NTOUNN LTIV T PIND VI35 PYD
DYDY MYINN MXNNND NVAY THERYI TIY MIM MY D AN Pa
) WNNN ORIV HINXINY TIRN INEPN IN 121D NN N [, Ppvna

22N NDN22 INDND DNV DV TIVI M) ON NN Ty

Y079) TV MM NNIPN NOINNHD NV NIAND DPIYN TIYV M MY
099 MNPN 1 PNY) NT PPYNY DN 1969-075UN ,(INNNY 1IN ,PPYNN
THIIYN MIANDY T2 NIMN MYIN NV (NINRNN ,/MYN NV -) "4>pYn
TIY D 27NN NPPANI NI D IMN NONY NNV 9D PPYNN NN
U.S. Securities Act of -n 55559 5y ,NY PPYN 29 DY NDND YN NONN

.1933

U.S. - mMwAT Yy 00anNa Nt 9pwn N1ann N2y ,MyIn 1VaY DXNNA
1) Dy L(SEC -1N) TORPMINDRD TIY M) My 55D Securities Act of 1933
.("Form F-37 :19nY) F-3 090

90N T (M9 7T DY 11 ©HDON DMDNONN YD) N PPN ,ONXNNA
NN P9 ,N910N :vYNY Form F-3 Yv myeaTa  nymnnn mnan
VYN D) OINMNIN PID LPIND MNN ONRINY P, NDNY NYSNNY P9
DYN YN DIMDN DXND DOYD OHH5) v Form F-3 -2 v NT2wn
MY TIY M NYST PAIYD OMOIMNMDIY DPN WX DT PPYNI DY)
TV MM MY YNN XD N3 PPYN D WITY .DM9INI DOV DINVI NIV

T DY P72 KDY INPIIIND

P79 ,720N MM NN PI ,NND NYSNN P9 ,NDION ,NXIAND P
2y MY NNN 121 7Opinions” -N P92 7PTN Y9MNY NYT NN PYD ,7OINNN
PPYN Y09 NIPN NINNND DORNNA NIAYN NOY 1D PPYNn

NPXAN NP 1Y NNANN IMN NONY DIPAY 9D P> PPYNN OPI9 I
ANNRD DY PPYN 19 HY NN YKIND NONN TIY MM 1PN MNINA

SPONND DOV 27NN PIN 09 DY DPN NIANN YV DNVIVD DXMNTD
PN TIY M PIND 3N P9 OWNIAPN 919510 DN HHDI5 DNNNA
9359 DY NN PYHNN NIIND ,MYIN NV 13 DY 9012 INDN NPMNY

NN 91950 DIVIN

121

1.2.2

1.2.3

124

1.2.5

12.6

1.2.7

1.2



When you are deciding whether to purchase the Debentures (Series B) (The: "Debentures") being offered
by this Prospectus, you should rely only on the information incorporated by reference or provided in this
Prospectus. We have not authorized anyone to provide you with different information. You should not
assume that the information in this Prospectus is accurate as of any date other than the date on the front of
those documents.

This Prospectus does not constitute an offer to sell, or the solicitation of an offer to subscribe for or buy the
Debentures to any person in any jurisdiction to whom or in which such offer or solicitation is unlawful,
and, in particular, is not for distribution in the United States.

Offer and sale of the Debentures will be made solely in Israel to buyers who are located outside the United
States and excluded from the definition of “U.S. person” pursuant to paragraph (k)(2)(vi) of Regulation S.

In this Prospectus, “we”, “us” and “our” mean Internet Gold - Golden Lines Ltd. and its subsidiaries.

2. NOTICE REGARDING FORWARD-LOOKING STATEMENTS

This Prospectus and the documents incorporated in it by reference contain forward-looking statements
which involve known and unknown risks and uncertainties. We include this notice for the express purpose
of permitting us to obtain the protections of the safe harbor provided by the Private Securities Litigation
Reform Act of 1995 with respect to all such forward-looking statements. Examples of forward-looking
statements include: projections of capital expenditures, competitive pressures, revenues, growth prospects,
product development, financial resources and other financial matters. You can identify these and other
forward-looking statements by the use of words such as “may,” “plans,” “anticipates,” “believes,”
“estimates,” “predicts, potential” or the negative of such terms, or other comparable
terminology.

intends,

Our ability to predict the results of our operations or the effects of various events on our operating results is
inherently uncertain. Therefore, we caution you to consider carefully the matters described under the
caption “Risk Factors” and certain other matters discussed in this Prospectus, the documents incorporated
by reference in this Prospectus, and other publicly available sources. Such factors and many other factors
beyond the control of our management could cause our actual results, performance or achievements to be
materially different from any future results, performance or achievements that may be expressed or implied
by the forward-looking statements.

3. PROSPECTUS SUMMARY

Business Overview

We are a leading communications and interactive media group in Israel with two principal activities —
communications and Internet media. As part of our internal restructuring in 2006, we transferred our
communications and media operations into two operating subsidiaries. We transferred our broadband and
traditional voice services to 012 Smile.Communications Ltd., and our media business to Smile.Media Ltd.

On December 31, 2006, Smile.Communications Ltd. acquired 012 Golden Lines Ltd., a privately held
communications company that was one of its principal competitors in Israel and in 2007,
Smile.Communications Ltd. changed its name to 012 Smile.Communications Ltd., or 012 Smile.Com. As a
result of the acquisition, 012 Smile.Com is now one of the major communication services providers in
Israel as well as one of the three largest providers of broadband access and international telephony services



Our 012 Smile.Com subsidiary provides broadband data and traditional voice services to residential and
business customers as well as to other Israeli and international communication services providers and our
Smile.Media subsidiary is a diversified internet media company in Israel.

012 Smile.Com is a leading communication services provider in Israel, focused on offering broadband data
and traditional voice services to residential and business customers, as well as to other Israeli and
international communication services providers. 012 Smile.Com’s broadband data services include
broadband Internet access with a suite of value-added services, specialized data services, local telephony
via voice over broadband, or VoB, server hosting and a WiFi network of hotspots across Israel. Its
traditional voice services include outgoing and incoming international telephony, hubbing services for
international carriers, roaming and signaling services for cellular operators and calling card services.

Smile.Media is a leading diversified Internet media company in Israel and its Internet properties, which
include MSN Israel, are among the most recognized and highly trafficked websites in Israel. As of March
31, 2007, Smile.Media had 17 Internet properties in its network, consisting of 11 online content websites
and six eCommerce websites. Smile.Media also markets 11 paid content or subscription services as part of
its eCommerce business. In addition, it has exclusive rights to market advertising on seven websites owned
by third parties.

Our Strateqgy

We are committed to our long-term goal of enhancing our position as a leading communications and media
company in Israel and believe that there are significant opportunities to continue to grow both of our
businesses.

Growth strategy for 012 Smile.Com

We believe that there are significant opportunities for 012 Smile.Com continue to grow its business. The
sources of potential growth include 012 Smile.Com’s ability to (i) increase its average revenue per user, or
ARPU, from existing customers by providing bundled services, cross-selling services, and upgrading
bandwidth, (ii) attract new customers by offering advanced services based on new technologies and cost-
effective bundled services and (iii) leverage its network to offer new services, such as wiMAX based
services. 012 Smile.Com’s growth strategy is to:

Maximize customer satisfaction, retention and growth

We believe that the key factors contributing to customer satisfaction are network performance, reliability
and availability of services, customer service and technical support and the range and quality of our
services. 012 Smile.Com will continue to focus on its strong commitment to customer satisfaction to keep
churn rates low and achieve customer growth through customer referrals.

Increase penetration and cross-selling of services to existing customer base

012 Smile.Com intends to leverage its large residential and business customer base of broadband data and
traditional voice customers and its strong brand recognition to increase its ARPU by cross-selling its
existing services, including broadband Internet access, traditional voice and VoB local telephony. We
believe that bundling attracts new customers, adds value for current customers and increases the share of
our customers’ expenditures on communications services and significantly increases customer retention.



Expand penetration into the local telephony market

012 Smile.Com intends to capitalize on its receipt of a commercial license to offer VOB services to
increase the number of its local telephony customers and achieve a greater share of the local telephony
market. We believe that 012 Smile.Com’s VoB services will provide an innovative and complementary
service for new customers and for its existing customer base of over 1,050,000 households and businesses.
012 Smile.Com’s VoB services allow it to cost-effectively expand its penetration into the large local
telephony market with a versatile, feature-rich, low cost service that can be bundled with other services that
its offers its customers. We also believe that the expected implementation, towards the end of 2007, of the
number portability program, mandated by the Ministry of Communications, will reduce barriers to entry
and provide 012 Smile.Com an opportunity to increase its penetration of the local telephony market.

Use advanced technologies to expand our services and enter new markets

012 Smile.Com is continually expanding its service offerings by leveraging advanced technologies,
specifically VoB and wireless solutions such as wiMAX and WiFi. With the use of the 3.7 gigahertz wiMAX
spectrum that has been licensed to it by the Ministry, 012 Smile.Com is positioned to deliver a wide range
of services over an independent infrastructure able to support future mobility applications, such as VolP in
conjunction with WiFi technology, and provide last-mile wireless broadband access for its business
customers. 012 Smile.Com will also consider expanding its service offerings to include Internet protocol
television, or IPTV, services, as well as mobile virtual network operator, or MVVNO, services.

Selectively pursue growth opportunities. In addition to adding customers through its sales and marketing
efforts, 012 Smile.Com plans to pursue growth opportunities through acquisitions or strategic alliances that
will increase its customer base, allow it to take advantage of the unused capacity of its network, enhance its
ability to sell and deliver value-added services and add revenues with minimal incremental costs. There are
no current plans, proposals or arrangements with respect to any such acquisition.

Growth strategy for Smile.Media

Smile.Media strives to offer the most diverse and comprehensive range of Internet offerings in the markets
it serves and seeks to develop new properties and acquire, improve and increase revenue generation from
existing underdeveloped properties both in Israel and internationally, by implementing the following
strategies:

Increase revenue from its existing properties

Smile.Media intends to increase its current user traffic and page views by offering more compelling
content, increased functionality and additional services, such as community websites, social networking
and user-generated content. Another opportunity to leverage its existing content and expand its advertising
inventory comes through the extension of such content onto mobile platforms, adding to those currently
offered by MSN Israel, Tipo, Seret and Vgames. Smile.Media also intends to continue to increase the
advertising yield and transaction conversion rates of its existing Internet properties. We believe that
improving the experience for users, advertisers, merchants and content providers, as well as expanding and
enhancing its marketing initiatives to these groups, will enable Smile.Media to increase its market share.

Leverage its experience in identifying, acquiring and improving the financial performance of Internet
properties

Smile.Media has experience in defining areas of demographic interest, identifying selective
underperforming Internet properties, acquiring them and improving their financial performance. During the



last four years Smile.Media acquired controlling interests in seven Internet properties and was able to
realize cross-selling synergies and improve their operational results. We believe that similar Internet
properties exist that might benefit from Smile.Media’s brand recognition, management experience and
economies of scale and that Smile.Media could turn them into performing assets under its network.

Leverage Smile.Media’s demographic know-how to establish community based portals

We believe that Smile.Media’s extensive understanding of different consumer groups, cultures and
characteristic of some of the ethnic user groups serves to enable Smile.Media to facilitate online
communities. A virtual community or online community is a group of people that primarily or initially
communicate or interact via the Internet, rather than face to face using portals or Internet-based social
networks. We believe that this form of socio-technical behavior will provide significant advertising and
eCommerce revenue opportunities as the proliferation of Internet-based social networks will increase.

Pursue direct advertising relationships

Smile.Media plans to pursue more direct relationships with advertisers. In the year ended December 31,
2006, approximately 27% of its advertising revenue were derived from businesses to which Smile.Media
directly sold advertising on its properties and the remaining revenue was derived from advertising agencies.
Smile.Media intends to expand its direct sales force and provide incentives for them to focus on building
more direct advertiser relationships. We believe that selling directly to more advertisers will reduce
Smile.Media’s commissions and increase its margins, while improving its relationships and ability to cross-
sell.

Expand through international and domestic acquisitions and partnerships

Our goal is to expand Smile.Media’s presence in Internet markets internationally and in Israel through the
acquisition of, or partnership with, compatible Internet or other media businesses. We believe that applying
Smile.Media’s online revenue generation expertise to emerging markets outside of Israel is critical to the
growth and diversification of its business. In addition, we believe that Smile.Media’s experience in
acquiring and integrating a broad range of Internet properties in Israel that address distinct languages and
cultures, as well as niche vertical properties dedicated to servicing diverse demographics, make
Smile.Media uniquely qualified to identify, acquire and successfully integrate properties in under-
penetrated, under-developed Internet markets internationally. Within Israel, we believe the fragmented
nature of website ownership provides opportunities to acquire smaller publishers who have had difficulty
converting their user traffic into significant revenue.

We are considering initial public offerings of the ordinary shares of either or both of our two wholly-owned
subsidiaries, 012 Smile.Communications Ltd. and Smile.Media Ltd. and may file registration statements
with U.S. Securities and Exchange Commission for the offering of their ordinary shares in underwritten
offerings. Our subsidiaries may not file a registration statement for a number of reasons, including if U.S.
market conditions deteriorate, or if their performance will not support a successful initial public offering.



4. SUMMARY OF THE OFFERING

Issuer Internet Gold - Golden Lines Ltd.

Debentures Offered 423,000,000 Debentures (Series B) of NIS 1 par value.

Maturity The Debentures are repayable (principal) in 6 equal annual
installments on November 1 of each of the years 2010 to 2015
(inclusive), bearing interest per year of 5%, and linked
(principal and interest) to the Israeli consumer price index as
published for August 2007. The interest will be paid every
twelve months, on November 1 of each of the years 2008 to
2015 (inclusive).
The Debentures (Series B) are offered to the public in 423,000
units by way of tender over the unit's price.

Interest on the Debentures 5%

Trustee The Bank Leumi Le-Israel Trust Company Ltd.

Listing Tel Aviv Stock Exchange

* For detailed information regarding the offering, see section 9.

S. SUMMARY FINANCIAL DATA

The following summary consolidated financial data for and as of the five years ended December 31, 2006
are derived from our audited consolidated financial statements which have been prepared in accordance
with Israeli GAAP. Israeli GAAP differs in certain significant respects from U.S. GAAP, as described in
Note 21 to our financial statements.

The summary consolidated financial data as of December 31, 2006 and 2005 and for the years ended
December 31, 2006, 2005 and 2004 have been derived from our audited consolidated financial statements
and notes included elsewhere in our annual report of Form 20-F. The selected consolidated financial data as
of December 31, 2004, 2003 and 2002 and for the years ended December 31, 2002 and 2003 have been
derived from audited consolidated financial statements not included in our annual report of Form 20-F.

The summary consolidated financial data set forth below should be read in conjunction with and is
qualified by reference to Item 5, “Operating and Financial Review and Prospects” of our annual report on
Form 20-F and our consolidated financial statements and notes thereto included elsewhere therein.

The unaudited pro forma consolidated financial data for the year ended December 31, 2006 have been
derived from our audited combined financial statements and the audited consolidated financial statements
of 012 Golden Lines included elsewhere in this prospectus.

The translation of NIS amounts into dollars has been made solely for the convenience of the reader at the
representative rate of exchange at December 31, 2006 (NIS 4.225= $1.00). The U.S. dollars amounts so



presented should not be construed as representing amounts receivable, payable or incurred in U.S. dollars
or convertible into U.S. dollars.

In 2007, we completed an internal restructuring transferring all of our broadband data and traditional voice
services to our wholly-owned subsidiary, 012 Smile.Com and our Internet media activity to our wholly-
owned subsidiary, Smile.Media. On December 31, 2006, our wholly owned subsidiary
Smile.Communications Ltd. acquired 012 Golden Lines Ltd, a privately held communications company
that was one of its principal competitors in Israel and in 2007 we renamed Smile.Communications Ltd. 012
Smile.Com. As a result of this acquisition, 012 Smile.Com is now one of the three largest providers of
broadband Internet access and international telephony services in Israel.

In conformance with U.S and Israeli generally accepted accounting principles, or GAAP, we have included
the assets and liabilities of 012 Golden Lines in our consolidated financial statements as of December 31,
2006 but have not included its operating results, which will be incorporated into our statements of
operations starting January 1, 2007.

Consolidated Statement of Operations Data:

Convenience
Translation
into Dollars

Year Ended December 31,

2006 2006 2005* 2004* 2003* 2002

(In thousands, except share data)

Israeli GAAP:
Revenues:
Communications...........ccocovvevnnenn. 81,867 342,506 246,579 184,844* 157,892* 169,326*
Media......veviieiiiie 15,587 65,853 42,191* 30,872* 19,164* 14,992*
Total revVenuUesS.......cccvvvvveeiinninnn. 96,653 408,359 288,770 215,716 177,056 184,318
Costs and expenses:

154,781
Cost of revenues.........cccceeeeeevnnnnn. 59,743 252,413 - 93,010% 90,285* 99,564
Selling and marketing expenses.... 17,888 75,576 71,935* 73,095* 41,393 37,125
General and administrative
EXPENSES it 8,037 33,957 33,156 24,258 21,908 21,209
Total costs and expenses.............. 85,668 361,946 259,872 190,372 153,586 157,898
Income from operations................ 10,985 46,413 28,898 25,344 23,470 26,420
Financing (expenses) income, net. (1,329) (5,615) (9,403) 122 (3,235) 2,151
Other income (expenses), net........ (3,033) (12,813) 237 (1,077) (2,592) (3)
Income from continuin
OPErAtions ......ovvvoor.. o 6,623 21,985 19,732 24,389 17,643 28,568
Income tax benefits (expenses),
NEL ot (304) (1,286) (1,451) 301 1,935 -
Income after income tax............... 6,319 26,669 18,281 24,690 19,578 28,568
Company's share in net loss of
investees from continued
OPErations .......ocevvviieeeiiiinieienninnn. (79) (334) - (396) (1,538) (1,530)
Minority share in
income............ (8) (34) - - - -
Income from continued
OPerations .........coevviiieiiiieeenineeins 6,232 26,331 18,281 24,294 18,040 27,038
Company's share in loss of
investees from discontinued
OPerations ........ccccooveeviiiinieiennnnnn. - - - (4,763) (3,737) (7,080)
Net income ......ooevviviiiieiiiieeinnns 6,232 26,331 18,281 19,531 14,303 19,958




Income per share, basic and
diluted

Net income per NIS 0.01 per
value of shares (in NIS) from

continued operations.................... 0.34 1.43 0.99 1.32 0.98 1.47

Net income (loss) per NIS 0.01

per value of shares (in NIS) from

discontinued operations................ - - - (0.26) (0.20) (0.39)
0.34 1.43 0.99 1.06 0.78 1.08

Weighted average number of

shares outstanding ....................... 18,438 18,438 18,432 18,432 18,432 18,432

* Restated as a result of adoption

of Standard No. 25 “Revenue

Recognition”

U.S. GAAP:

Net income from continued

0Perations ......cooevvveiinniiiiniiineennn, 2,624 11,085 18,281 27,164 18,874 27,051

Net loss - discontinued

OPErations ........ccovevvuveeieeeieeeninn, ) ) - (6,588) (6,803) (21,128)

Net income ..o, 2,624 11,085 18,281 20,576 12,071 5,923

6. RISK FACTORS

Investing in our Debentures involves a high degree of risk and uncertainty. You should carefully consider
the risks and uncertainties described below before investing in our Debentures. Our business, prospects,
financial condition and results of operations could be adversely affected due to any of the following risks.

Risk Related to Internet Gold Generally

We have experienced significant growth, which may be difficult to sustain and has placed a significant
strain on our resources and we may not be able to successfully implement our growth strategy, which
could adversely affect our ability to continue to grow or sustain our revenues and profitability.

As part of our growth strategy, we acquired 012 Golden Lines on December 31, 2006. With this
acquisition, our total assets grew to approximately NIS 1.7 billion as at December 31, 2006 from NIS 502
million as at December 31, 2005, and our revenues grew, on a pro forma basis, to NIS 1.1 billion for the
year ended December 31, 2006 from NIS 911.2 million for the year ended December 31, 2005. We
experienced significant growth prior to the acquisition of 012 Golden Lines, as our revenues grew to NIS
408.4 million for the year ended December 31, 2006 from NIS 288.8 million for the year ended December
31, 2005. Our organic growth and the recent acquisition of 012 Golden Lines have placed, and are likely to
continue to place, a significant strain on our management as well as our operational, administrative and
financial resources and our internal controls. The demand on our network infrastructure, technical and
customer support staff and other resources has grown with our expanding customer base and is expected to
continue to grow as we expand our business. There can be no assurance that we will be able to manage our
expanding operations effectively or that we will be able to continue to grow, and any failure to do so could
affect our ability to generate revenues, control expenses and sustain or increase our profitability.

We do not expect to sustain our recent revenue growth rate, which may impair our ability to meet our
obligations under the Debentures.

Our revenues increased at a compound annual growth rate, or CAGR, of 32.1% from NIS 177.1 million for
the year ended December 31, 2003 to NIS 408.4 million for the year ended December 31, 2006. We do not



expect to sustain our recent growth rate in future periods. You should not rely on our revenue growth in any
prior quarterly or annual period as an indication of our future revenue growth. If we are unable to maintain
adequate revenue growth, we may not have sufficient resources to execute our business objectives and our
ability to meet our obligations under the Debentures may be impaired. You must consider our business and
prospects in light of the risks and difficulties we encounter as a rapidly growing communication services
provider.

If we do not successfully continue to develop our brands, we may be unable to attract enough customers
to our services to maintain or increase our market share, which may impair our ability to meet our
obligations under the Debentures.

We believe that we must maintain and strengthen awareness of our 012 Smile.Com and Smile. Media
brands. If we do not successfully continue to develop our brands, we may be unable to attract additional
customers and increase our market share, which may impair our ability to meet our obligations under the
Debentures. Brand recognition may become even more important in the future if competition increases in
the communications market. We intend to continue to pursue a brand-enhancement strategy, which may
include mass market and multimedia advertising, promotional programs, public relations activities and joint
marketing programs. These initiatives will involve significant expenses. If our brand enhancement strategy
is unsuccessful, we may not be able to attract additional customers, our sales and marketing expenses may
never be recovered and we may be unable to increase future revenues.

We are reliant on our senior management team and a loss of any key member of our senior
management could have adverse effect on our future.

Our future development is dependent upon our present and prospective management team, including our
chief executive officer, Eli Holtzman who also serves as chief executive officer of Smile.Media and vice
chairman of 012 Smile.Com, Doron Turgeman, our chief financial officer who also serves as deputy chief
executive officer and chief financial officer of Smile.Media, Stella Handler, the chief executive officer of
012 Smile.Com, and Doron llan, the chief financial officer and vice president finance of 012 Smile.Com.
We do not have “key person” life insurance policies covering any of our officers or employees. The loss of
any key member of our senior management for any reason may have an adverse effect on our future. In
addition, our success depends on our ability to attract and retain highly qualified key management and
employees. Competition for highly-skilled engineers and managers is intense in the industry in which we
operate, and there can be no assurance that we will be successful in attracting, assimilating or retaining
qualified engineers and project mangers to fulfill our current or future needs. This could adversely impact
our results of operations or financial performance.

We may not be able to protect our intellectual property or successfully defend infringement claims.

We regard our trademarks, service marks, copyrights, domain names, trade secrets and similar intellectual
property as critical to our success. We rely on trademark, copyright law, trade secret protection and
confidentiality agreements with our employees, customers, partners and others to protect our proprietary
rights. The efforts we have taken to protect our proprietary rights may not be sufficient or effective. Third
parties may infringe or misappropriate our copyrights, service marks, trademarks and similar proprietary
rights. If we are unable to protect our proprietary rights from unauthorized use, the image of our brands
may be harmed and our business may suffer.

The protection of our trademarks, service marks, copyrights, domain names, trade secrets and other
intellectual property may require the expenditure of significant financial and managerial resources.
Moreover, the steps we take to protect these assets may not adequately protect our rights, or others may
independently develop or otherwise acquire equivalent or superior technology or other intellectual property
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rights. Such events could substantially diminish the value of our technology and property which could
adversely affect our business.

We may be subject to intellectual property infringement claims, which are costly to defend, could result
in significant damage awards and could limit our ability to provide certain content or use certain
technologies in the future.

Third parties may in the future assert claims against us alleging infringement of copyrights, trademark
rights, trade secret rights or other proprietary rights, or alleging unfair competition or violations of privacy
rights or failure to maintain confidentiality of user data. In addition, third parties may make trademark
infringement and related claims against us over the display of search results triggered by search terms that
include trademark terms.

As we expand our business and develop new technologies, products and services, we may become
increasingly subject to intellectual property infringement claims. In the event that there is a determination
that we have infringed third-party proprietary rights such as patents, copyrights, trademark rights, trade
secret rights or other third-party rights such as publicity and privacy rights, we could incur substantial
monetary liability, be required to enter into costly royalty or licensing agreements or be prevented from
using the rights, which could require us to change our business practices in the future and limit our ability
to compete effectively. We may also incur substantial expenses in defending against third-party
infringement claims regardless of the merit of such claims. In addition, many of our agreements with our
customers or affiliates may require us to indemnify them for certain third-party intellectual property
infringement claims, which could increase our costs in defending such claims and our damages. The
occurrence of any of these results could harm our brand and negatively impact our operating results.

Risks Related to Our Communications Division

We may not be successful in integrating the operations of 012 Golden Lines and may incur substantial
costs in the future in connection with our integration efforts.

Our ability to successfully integrate the businesses of 012 Golden Lines and Smile.Communications is
uncertain. For the year ended December 31, 2006, 012 Golden Lines had revenues of approximately NIS
697 million and as a result of the acquisition, 012 Smile.Com more than doubled in size. We have begun to
integrate the operations of 012 Golden Lines with those of Smile.Communications according to a plan that
is intended to result in cost savings and other synergies. As part of this plan, we will need to, among other
things, integrate the various network platforms, operating and billing systems and other software of the
combined company, and consolidate the workforce and facilities, while continuing to provide quality
services and accurate bills to the combined customer base.

012 Smile.Com’s goal is to optimize its ability to provide communications services to its customers, while
controlling costs and improving the profitability of the integrated business. However, 012 Smile.Com may
not be successful in implementing its integration plan and may incur substantial costs, including
unanticipated costs, in connection with its integration efforts. For example, if the integration of the 012
Golden Lines’ and Smile.Communication’s billing systems or the consolidation of call centers is not
successful, 012 Smile.Com could experience an adverse effect on its customer service, customer churn rate
and an increase in the cost of maintaining these systems going forward. We could also experience
operational failures related to billing and collection of revenue from our customers, which, depending on
the severity of the failure, could have a material adverse effect on our business.

The demands on 012 Smile.Com’s management with respect to the integration efforts have impacted the
amount of time available to them to operate the business and plan for and implement the growth strategy of
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012 Smile.Com. Moreover, the new management team has worked together for a limited period of time and
there can be no assurance that they will be effective in implementing our integration plan or growth
strategy. If we are not able to successfully implement our integration plan, we may not achieve the
expected benefits, including the expected cost savings and synergies, from the 012 Golden Lines
acquisition and our business, financial condition and results of operations may be adversely affected.

012 Smile.Com has experienced significant growth, which has placed a substantial strain on our
resources. The failure to successfully implement our growth strategy could adversely affect our ability to
continue to grow or sustain 012 Smile.Com’s revenues and profitability.

As part of our growth strategy, 012 Smile.Com acquired 012 Golden Lines on December 31, 2006. With
this acquisition, the revenues of our communications division grew on a pro forma basis, to NIS 1,038.5
million for the year ended December 31, 2006 from NIS 869.0 million for the year ended December 31,
2005. 012 Smile.Com experienced significant growth prior to the acquisition of 012 Golden Lines, as its
revenue grew to NIS 342.5 million for the year ended December 31, 2006 from NIS 246.6million for the
year ended December 31, 2005. The organic growth of 012 Smile.Com and the acquisition of 012 Golden
Lines have placed, and are likely to continue to place, a significant strain on 012 Smile.Com’s operational,
administrative and financial resources. The demand on 012 Smile.Com’s network infrastructure, technical
and customer support staff and other resources has grown with its expanding customer base and is expected
to continue to grow as it expands.

Another part of 012 Smile.Com’s growth strategy is managing and reducing the costs associated with
delivering its services, including recurring service costs such as communications and customer support
costs as well as costs incurred to add new customers, such as sales and marketing, installation and hardware
costs. There can be no assurance that we will be able to manage our expanding operations effectively or
that we will be able to continue to grow, and any failure to do so could affect our ability to generate
revenues, control expenses and sustain or increase our profitability.

Changes in the regulatory and legal compliance environment could adversely affect 012 Smile.Com’s
business.

012 Smile.Com operates in a highly regulated market, which limits its flexibility in managing its business.
012 Smile.Com is subject to regulation regarding communications licenses, antitrust, and arrangements
pertaining to interconnection and leased lines. The business and operations of 012 Smile.Com could be
adversely affected by decisions by regulators, in particular the Ministry of Communications of the State of
Israel, or the Ministry, as well as changes in laws, regulations or government policy affecting its business
activities, such as the following:

e Deregulating the monopoly-based restrictions imposed on Bezeq The Israel Telecommunication
Corp., Limited, Israel’s incumbent telephony operator, and its affiliates;

e Deregulating the restriction imposed the Bezeq group, including on D.B.S. Satellite Services
(1998) Ltd., which operates under the trade name YES, Israel’s sole satellite television service
provider, that prevents it from providing voice over broadband, or VoB, services;

e Deregulating the restrictions imposed on cellular operators that currently prevent them from
providing international telephony services;
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e Changing the regulation that requires the incumbent infrastructure providers to allow us “open
access” enabling us to provide broadband data and traditional voice services, or deregulating the
restrictions that currently prevent them from charging us for the use of their infrastructure;

e Changing the regulations affecting our interconnection arrangements with other operators;
e Changing call termination tariffs;

e Establishing regulations relating to initiation of wiMAX services and installation of wiMAX
antennae, including environmental and land use regulation;

e Limiting the prices that we may charge our customers;
e Broadening or increasing the range of revenues on which royalties are paid; and

e Changing the regulations affecting our international and local telephony business.

The current legislation in Israel grants the Ministry extensive regulatory and supervisory authority with
respect to 012 Smile.Com’s business, as well as the authority to impose substantial sanctions, such as fines.
As a result, the interpretation and implementation of laws and regulations as well as provisions of its
licenses are subject to the administrative discretion of the Ministry.

Further risks and uncertainties result from the fact that changes in such laws, regulations or government
policies may not be adopted or implemented in the manner that we expect and may be further amended,
interpreted or enforced in an unexpected manner or in a manner adverse to our business.

The regulatory limitations on Bezeq could change in the future and result in increased competition, and
a reduction in 012 Smile.Com’s revenues from interconnect fees.

Bezeq is currently subject to several regulatory limitations on its ability to provide bundled service
offerings, restrictions to entry into the VoB market and supervised tariffs. Under its license, Bezeq is also
subject to the principle of structural separation in the provision of various communication services. Once
Bezeq’s market share falls below certain thresholds, Bezeq may apply to the Ministry to begin providing
bundled services, which could potentially include local and international telephony, broadband Internet
access, ISP services, cellular services and multi-channel TV. Bezeq may also apply to the Ministry to offer
discounts on its supervised tariffs in the domestic fixed telephony market.

Bezeq pays 012 Smile.Com interconnect fees with respect to calls being made from Bezeq fixed-lines to
012 Smile.Com’s VoB lines. Bezeq has raised the claim that it should not be paying such interconnect fees
because 012 Smile.Com uses its infrastructure. Although the Ministry has determined that Bezeq should
pay interconnect fees for calls originated from Bezeq fixed-lines to 012 Smile.Com’s lines at the same tariff
as we pay Bezeq, this determination will be reviewed by the Ministry in February 2009 and there is no
certainty that the Ministry will not reverse its determination that Bezeq should continue to pay such
interconnect fees at the then current rate or at all.

Further deregulation of various segments of the communication services market may allow Bezeq to be
released from regulatory limitations, allowing it to bundle services and compete directly with us. Bezeq and
its subsidiaries are not allowed to enter the VoB market until Bezeq’s market share falls under 85% of the
fixed-line telephony market.
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We do not know when this will occur or that the Ministry will not allow Bezeq International, to enter the
market prior to its occurrence.

Furthermore, the Ministry of Communications will, in not later than one year, examine the competitive
position of YES. We cannot be certain that the Ministry will not allow YES to enter the VoB market if its
competitive position deteriorates. If the Ministry releases Bezeq from the prevailing regulatory limitations,
it would enjoy a competitive advantage because it will be able to bundle services through its affiliates or in
conjunction with a third party. This could result in Bezeq becoming an even stronger competitor. Bezeq
currently has an advantageous position in the market because it has a dominant presence in all segments
and can easily provide its customers with access to a great variety of services.

012 Smile.Com depends on maintaining and renewing its existing regulatory licenses in order to fully
conduct its business. 012 Smile.Com’s inability to maintain and renew its existing licenses would
negatively impact our results of operations.

012 Smile.Com’s ability to provide its broadband data and traditional voice services depends on its ability
to maintain and renew the licenses it has received from the Ministry. Although 012 Smile.Com is entitled to
renew its licenses, such licenses are subject to many terms and conditions. Any renewal or extension is
subject to the discretion of the Ministry and may be renewed or extended, if at all, on terms materially
different to the terms under which 012 Smile.Com now operates. Any such change in the terms and
conditions of these licenses may materially and adversely affect our results of operations. Such licenses
may be suspended or revoked by the Ministry if 012 Smile.Com defaults under or violates their terms. Each
license requires 012 Smile.Com to adhere to certain requirements, which include the scope of services to be
provided under the license, the amount of royalties to be paid to the Ministry, technical standards employed
in providing the services, maintenance and support procedures and protocols, communications with
customers and information to be provided to the Ministry on a regular basis.

The regulations promulgated under the Israeli Communications Law, 1982, restrict ownership of our shares
and who can serve as our directors. The regulations provide that a majority of our directors must be Israeli
citizens and residents, Israeli citizens and residents must own at least 20% of our outstanding share capital
and must have the right to appoint at least 20% of our directors. In addition, our licenses provide that,
without the approval of the Ministry, no person may acquire shares representing 10% or more of our
outstanding share capital. If these requirements are not complied with, we will be found to be in breach
with our licenses and our licenses could be changed, suspended or revoked and we may also incur
substantial fines.

The DFL license granted to 012 Smile.Com’s wholly-owned subsidiary, 012 Telecom, in February 2007
requires us to provide the subscribers to our local telephony services the ability to make international calls
through the international operator in Israel of their choice. Currently, due to technical limitations, our
subscribers can dial abroad only through our system, but we expect to be able to resolve the issue by
October 2007. We have received a letter from the Ministry requesting our response to a complaint it
received from one subscriber.

While we believe that 012 Smile.Com is currently substantially in compliance with all of the material
requirements of its licenses, the technical standards used to measure these requirements as well as other
license provisions are subject to interpretation and we cannot be certain of 012 Smile.Com’s compliance.
Accordingly, we cannot be certain that 012 Smile.Com’s licenses will not be revoked, will be extended
when necessary, or, if extended, on what terms an extension may be granted.
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The communications industry is dynamic and 012 Smile.Com will need to seek additional licenses,
including the license to provide WiMAX services on a commercial basis, in the future. The inability to
obtain any such new license may negatively impact our growth opportunities and results of operations.

The communications industry is constantly evolving. New technologies and processes may require
additional licenses from the Ministry. We cannot be certain that any such future licenses, including the
license to provide WiMAX services on a commercial basis, will be granted to us or to our competitors and
not to us, or on what terms they may be granted to 012 Smile.Com or to its competitors. 012 Smile.Com’s
ability to introduce new services, such as those based on wiMAX technologies, depends upon its ability to
receive the appropriate licenses.

The introduction of any new licensed services under an existing license must be authorized by the Ministry
and is subject to a review period of up to 60 days, which may be extended by the Ministry. Such review
may cause 012 Smile.Com to lose critical time in bringing new services to market. Furthermore, the
Ministry may refuse to allow 012 Smile.Com to introduce such new services or make the introduction of
the services subject to various conditions. 012 Smile.Com is also considering the expansion of its service
offerings to include Internet protocol television, or IPTV, as well as mobile virtual network operator, or
MVNO, but have not yet applied for or received a license from the Ministry to provide such services. 012
Smile.Com’s inability to obtain any new license, including the license to provide wiMAX services, IPTV or
MVNO on a commercial basis or introduce new services under an existing license, may negatively impact
its growth opportunities and results of operations.

012 Smile.Com operates in the highly competitive communications industry with existing participants
and potential participants that have significant resources and customers, and a regulatory authority that
has encouraged new entrants, which could intensify price competition and limit its ability to maintain or
increase its market share, and may impair our ability to meet our obligations under the Debentures.

012 Smile.Com is subject to intense competition, which we expect will continue in the future. Moreover,
012 Smile.Com’s services are subject to regulation by the Ministry, whose policy is to encourage new
entrants and not limit the number of licenses, which may continue to increase competition and may lead to
further reductions in prices and fees charged to customers.

The Ministry has encouraged new entrants into the broadband access market. HOT, the incumbent local
cable television services provider that offers cable-modem access, has been legally permitted since March
2002 to provide Internet services through its affiliates, but, has chosen not to do so. While we cannot
predict if or when HOT will become an Internet service provider, or ISP, its entry into the market could
significantly harm our competitive position in the broadband access market.

The Ministry has also encouraged new entrants into the international telephony services sub-sector. Israel’s
cellular operators are currently not licensed to provide international telephony services. If this situation
were to change, competition would be further intensified and could require 012 Smile.Com to lower its
prices, grant incentives to customers, increase selling and marketing expenses and related customer
acquisition costs and could also result in increased customer churn. Furthermore, recently, the operations of
several of our competitors, NetVision, Barak and GlobCall were combined into a single entity by The IDB
Group, a large Israeli investment and industrial group. This development could create a more formidable
competitor Offering bundled international telephony, broadband Internet access, data, local telephony and
mobile services, which could harm the competitive position of 012 Smile.Com.

We expect other competitors, including companies that are not presently engaged in local and international
telephony, to provide VoB services, as well as WiMAX services when they receive appropriate licenses from
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the Ministry, which could adversely impact 012 Smile.Com’s ability to increase its market share, and may
impair our ability to meet our obligations under the Debentures.

012 Smile.Com also competes against established alternative voice communication providers, such as
Skype (a service of eBay Inc.), which is not subject to licensing restrictions in Israel, as well as independent
voice over Internet Protocol, or VVolP, service providers which may choose to sacrifice revenue in order to
gain market share and may offer their services at lower prices or for free. Such competitive environment
could intensify price competition and limit 012 Smile.Com’s ability to maintain or increase our market
share of the local telephony market.

A reduced demand for hubbing services by one or more of 012 Smile.Com’s significant hubbing services
customers could significantly reduce its hubbing services revenues.

The profitability of 012 Smile.Com’s hubbing services business is driven by the needs of its customers
whose demand for hubbing services is constantly fluctuating. As a result, the hubbing services business is
subject to a high degree of volatility and could result in fluctuations in 012 Smile.Com’s reported revenues
and net income on a quarterly basis. A significant reduction in demand for hubbing services by one or more
of 012 Smile.Com’s principal hubbing services customers would have an adverse affect on our operating
results and profitability.

012 Smile.Com operates in a market which already exhibits maturity and high user penetration and it
may have to offer price reductions and increase marketing efforts to attract and retain customers.

The Israeli communications market is mature, with both traditional voice and broadband services being
particularly competitive segments of the communications market, as demonstrated by the estimated
91%household penetration of fixed telephone lines and 62% broadband access penetration rate as of June
30, 2006 according to the Ministry’s publications. 012 Smile.Com’s future revenues will depend
significantly on its ability to retain existing customers, to sell those customers additional services, such as
local telephony, and to attract new customers from other providers. In addition, the competitive market
environment has required it in the past and may require us in the future to adopt an aggressive marketing
policy in order to attract a greater number of broadband customers. If adopted in the future, 012 Smile.Com
cannot be certain that this strategy will be successful. Price reductions caused by increased competition, as
well as the expenses associated with the marketing efforts required to attract and retain customers, may
have a negative impact on our profitability.

We may be subject to fines or face claims of being in violation of the Communications Law or in
violation of our license in connection with the requirement to provide number portability.

As a result of an amendment to the Communications Law in March 2005, international, cellular and
landline telephone operators were required to implement number portability by September 1, 2006. Number
portability would permit the local telephony subscribers and the cellular subscribers to change to another
network operator (landline to landline or cellular to cellular) without having to change their telephone
numbers. Despite efforts to introduce the requisite technology and coordinate the transition to number
portability by September 1, 2006, currently none of the operators has implemented number portability. A
petition has been filed with the Israeli High Court of Justice for the issuance of an order to the Government
of Israel and the Ministry to show cause for their failure to act immediately in order to initiate an
amendment to the Communications Law postponing the deadline for the implementation of number
portability. If a reasonable extension to the deadline is not affected or other adequate relief is not granted,
we may be exposed to sanctions and legal claims, including class action lawsuits by subscribers. On May
24, 2007, all of the cellular and landline telephony operators, including 012 Smile.Com, were notified by
the Ministry that failure to implement the number portability program constituted a continued violation of
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the applicable licenses (both international and DFL licenses) and that it is considering imposing a fine of
NIS 2,032,750 and additional daily fines of NIS 6,450 beginning May 25, 2007, with respect to each of our
two licenses. 012 Smile.Com, as well as the other operators, were given the opportunity to respond to this
notification by July 5, 2007. To date, the Ministry has not imposed the fines. 012 Smile.Com is currently
conducting tests of its number portability program and expects to be able to provide number portability by
December 1, 2007, the date that the cellular and landline telephony operators have targeted as the initiation
date for number portability in Israel. If the Ministry of Communications does implement fines prior
to our ability to provide number portability, or if we are unsuccessful in implementing number
portability, our profitability could be adversely affected.

012 Smile.Com’s VoB services are not the same as traditional telephony services and may not be adopted
by mainstream customers.

012 Smile.Com’s VoB services are not the same as traditional telephony services. The quality of VoB
service is dependent to a great measure on the quality of broadband access provided by Bezeq and HOT
over which we have no control. Among the differences between 012 Smile.Com’s VoB service and
traditional telephony services are:

e 1f 012 Smile.Com’s customers experience a loss of power, their services will be interrupted;

e 012 Smile.Com’s VoB services will be interrupted if its customers experience interruption in
broadband access; and

Depending on the quality of the broadband access provided to 012 Smile.Com’s customers, they may
experience lower call quality than that experienced over traditional fixed-line telephones, including static,
echoes and delays in transmission.

The growth of 012 Smile.Com VoB business is dependent on the adoption of its services by mainstream
customers and therefore the rate of adoption may have a significant effect on our growth. If customers do
not accept these differences between VVoB service and traditional telephony service, they may choose to
continue using traditional telephony services or may choose to return to services provided by traditional
telephone companies.

The operations of 012 Smile.Com depend on its ability to successfully expand and upgrade its network
and integrate new technologies and equipment into its network. Accordingly, 012 Smile.Com faces an
increased risk of system failure and difficulty in making new features available.

Capacity constraints within 012 Smile.Com’s networks and those of its suppliers have occurred in the past
and will likely occur in the future. As the number of its customers using broadband data services and the
amount and type of information they wish to transmit over the Internet increases, 012 Smile.Com may need
to expand and upgrade its technology, processing systems and network infrastructure, which could be
expensive and involve substantial management resources. In order to preserve the current service level to
an increasing number of broadband data customers, 012 Smile.Com may be required to extend its
bandwidth by an additional 5%-10% in 2007. We do not know whether 012 Smile.Com will be able to
accurately project the rate or timing of any such increases, or expand and upgrade 012 Smile.Com’s
systems and infrastructure in a timely and cost-efficient manner. Any future system failures or difficulty in
expanding or upgrading our network, or making new features available could increase 012 Smile.Com
expenses and negatively impact 012 Smile.Com financial results.
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The broadband data services and the traditional voice services markets are subject to rapid technological
change, which could adversely affect 012 Smile.Com’s ability to compete.

The markets in which 012 Smile.Com competes are characterized by rapidly changing and converging
technology, evolving industry standards, frequent new service announcements, introductions and
enhancements and changing customer demands. New services and technologies may be superior to the
services or technologies that 012 Smile.Com uses and may render its services and technologies obsolete or
require it to incur substantial expenditures to modify or adapt its services or technologies. The development
and expansion of 012 Smile.Com’s services is dependent upon adopting new technologies and updating its
systems to meet new standards. This can be a lengthy process involving long and complex evaluations and
decision-making procedures that can continue over a number of months or even years. 012 Smile.Com’s
future success will depend on its ability to continually improve the performance, features and reliability of
its broadband data and traditional voice services in response to competitive service Offerings and the
evolving demands of the marketplace.

The cost of implementing major infrastructure upgrade projects may fluctuate due to a number of variables
over which 012 Smile.Com has little or no control and, even though it estimates the cost of such projects
based on its previous experience, costs may exceed its estimations. Such fluctuations may be due to a
lengthy or complex implementation process and/or the lack of commitment of sufficient resources of, or
delays caused by, the ultimate supplier and could have a negative impact on our results of operations or
financial performance.

012 Smile.Com may not be successful in its introduction of WiMAX services, which could adversely
affect our growth strategy.

In March 2007, 012 Smile.Com was awarded the first technology experimental license to conduct fixed
WiMAX trials in Israel and it intends to initiate fixed wiMAX trials in the near future. 012 Smile.Com intends
to test “Fixed wiMAX” technology, which delivers transmissions via a wireless broadband connection from
a single point to multi-points. If 012 Smile.Com is not successful in its introduction of fixed WiMAX
services or such services do not achieve customer acceptance, our growth strategy may be adversely
affected.

012 Smile.Com may not be able to retain its present customers who use its legacy 015 international
telephony prefix when it attempts to transfer them to its 012 international telephony prefix in accordance
with regulatory requirements.

In connection with 012 Smile.Com obtaining regulatory approval for the acquisition of 012 Golden Lines,
the Ministry required 012 Smile.Com to cease offering its legacy 015 international telephony prefix by
January 2008, but the Ministry will consider, upon request, extending the date in light of the competitive
situation in the international telephony market. For the year ended December 31, 2006, 012 Smile.Com had
NIS 160 million of revenues from this service and has substantially retained this customer base. 012
Smile.Com may not be able to retain the customers who continue to use the 015 prefix when it attempts to
transfer them to the 012 prefix prior to January 2008, which could have a negative impact on our recurring
revenues.

012 Smile.Com is dependent on certain suppliers and, if any of its arrangements with these suppliers is
terminated, it may not be able to replace them on commercially reasonable terms.

012 Smile.Com relies on a number of third-party computer systems, networks and service providers,
including local and international telephony and cable companies. All broadband access by its customers is,
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and will continue to be, connected through the infrastructure of local access providers, Bezeq and HOT,
and is dependent on the continuation of the open access policy of the Ministry.

012 Smile.Com’s business and its ability to provides services to customers are dependent on the
infrastructure of Bezeq and HOT. At present, the Ministry does not permit HOT and Bezeq to charge for
use of their infrastructure. If such restriction is deregulated, 012 Smile.Com may incur substantial costs,
which may adversely affect our results of operations or financial performance.

012 Smile.Com’s ISP services are also dependent on the communications infrastructure owned and
maintained by local access providers. Bezeq has suffered work stoppages on several occasions in recent
years as a result of conflicts with its unionized employees. These work stoppages resulted in several days of
interruption to the services the 012 Smile.Com provides. In addition, Bezeq, HOT and other infrastructure
providers have suffered technical network failures in the past. A disruption in customer access to Israel’s
fixed-line communications infrastructure could significantly impact the services that 012 Smile.Com
provides to its customers. An increase in 012 Smile.Com’s cost of access to Israel’s fixed-line
communications infrastructure could adversely impact its results of operations. 012 Smile.Com also
depends on third parties for the physical repair and maintenance of leased lines. If an interruption or
deterioration in the performance of these third-party services occurs, Smile.Com’s services may be
disrupted.

Many of 012 Smile.Com’s services are dependent on the submarine infrastructure made available by
MedNautilus, which is owned by Telecom Italia and connects countries bordering the Mediterranean Sea to
all major Western European countries and to the United States. MedNautilus has an effective monopoly
over the provision of international submarine services to the Israeli communications industry. Although
prices in respect of maintenance and current capacity are agreed on a long term basis and Smile.Com’s
contract with MedNautilus sets out the prices to be paid by Smile.Com for additional capacity for
approximately two years, MedNautilus has the ability to raise prices without Smile.Com being able to seek
an alternative supplier for additional capacity.

Many of 012 Smile.Com’s relationships with third party providers are terminable upon short notice. In
addition, many of its third party suppliers and communications carriers sell or lease services to 012
Smile.Com’s competitors and may be, or in the future may become, competitors themselves. If any of their
arrangements with third parties is terminated, 012 Smile.Com may not be able to replace them on
commercially reasonable terms or at all.

012 Smile.Com is exposed to risks in connection with its network infrastructure and is dependent on
services received from external suppliers. If the level of service received by 012 Smile.Com from its
external suppliers decreases, it may not be able to maintain the quality and breadth of its services which
could reduce 012 Smile.Com revenues and harm 012 Smile.Com operations.

012 Smile.Com’s network platform is highly complex. Multiple faults occurring at the same time could
severely affect its service. Although 012 Smile.Com’s engineering staff is trained to operate and maintain
its systems, there are numerous functions that they are unable to perform without external support. In
addition, if the level of service we receive from our external suppliers decreases, it may adversely impact
012 Smile.Com’s ability to properly maintain and operate its systems and therefore have a direct effect on
its service. Also, as VoB technology continues to evolve, 012 Smile.Com will be faced with the risks
associated with the use of new software.

012 Smile.Com does not have a direct network connection to all the possible call destinations around the

world and depends on its business partners to connect calls generated by its customers to their final
destinations worldwide. 012 Smile.Com’s level of service is largely dependent on the level of service it
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receives from its international partners with respect to both call completion as well as call quality. Although
012 Smile.Com makes extensive efforts to ensure quality of the calls as well as the breadth of its services, it
cannot be sure that its partners will provide an adequate level of service, that it would be able to
successfully replace a partner should that become necessary or that it will be able to maintain and increase
the quality and breadth of its services.

012 Smile.Com’s products and services may become obsolete, and it may not be able to develop
competitive products or services on a timely basis or at all, which could negatively impact 012
Smile.Com’s ability to compete and 012 Smile.Com’s financial results.

The communications services industry is characterized by rapid technological change, competitive pricing,
frequent new service introductions, evolving industry standards and changing regulatory requirements.
Each of these development efforts faces a number of continuing technological and operational challenges.
012 Smile.Com believes that its success will depend on its ability to anticipate and adapt to these and other
challenges and to offer competitive services on a timely basis. 012 Smile.Com faces a number of
difficulties and uncertainties associated with its reliance on future technological development, such as:

e Other service providers may use more traditional and commercially proven means to deliver
similar or alternative services or use more efficient, less expensive technologies;

e Consumers may not subscribe for its services;

e (012 Smile.Com may be unable to respond successfully to advances in competing technologies in a
timely and cost-efficient manner;

e (012 Smile.Com may lack the financial and operational resources necessary to enable migration
toward mobile wiMAX technology and the development and deployment of network components
and software that do not currently exist and that may require substantial upgrades to or
replacements of existing infrastructure; and

e Existing, proposed or undeveloped technologies may render 012 Smile.Com’s existing or planned
services less profitable or obsolete.

012 Smile.Com’s systems and operations are vulnerable to damage or interruption, restHtsexpose us to
material risk of loss or litigation and harm our reputation

012 Smile.Com’s systems and operations are vulnerable to damage or interruption due to human error,
natural disasters, power loss, communications failures, break-ins, sabotage, computer viruses, intentional
acts of Internet vandalism and similar events. Any of these events could expose 012 Smile.Com to a
material risk of loss or litigation. In addition, if a computer virus, sabotage or other failure affecting 012
Smile.Com’s systems is highly publicized, its reputation could be damaged and customer growth could
decrease. While 012 Smile.Com currently has partially redundant systems, it does not have full
redundancy, a formal disaster recovery plan or alternative providers of hosting services. In addition, 012
Smile.Com does not carry sufficient natural disaster or business interruption insurance to compensate for
losses that could occur.

012 Smile.Com may be exposed to substantial liabilities arising out of its broadband data and traditional
voice services.

The law relating to the liability of ISPs for activities of their users is currently unsettled both within Israel
and internationally. Claims by private or governmental entities may be brought against 012 Smile.Com for
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defamation, negligence, copyright or trademark infringement, unlawful activity, tort, including personal
injury, fraud, or other theories based on the nature and content of information that may be posted online or
generated by its customers. The defense of any such actions could be costly and involve significant time
and attention of management and other resources. In addition, 012 Smile.Com’s professional liability
insurance policy may not provide sufficient protection or cover all such exposure. Furthermore new
legislation and court decisions may expose 012 Smile.Com to liabilities or affect its services. Additional
laws and regulations may be adopted with respect to the Internet, covering issues such as content, user
privacy, pricing and other controls. For example, the Ministry is currently considering the implementation
of broadcast content regulation with respect to electronic distribution of video content, including content
distributed over the Internet, which would, among other things, block violent and sexual content for the
protection of minors.

It is also possible that if any information provided directly by 012 Smile.Com contains errors or is
otherwise negligently provided to users, third parties could make claims against 012 Smile.Com. For
example, 012 Smile.Com offers Web-based e-mail services, which expose it to potential risks, such as
liabilities or claims resulting from unsolicited e-mail, lost or misdirected messages, illegal or fraudulent use
of e-mail, or interruptions or delays in e-mail service. In the event that 012 Smile.Com is found responsible
for any such liability and is required to pay damages, our results of operation and financial performance
may be adversely affected. Even if 012 Smile.Com ultimately succeeds, legal actions would divert
management time and resources, could be costly and are likely to generate negative publicity. 012
Smile.Com may also be forced to implement costly measures to alter the way its services are provided to
avoid any further potential liability.

Risk Related to Our Internet Media Division

Smile.Media generates a substantial part of its revenue from MSN Israel, which is owned by it and
Microsoft Corporation, and the termination of its agreements with Microsoft Corporation relating to
MSN lIsrael could seriously harm its business.

For the years ended December 31, 2004, 2005 and 2006, approximately 64%, 54% and 50% of our media
division’s total revenue, respectively, was attributable to its 50.1% owned portal subsidiary, MSN Israel
Ltd., which is owned by Smile.Media and Microsoft Corporation. Under the terms of the agreement with
Microsoft Corporation, we agreed to provide the financing for the activities of MSN Israel by means of
loans in accordance with a business plan and budget approved by the board of directors of MSN lIsrael from
time-to-time and/or guarantees for bank loans. In connection with our assignment to Smile.Media of our
rights in and obligations to MSN Israel, Smile.Media also assumed the rights and responsibilities with
respect to funds received by MSN Israel from us and the interest accrued on those funds. Smile.Media, as
our assignee, has the right to terminate the agreements in the event that MSN Israel’s cumulative losses are
$10 million or more. Until such time as the loan is repaid in full, MSN Israel is required to pay Microsoft
Corporation a fee equal to 17% of its operating income. Upon repayment of the loan in full, in accordance
with the terms of the portal agreement, profits resulting from the operation of the MSN Israel portal will be
divided 50.1% to Smile.Media and 49.9% to Microsoft Corporation and Smile.Media will continue to
consolidate the operations of MSN lIsrael into its financial statements.

Under the terms of the agreements we entered into with Microsoft, Microsoft may terminate the agreements
in the event we are in default of our obligations under such agreements and may terminate the portal
agreement with or without cause upon 90 days’ written notice and may terminate the shareholders and
brand license agreement with or without cause upon 60 days’ written notice. In the event the portal
agreement is terminated, Smile.Media would be required to remove the MSN Israel portal from the
Internet, would lose all revenue derived from MSN Israel and Smile.Media’s business would be adversely
affected. In the event the shareholders and brand license agreement is terminated prior to the repayment of
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the MSN lIsrael loan, the remaining balance of the loan would not be repaid. The termination of the MSN
Israel agreements would have a material adverse effect on Smile.Media’s results of operations and financial
position, including its ability to continue as a going concern.

Smile.Media faces significant competition from companies that provide content, eCommerce services,
search services and advertising to Internet users and Internet service providers.

Smile.Media faces significant competition in every aspect of its business, principally from Google, Walla
Communications Ltd., Ynet, Tapuz and Nana, which have aggregated a variety of Internet content,
eCommerce services and relevant advertising services. Some of Smile.Media’s competitors have longer
operating histories and more established relationships with customers as well as more resources than we do.
Smile.Media’s competitors can use their experience and resources in a variety of ways, including
acquisitions, research and development and by competing more aggressively for advertisers and online
publishers. Some of Smile.Media’s competitors may also have a greater ability to attract and retain users
than we do because they operate larger Internet properties with a broader range of content, products and
services.

In addition, some of the portals and websites that Smile.Media competes with may be operated by Internet
service providers, other than 012 Smile.Com. Because users need to access the Internet through Internet
service providers, or ISPs, users have direct relationships with these providers. If an ISP or, for that matter,
a computer or computing device manufacturer offers online services that compete with Smile.Media, the
user may find it more convenient to use the services of the ISP or manufacturer. Also, because the ISP
gathers information from the user in connection with the establishment of a billing relationship, the ISP
may be more effective than we are in tailoring services and advertisements to the specific tastes of the user.

Smile.Media’s operating results are likely to fluctuate significantly and may cause our share price to be
volatile, which could impair our ability to meet our obligations under the Debentures.

Smile.Media’s operating results are likely to fluctuate significantly on a quarterly and annual basis as a

result of a number of factors, many of which are outside of its control. Some of the factors that may cause
these fluctuations include the following:

e Smile.Media’s ability to continue to attract users to its websites;
e The generation of revenue from traffic on Smile.Media’s websites;

e The amount and timing of operating costs and capital expenditures related to the maintenance and
expansion of Smile.Media’s businesses (including new websites, projects and services), operations
and infrastructure;

e Smile.Media’s ability to effectively integrate newly acquired Internet properties or marketing
relationships for third-party content;

e General economic conditions and those economic conditions specific to the Internet, online
advertising and eCommerce;

e Smile.Media’s ability to keep its websites operational at a reasonable cost and without service

interruptions; and
e Geopolitical events such as war, threat of war or terrorist actions.
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For these reasons, comparing Smile.Media’s operating results on a period-to-period basis may not be
meaningful, and its past results may not be indicative of its future performance.

Smile.Media generates the majority of its revenue from online advertising, and the reduction in spending
by or loss of current or potential advertisers would cause its revenue and operating results to decline.

For the years ended December 31, 2004, 2005 and 2006, our media division generated approximately
68%, 70% and 77% of its total revenue, respectively, from its advertisers. Smile.Media’s ability to continue
to retain and grow its advertising revenue depends upon:

e Its ability to maintain current users and continue to attract new users to its websites;
e Its ability to offer advertisers a diverse range of vertically and demographically targeted audiences;

e Its ability to successfully evolve its advertising formats to those preferred by advertisers, such as
the emergence of lead generation and pay-per-click, which includes self-service paid search;

e Widening the continued acceptance of the Internet as an advertising medium by advertisers;
e Broadening its relationships with advertising agencies and small and medium-size advertisers; and

e Attracting advertisers to its user base.

In many cases, Smile.Media’s advertisers can terminate their contracts with Smile.Media at any time. In
addition, advertisers may make smaller or shorter-term purchases, and market prices for online advertising
may decrease due to competition or other factors. For example, in the late 1990s, advertisers began to spend
heavily on online advertising, however, this growth in online advertising was followed by a lengthy
downturn in such spending. Advertisers will not continue to do business with Smile.Media if their
advertisements on Smile.Media’s websites do not generate sales leads, and ultimately customers, or if
Smile.Media does not deliver their advertisements in an appropriate and effective manner. If Smile.Media
is unable to remain competitive and provide value to its advertisers, it may lose its existing advertisers and
fail to attract new advertisers, which would cause its revenue to decrease and have a negative effect on our
business.

Acquisitions and strategic investments could result in operating difficulties and unanticipated liabilities.

We made several strategic investments related to Smile.Media in 2005 and 2006 and have recently made a
strategic investment in LMT.co.il, a last minute travel portal. Smile.Media expects to pursue additional
investments and acquisitions in the future. These and future investments and acquisitions may result in
dilutive issuances of equity securities, use of cash resources, incurrence of debt and amortization of
expenses related to intangible assets. The successful integration of these and future acquisitions into
Smile.Media’s business faces a number of risks, including:

e Difficulty of assimilating the operations and personnel of newly acquired companies and business
units into our operations;

e Potential disruption of Smile.Media’s ongoing business and distraction to management;
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e Difficulty of integrating acquired technology and rights into existing services and unanticipated
expenses related to such integration;

e Failure to successfully further develop acquired technology resulting in the impairment of amounts
currently capitalized as intangible assets;

e Potential for patent and trademark infringement claims against the acquired company;

e Impairment of relationships with customers and partners of the acquired companies or existing
customers and partners as a result of the integration of acquired operations;

e Impairment of relationships with employees of the acquired companies or current employees as a
result of integration of new management personnel;

e Difficulty of integrating the acquired company’s accounting, management information, human
resources and other administrative systems; and

e Impact of known potential liabilities or unknown liabilities associated with the acquired companies.

Any failure in addressing these risks or other problems encountered in connection with past or future
acquisitions could cause us to fail to realize the anticipated benefits of our acquisitions, incur unanticipated
liabilities and harm our business generally.

If Smile.Media fails to successfully develop and introduce new products and services, or is unable to
develop, license or acquire compelling content at reasonable costs, its competitive position and ability to
retain and attract users to its websites may be harmed.

Smile.Media’s future success depends in part upon its ability to retain and attract new users to its websites
by offering compelling content and new products and services. Smile.Media is continuously developing
new products and services for its users and developing or acquiring compelling content. The planned
timing or introduction of new products and services is subject to risks and uncertainties. Unexpected
technical, operational, distributional or other problems could delay or prevent the introduction of one or
more new products or services. Moreover, Smile.Media cannot be sure that any of its new products and
services will achieve widespread market acceptance or generate incremental revenue.

Most of Smile.Media’s Internet properties license much of the content on their properties from third parties.
Such content may require substantial payments to third parties from whom Smile.Media’s Internet
properties license or acquire such content. Smile.Media’s ability to maintain and build relationships with
third-party content providers will be critical to its success. In addition, as new methods for accessing the
Internet become available, including through mobile devices, Smile.Media may need to enter into amended
content agreements with existing third-party content providers to cover the new devices. Also, to the extent
that Smile.Media develops content of its own, current and potential third-party content providers may view
such services as competitive with their own, and this may adversely affect their willingness to license their
content to Smile.Media or to its Internet properties. Smile.Media may be unable to enter into new, or
preserve existing, relationships with the third parties whose content is sought. In addition, as competition
for compelling content increases both domestically and internationally, Smile.Media’s content providers
may increase the prices at which they offer their content to it, and potential content providers may not offer
their content on agreeable terms. Further, many of Smile.Media’s content licenses with third parties are
non-exclusive. Accordingly, other websites and other media such as radio or television may be able to offer
similar or identical content.
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If Smile.Media is unable to license or acquire compelling content at reasonable prices, if other companies
broadcast content that is similar to or the same as that provided by it, if it does not develop compelling
editorial content or personalization services, or it fails to successfully develop and introduce new products
and services on a timely and efficient basis, the number of users of its services may not grow as anticipated,
or may decline, which could harm our operating results.

Smile.Media may be exposed to substantial liabilities arising out of its Internet activities.

Smile.Media hosts a wide variety of services that enable individuals and businesses to exchange
information, generate content, advertise products and services, conduct business and engage in various
online activities on an international basis. The law relating to the liability of providers of these online
services for the activities of their users is currently unsettled both within Israel and internationally. Claims
may be brought against Smile.Media for defamation, negligence, copyright or trademark infringement,
unlawful activity, tort, including personal injury, fraud or other theories based on the nature and content of
information that it provides links to, that may be posted online or generated by its users, or with respect to
auctioned materials. Smile.Media is especially susceptible to claims arising from its websites that are
geared to other cultures and are in other languages that it cannot easily review or may have difficulty in
fully understanding. Smile.Media’s defense of any such actions could be costly and involve significant time
and attention of its management and other resources. Smile.Media generally does not exercise editorial
control over the content appearing on websites that its users may be directed to from Smile.Media’s
websites and may be subject to claims that it has not exercised sufficient control over such content. In the
event that Smile.Media is found to be responsible for any such liability or required to pay for any damages
resulting from any such responsibility, its business may be adversely affected.

Smile.Media also generally enters into arrangements to offer third-party products, services, or content on its
websites and portals. Smile.Media may be subject to claims concerning these products, services or content
by virtue of its involvement in marketing, branding, broadcasting or providing access to them, even if it
does not host, operate, provide or provide access to these products, services or content. While its
agreements with these parties often provide that Smile.Media will be indemnified against such liabilities,
such indemnification may not be adequate.

It is also possible that if any information provided directly by Smile.Media contains errors or is otherwise
negligently provided to users, third parties could make claims against it. For example, Smile.Media offers
web-based email services which expose it to potential risks, such as liabilities or claims resulting from
unsolicited email, lost or misdirected messages, illegal or fraudulent use of email, or interruptions or delays
in email service. Investigating and defending any of these types of claims is expensive, even to the extent
that the claims do not ultimately result in liability.

Changes in regulations or user concerns regarding privacy and protection of user data could adversely
affect Smile.Media’s business.

Local and international laws and regulations may govern the collection, use, sharing and security of data
that Smile.Media receives from its users and partners. In addition, Smile.Media has and posts on its
websites its own privacy policies and practices concerning the collection, use and disclosure of user data.
Any failure, or perceived failure, by Smile.Media to comply with it posted privacy policies or with any
data-related consent orders, local, state or international privacy-related laws and regulations could result in
proceedings or actions against it by governmental entities or others, which could potentially have an
adverse effect on its business.
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Further, failure or perceived failure to comply with Smile.Media’s policies or applicable requirements
related to the collection, use, sharing or security of personal information or other privacy-related matters
could result in a loss of user confidence in Smile.Media and ultimately in a loss of users, partners or
advertisers, which could adversely affect our business.

There are a number of legislative proposals pending before various legislative bodies in Israel concerning
privacy issues which may affect Smile.Media’s business. It is not possible to predict whether or when such
legislation may be adopted. Certain legislation, if adopted, could impose requirements that may result in a
decrease in Smile.Media’s user traffic and revenue. In addition, the interpretation and application of user
data protection laws are in a state of flux. These laws may be interpreted and applied inconsistently from
country to country and inconsistently with Smile.Media’s current data protection policies and practices.
Complying with these varying international requirements could cause Smile.Media to incur substantial
costs or require Smile.Media to change its business practices in a manner adverse to our business.

Risks Related to the Debentures

We have substantial debt. The principal and interest payment obligations of such debt may restrict our
future operations and impair our ability to meet our obligations under the Debentures. Despite our
current leverage, we may still be able to incur substantially more debt, which could further exacerbate
these risks.

As of June, 30 2007, we had approximately NIS 793.2 million of debt including NIS 241.4 million of bank
debt on our consolidated balance sheet, none of which was secured. Our substantial indebtedness could
have important consequences to you. For example, it could:

e make it more difficult for us to satisfy our obligations with respect to the Debentures;

e increase our vulnerability to general adverse economic and industry conditions;

e require us to dedicate a substantial portion of our cash flow from operations to payments on our
indebtedness, thereby reducing the availability of our cash flow to fund working capital, capital
expenditures, acquisitions and investments and other general corporate purposes;

e limit our flexibility in planning for, or reacting to, changes in our business and the markets in
which we operate;

e place us at a competitive disadvantage compared to our competitors that have less debt; and

e limit our ability to borrow additional funds.

Our ability to satisfy our debt obligations and to reduce our total debt depends on our future operating
performance and on economic, financial, competitive and other factors, many of which are beyond our
control. Our business may not generate sufficient cash flow, and future financings may not be available to
provide sufficient net proceeds, to meet these obligations or to successfully execute our business strategy.

In addition from time to time, we may incur additional indebtedness. If we issue additional debt or incur
other indebtedness our existing holders of Debentures proportionate share in an event of bankruptcy or
liquidation will be reduced. Further, there may be more creditors pursuing our assets if we default or
become bankrupt. Thus, our assets would be subject to the claims of additional creditors.

In addition, our ability to meet our debt obligations will depend on whether we can successfully implement

our strategy, as well as on financial, competitive, legal, regulatory and technical factors, including some
factors that are beyond our control.
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Furthermore, cash flows from our operations may be insufficient to repay the Debentures in full at
maturity. Our ability to refinance our indebtedness, including the Debentures, will depend on, among other
things: our financial condition at the time; restrictions in agreements governing our debt and; other factors,
including market conditions.

We cannot assure you that any such refinancing would be obtainable or would be on terms satisfactory to
us. If a refinancing will not be possible or if additional financing will not be available, we may have to sell
our assets under circumstances that might not yield the highest prices, or default on our debt obligations,
including the Debentures, which would permit the holders of our Debentures to accelerate their maturity
dates. In the event of the acceleration of the maturity dates, we cannot assure you that the Company will be
able to repay the Debentures.

The Debentures will be effectively subordinated to our future secured debt and other secured obligations.

Our obligations under the Debentures are unsecured, but our obligations under future debt could be secured
by a security interest in substantially all of our tangible and intangible assets. If we are declared bankrupt or
insolvent, or default under future secured debt obligations, the lenders thereunder could declare all of the
funds borrowed thereunder, together with accrued interest, immediately due and payable. If we are unable
to repay such future secured indebtedness, the lenders of the secured debt could foreclose on the pledged
assets to the exclusion of holders of the Debentures, even if an event of default exists at such time under the
indenture under which the Debentures are issued. In any such event, because the Debentures will not be
secured by any of our assets, it is possible that there would be no assets remaining from which your claims
could be satisfied or, if any assets remained, they might be insufficient to satisfy your claims fully.

There has been no prior public market for the Debentures and we cannot assure you that a liquid market
will develop for the Debentures.

Prior to the sale of the Debentures offered by this Prospectus, there has been no public market for any of
the Debentures and we cannot assure you as to:

the development of or continuation such a market;

the liquidity of any such market that may develop;

your ability to sell your Debentures; or

the price at which you would be able to sell your Debentures.

In such a market, the Debentures could trade at prices that may be higher or lower than the initial Offering
price, depending on many factors, including some beyond our control such as prevailing interest rates, the
market for similar securities and our financial performance, financial condition or results of operations.

Risks Related to Our Operations in Israel

We conduct our operations in Israel and our business focuses on the Israeli audience, therefore our
results of operation may be adversely affected by political, economic and military instability in Israel.

We are incorporated under the laws of, and our principal executive offices and employees are located in,
the State of Israel. As a result, the political, economic and military conditions affecting Israel directly
influence us. Any major hostilities involving Israel, a full or partial mobilization of the reserve forces of the
Israeli army, the interruption or curtailment of trade between Israel and its present trading partners, or a
significant downturn in the economic or financial condition of Israel could have a material adverse effect
on our business, financial condition and results of operations.
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Political, economic and military instability in Israel may disrupt our operations and negatively affect our
sales.

We are incorporated, based in and currently derive substantially all of our revenues from markets within the
State of Israel. As a result, the political, economic and military conditions affecting Israel directly influence
us. Any major hostilities involving Israel, a full or partial mobilization of the reserve forces of the Israeli
army, the interruption or curtailment of trade between Israel and its present trading partners, or a significant
downturn in the economic or financial condition of Israel could have a material adverse effect on our
business, financial condition and results of operations. Since the establishment of the State of Israel in
1948, Israel and its Arab neighbors have engaged in a number of armed conflicts. A state of hostility,
varying in degree and intensity, has led to security and economic problems for Israel. Major hostilities
between lIsrael and its neighbors may hinder Israel’s international trade and lead to economic downturn.
This, in turn, could have a material adverse effect on our operations and business. There has been an
increase in unrest and terrorist activity in Israel, which began in September 2000 and which has continued
with varying levels of severity through 2007. The future effect of this deterioration and violence on the
Israeli economy and our operations is unclear. The election of representatives of the Hamas movement to a
majority of seats in the Palestinian Legislative Council in January 2006 resulted in an escalation in violence
among lIsrael, the Palestinian Authority and other groups. In July 2006, extensive hostilities began along
Israel’s northern border with Lebanon and to a lesser extent in the Gaza Strip. In June 2007, there was an
escalation in violence in the Gaza Strip resulting in Hamas effectively controlling the Gaza Strip. Ongoing
violence between Israel and the Palestinians as well as tension between Israel and the neighboring Syria
and Lebanon may have a material adverse effect on our business, financial conditions and results of
operations.

Our businesses may be impacted by NIS exchange rate fluctuations.

Most of our communications and advertising costs are quoted in dollars. As of June 13, 2002 we are
required by law to state our prices in NIS to our residential and small office and home office, or SoHo,
customers. Furthermore, if we expand our business into other countries, we may earn additional revenue
and incur additional expenses in other currencies. We also have U.S. dollar denominated liabilities (rights
of use leasing obligations for our international lines). In future periods, our dollar assets (deposits) and our
dollar denominated liabilities might commercially serve as partial economic hedges against future exchange
rate fluctuations. Because all foreign currencies do not fluctuate in the same manner, we cannot quantify
the effect of exchange rate fluctuations on our future financial condition or results of operations.

A substantial devaluation of the NIS in relation to the dollar would substantially increase the cost of our
services to Israelis, who pay us in NIS, and is likely to result in subscriber cancellations and a reduction in
Internet use and e-Commerce in Israel.

Our operating results may be adversely affected if inflation in Israel is not offset on a timely basis by a
devaluation of the NIS against the foreign currencies to which we are exposed, by our currency hedging
position and by changes in the Israeli Consumer Price Index.

Some of 012 Smile.Com’s purchases of international bandwidth and other international agreements expose
us to fluctuations in foreign currencies, principally the U.S. dollar. Most of our sales are denominated in
NIS. When the Israeli inflation rate exceeds the rate of the NIS devaluation against foreign currencies, our
NIS expenses will increase to the extent of the difference between the rates. A significant disparity of this
kind may have a material adverse effect on our operating results.

We engage in currency hedging transactions to reduce the impact on our cash flows and results of
operations of currency fluctuations. We recognize freestanding derivative financial instruments as either
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assets or liabilities in our balance sheet and we measure those instruments at fair value. However,
accounting for changes in the fair value of a derivative instrument, such as a currency hedging instrument,
depends on the intended use of the derivative instrument and the resulting designation. For a foreign
exchange derivative instrument designated as a cash flow hedge, the effective portion of the derivative
instrument is initially reported as a component of our shareholders’ equity and subsequently recognized in
our income statement as the hedged item affects earnings. For derivative instruments that are not designated
as cash flow hedges, changes in fair value are recognized in our income statement without any reference to
the change in value of the related budgeted expenditures. These differences could result in fluctuations in
our reported net income on a quarterly basis.

Further, as the principal amount of, and interest that we pay on, our debentures (Series A) are linked to the
Israeli Consumer Price Index, any increase in the Israeli Consumer Price Index will increase our financial
expenses and could adversely affect our results of operations.

We may be restricted in the conduct of our operations during periods of national emergency.

During periods of national emergency, the Israeli government may take control of 012 Smile.Com’s
network, and it may be ordered by the Prime Ministry of Israel to provide services to security forces. In
addition, the Israeli Equipment Registration and IDF Mobilization Law, 1987 permit the registration, taking
and use of engineering equipment and facilities by Israel’s Defense Forces. This law further sets the
payment for use and compensation for damages caused to the operator as a result of such taking.

Further, The Communications Law grants the Prime Minister of Israel the authority, for reasons of state
security or public welfare, to order a telecommunications license holder to provide services to security
forces, to perform telecommunication activities or to establish a telecommunications facility as may be
required for the security forces to carry out their duties.

If national emergency situations arise in the future and if we are to be subject during such time to any of the
foregoing actions, this could adversely affect our ability to operate our business and provide services during
such national emergencies and adversely affect our business operations.

Our results of operations may be negatively affected by the obligation of our personnel to perform
military service.

Generally, all non-exempt male adult citizens and permanent residents of Israel under the age of 45,
including many of our executive officers and employees in Israel, are obligated to perform annual reserve
duty in the Israeli Defense Forces and may be called for active duty under emergency circumstances at any
time. If a military conflict or war arises, these individuals could be required to serve in the military for
extended periods of time. Our operations could be disrupted by the absence for a significant period of key
employees or a significant number of other employees due to military service. Any disruption in our
operations could adversely affect our business.
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1. RATIO OF EARNINGS TO FIXED CHARGES

Our ratio of earnings to fixed charges for the six months ended June 30, 2007 and each of the five years in
the period ended December 31, 2006 is set forth below.

[Six months Year ended December 31,

ended
June 30, 2007] 2006 2005 2004 2003 2002

Ratio of Earnings to Fixed Charges — (in thousands)
Under Israeli-GAAP
Pre-tax earnings from continuing 37,976 27,985 19,732| 24,389 | 17,643 | 28,568
operations

29,623 7,450 21,938 1,580 878 1,535
Fixed charges
Company's share in net loss , (income) (D) (334) - (396) | (1,538) | (1,530)
of investees
Minority interest in loss of a subsidiary 26 (34) - - - -
Adjusted pre- tax earnings from 67,624 35,067 | 41,670 | 25,573 | 16,983 | 28,573

continuing operations

Fixed charges

Interest charges (1) 27,083 4,960 | 19,303 38 (350) 719
Rental interest factor (2) 2,531 2,468 2,635 1,447 1,053 808
Interest expenses for equity companies 9 22 95 175 8
whose debt is guaranteed

Total 29,623 7,450 | 21,938 | 1,580 878 1,535
Ratio of earnings to fixed charges 2.28 471 1.90 16.19 19.34 18.61

(1) Interest expenses, amortization of discount and adjustment of long-term loan and leases.

(2) Rental interest factor is estimated out of total lease expenses.
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[Six months Year ended December 31,
ended

June 30, 2007] 2006 2005 2004 | 2003 2002
Ratio of Earnings to Fixed Charges — (in thousands)
Under US-GAAP
Pre- tax earnings from continuing 37,976 12,740 | 19,732 | 23,550 | 14,735 24,633
operations
Fixed charges 29,623 7,129 21,938| 1,681 1,081 1,545
Company's share in net loss of (D) (334) - - - -
investstee companies
Minority interest in loss of a subsidiary 26 (34) 3,312 2,204 2,418
Adjusted pre-tax earnings from 67,624 19,501 | 41,670 | 28,543 | 18,020 28,596
continuing operations
Fixed charges
Interest charges (1) 27,083 4,222 19,303 234 28 737
Rental interest factor (2) 2,531 2,885 2,635 1,447 1,053 808
Interest expenses for equity companies 9 22 - - -
whose debt is guaranteed
Total 29,623 7,129 21,938 1,681 1,081 1,545
Ratio of earning to fixed charges 2.28 2.74 1.90 16.98 16.67 18.51

(1) Interest expenses ,amortization of discount and adjustment of long-term loan and leases.

(2) Rental interest factor is estimated out of total lease expenses.

8. USE OF PROCEEDS

The net proceeds that we will receive from this Offering are estimated to be NIS 400,833,000 (US$
98,727,000) after deduction of the underwriters fees and commissions and the estimated expenses of the
Offering.

We intend to use the net proceeds from the Offering for general corporate purposes, as shall be from time to
time determined by our board of directors. We have explored and will continue to explore business
opportunities and potential investments. We currently have no plans, proposals or arrangements with
respect to any such business opportunity or potential invest.
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("RTPINA MAYPHNNY 1 1DNY) DIMDNN DXPYNN DY NIWIY NNTPIN
DT PPYN DIDIY 19y OHNDN DWPYNHN MNTPIN NMINNN NP
PN DOWIAPN MNIPYN 29 DY NNVUY) DIMNMDNN DWPYND NIRSPNM
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IDIN MNP 1 PNY) 2007-3OVNN L(NDXD TIY MM NYSN I9IN) TIV M)
(1nysnn

9D MY TIY NIV NDIXY NYNNA WIDTND DINNNY 23,107 7IN0NI Wpun
Y NADINA OMYDON DN DY NN XINY T152) MNdY n»Y 800,000 v
GPYD NNHND S TIND AW IN 1968-N7OUNN ,TIY M) PIND (1)(A)N15 Py

PINNIMND (2)(2)N15

0N WHNY L NTPIND MIYPNND NNDNI IPNND MDD Wpwn 9
INND> NOW DXPNNI) NN NITNY NYIIID NN ,NPAINN 197 NMIYNNINI
P2 NNNN DX DOWY 1PNY 9.8.10 YDA NDIVA DXVNINN OIIPNNNN

,IPAINN 1O MYNNNI 39901 NN WY DIMNDNN OWPYNN NN
TNNDY NPONN VNN NYAP TNXY NN YT DY WNNY NNNIND YN
3oNY 9.8.8 PYDA NMNND MDA, NN NINNPN

9902 YaPOW 295 N7210N NN XNN DINDNN DPWRD NINSPIN

NPNN 1070 ONN NYINN NNNPNN NN NN 1P DINDNN DIWPYNN
NYUN 1Y 3991071 0P INNRD THN DPOY DY ,NNNTN NYAPD DIWNNN MYSNNI
STNYHT PNAYN NNNINRD DNIRNN TP NPANN 19 12: 30

NATPIN NYIIIN MIAPNNN NN MDNYY DINIT P DNINDNN DIWPYNN
MSPINY MDD PHa NOOON INN DNINNN 0.45% Sv yYvwa
NON NDNYDY ,DTND MIYINN NN OO DY NAYIND ,DONDNN DOWPWUNY
MINPINY MM PI2 O 5IAPNNY NXTHNHN NMNNNN 0.05% Sv Nyl

.D2MONN DWPYNY SN

MTMN 99010 PON 1PN OONDNN OWPWYNN P MIPIND MONYN
AN0N WP DI T DY HINH WO TUN DIMNDNN DWPWND

: NI MIXNNN NN DINDNN DWPWNRY MTNN NNSPN Y

795 SHNY DT PNYD) AN NNONN DY NAPN L, NYSIN 19N NNPN 29 DY
P2 39502 YAP»Y N9 NN NININD MTNON MND P2 DN - YN
INSPAN XN (TAN DY N9 XNV Ta52) ,NPWvND DINY MDD mnd

S YAPOTI NIV NNTPIN MAONNN 19D ,D0N0NN DOWPWUNIY

100% MDN WPWN D9 ISPY ,WNN Yy 9N NNN NYY XD 9.8.8.1
199 NNNY NINONN

50% MDN WYPWN YO INPY ,wnn Yy Aann nonn ndby 9.8.8.2
DI AONNNY MNONN

IINSPNY NPXADN NN NPIVNY NINNY TIVD NI MND N 9.8.8.3
DWPYND DPIPND NIMIY MNON NNPIN NN DY NNIND
TO TN NNTPIM MIAMNNN D5 YW YO NPYN 19D OIMNONN

SPNN NN WNNY MNTPINN NMAPNNNIN
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Y OMPN’ KD (3)-(1) DXDYDI MNNI ,IRNPNIN 2 DY DX,V NMIND IRDY  9.8.9
(6)-(4) PYDO DNNNA PON? JDINI MYXINT MTNT INPY NN PIWIN
NNONI ONONDNN DOWPYNN NNNIN AN NN OMPNN ROV NIpna 9.8.10
70N NN NYIAP TN NDXN T 5Y NOHNY NNNIND MIAYNN 100N
.DIIMNIY TIV MM NPIYM
1N DY NOIWN NINDI MADN MTN PIIND OIRYI P> OINDNN OWwpwnn  9.8.11
NN NI NIPNIY NDXY NYNNN NNON2 NNTPIND OMANNNA NIPIN
N2NYD DIRIT PN KD DN NDEN IRY NN DY MONN MRNNN DI 0Dy
APNY MADNN MTNN PHI2ONWD
MYXIND MTNN TON 85.27% NMNNN DNONDNN DIOWPYNY MYHIND MTHN 9.8.12
2 NPNA NND
95 2>NNN N2 NTNN VNN MNP MND ,D0IMNDNN DWPYNN VIV PND 9.8.13
: 0NN THNX
NN MmN 10NN N oY
990 3,000.0 N7Y2 50D PINDY | *
981 55,000.0 17¥2 99 MNP NN
980 3,223.0 N7Ya (993 MNP) MYPYN M PY> | **
980 2,659.0 503 MOP DNVNN | **
980 3,000.0 1792 933 MNP NN
980 825.0 N7V MNONYN 1P OMIDN
980 825.0 DN DIDNNNY NP DM
980 1,500.0 n7y2 MYYY NN NIV
980 5,000.0 1792 H) MNP DI 2PN
980 825.0 NYYYN PR DOWNON | *
980 825.0 nrYA MPINN 2D | *
980 2,000.0 DYNIOVY DONDTIND MNIONVWN P | *
980 825.0 903 MNP VN | *
977 35,000.0 7Y MYPYN 9177 POIN NNDY
977 2,050.0 TION 73217001
976 4,000.0 NINNI IP - NN ROT ¥ NITH NN (9) Npyor |+
976 3,000.0 NININI P - NMIVIVON + NN (9) NPION | *
976 1,000.0 TININI P - D7PNRY TPNNN (9) NPMION | *
976 2,000.0 NINNI IP - AN (9) NN | *
976 1,000.0 TINNI IP - NNNVIVON + NN (9) PN | *
976 2,000.0 NININI JIP - NMVIVON (9) THILIN |+
976 1,000.0 NINANI )IP - NYH NMVIVON (9) THIVIN | *
976 1,000.0 ™MIIN NN DM
975 2,500.0 DY NP OINN VOIIN | *
975 24,000.0 17¥2 NINY YAIINONODN | *
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975 20,500.0 MYPYM NONIMPYOINIIIN |+
975 1,650.0 17Y2 TPIIIN TNTOY DTN ONIPN MV
975 5,000.0 0D OOV P11 | **
975 2,500.0 N7Y2 99 YOIPAPN
975 825.0 DX DINNIIND NP DI
975 3,000.0 7Y 513 BNLVIAD TN | *
975 8,000.0 DONNIL MANNWH KB7Y2 MV DNV NIV | *
975 3,000.0 n7Y2 MPINN ©NLVIAD TN |+
975 3,000.0 Y2 NIVYA DXNVIAN NIV | *
975 825.0 12792 NININI NP 9IN ITONNP
975 10,300.0 DYNYNY - N’V NMVYIAD NN 595
975 27,000.0 (92YWH LIPOIT) V7Y DN K95
975 5,000.0 7Y 59 MNP DI H>MOIN
975 4,950.0 DOPIN I NN
975 4,615.0 9 MNPY /NNN N7Y2 RIS NUNRIN ININDIN 23N | **
975 1,000.0 17¥2 NN YTLIYD DN DITININ NP - 71T
975 2,600.0 7Y VAP RAND IDNN 1P
974 1,000.0 DY HRTIWY DY VP
973 5,140.0 TMNONODN | *
973 825.0 7Y TPIIN TINTPY DTN INIPN MY
973 20,000.0  YIP DXNNIA GNNYN DPIIdN
973 3,500.0 553 51000 DP9
973 850.0 Y555 DN DPNON
973 1,000.0 Y555 NN NYN OPNN
973 2,000.0 9PN NIDID DPNN
973 825.0 NIASWN NN NANY
973 16,443.0 D7y DI DNV ML | *
972 2,736.0 1792 933 MNP NN
972 684.0 (19L01) N7V NMVYIAD NN NN HHD
972 3,420.0 (19V01) N7V NMVIAY N72N DO5
972 1,368.0 DY MY NN ION
972 4,925.0 DY 903 MNP NI M - P> |+
972 2,121.0 nryannn |
972 3,523.0 17Y2 D) MNP VP
972 13,681.0 07Y2 523 MNP N v | *
972 2,815.0 N7YA NINNI NP WT | *
972 4,905.0 NIYA NINNI NP WT |+
972 821.0 NYYALWAN DXAVINT NDN YTV DY DIDININ NP NINIY
972 1,371.0 M2 - 5N) MNP Y0 NNMY NN
972 1,026.0 DM NP AP | *
972 1,026.0 O»OPIAN PNYOY.N | ¢
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972 1,231.0 MNIoNYN P 0May | ¢

972 958.0 9NN OINT YIP DAY | *

972 684.0 NN VN2
360,700.0 2”70

; DINNN DPNNONP YUK DMIND NYPN IMNDN WpPwn *

; DNND NYPN INDN WYPYN **

TON 85.27% NNNNN MYTN? 360,700 -9 NN DNNDHNN DWPWHRN MINNN
3.66 % -5 MNNNY MTN? 15,497 191NN ,NY PPYNI NDKY MYKIND MMM
DNYPN DD T DY WD ,NT PPYN 29 DY MYSIND MTNON TN
9 5y MYNIN MTNN JON 33.03% -1 NNNHY MTN> 139,746 -1 DINDNND
.DINNN DPXNONPY DINYPN DN T DY W DT PPYn

DONYY DONDNN DWPYHN P> NMIPAND NNYWY NPI0Y Ty 37000 0va 9.8.14
VNN NITPIBN MPNNNN NNDK 12NN PHY NTHN PN IR MY
NPANN 1979 AN22 NYTINA ,2Y9
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DN MR INN :10 P99

290 NN MNR  10.1
39 HY MY (7(3 N97D) 2INN MR IN 72NN MR :19ND) (2 NITO) 2INH MDN
VYO ONRNNA 2007 920VADA 23 DY NIIND PNVPPT NVINN 13 HY | NT PPYN

TN N7YA ORIWD ONIND P2 DY NNNNID NIIND PAD TAX TN NIAND P2 NNNNIN
753NN VY 1 ONY) 2007 120V 23 DN NV

10.3 Yo NN AL 172 (2 NITO) NN MMDN NN DY NITH NXT NPANN TYINY
.on>

(3 D979) 2IND MNP0 99 10.1.1

NN 99 0y N7y 1 Nna 0w Yy MM (2 N7T0) 23N MMN 423,000,000
TINN 97 1NT) IPIN 12N 97% DV MY NN NT PPYN 29 DY MYSIN
6 -2 W95 MTMY (2 NITO) NN MMX .((2 NITO) IN MDN LY NYY 1555
Ty 2010 ©MYNN NNX DI DY 712521 YN 1 0P2 DY DPMY DIMOYN
DNOYNN NNX D DY 931031 WTIN2 1 0P YI9N 1IN ,0ONT ,(O91D) 2015
2 D7) NN MVN DY 1IPIN 19 1IPN 16.666% (9515) 2015 Ty 2010
)2 DDNAVY 19IXY DXPNNN TTHY (N2 1IP) MTNY (2 NITD) 2IND MDNX

.2007 VOMIN WTIN

(2 D979) 2NN MAN 1A N*2vy 10.1.2

DV 7YY PMY M RYN (2 N7TO) 2INN TMNNX DY NPOION YNOIAN NINN
NOPN OO0 LY AWVINH MM .)OND VNN DXVYIN 12 -H NNN OIYM 5%
Ty 2008 O1YN P2 12H32N YTINA 1 DY ,MV1A DY DIV MY DY 1M
LDDVUNN TYIN 9D PINKD DN NNMNONY DOVWTIN 12 SW NOpNN Tya 2015
,2008 92121 YN 1 D2 NYY NN HY NUNRIN DDYNN ,NININD G DY
NNNN NPIYI NIPID INKOY NYUXIN DXPOYN DY NDNNNN NNPNN NIY
NI MY DYDY 365 DD HY ,2008 I1VPINX YTINA 31 D2 D1NON IWN)
(2 NITO) NN MVN PHX2 NDIN DY PINKRD OWWNN .5.452% Dy Tinw
N77D) 23NN MNX 1P NN’ YIS DY 1M 2015 92020 wHIN2 1 0P NYY»
NYINN MNAY N192NY (2 NITD) INN MNDN MTIVN NITND TR MNNIY (2
NI YWY NDION DN NN NPIN DVYNN .DWYNN TN N0 DIPDY D)

Mpna

2219 NYNT  10.1.3
MINY D2 INN MNN YIP DV INA NP2 DY INWHD DDVND 2390 TYINN DN
P2 72 OIVN XD PINK TN NN DOPOYN DY TVINN INT» ,0XpoY DY
VNN DYWY YNV DYPI)AN DXNIND 12 YN DY NN DOPODY DY I DT
(reYpoY 097 DY) PND) NMINPOY
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NINNNN NN

YNIN 29D 198D DYPNNN TTHY MY NN PDY NP2 DIND MNP
: DYNIN NTNNNN

VTN OXVNNN TR — WHWYN (19977 :1OND) 71998D ©299NNN 1717 NHNN
NOWON YT DY DONVNM MPA MPIP H9I1ON 71598Y DY PNHNN TTHY Dva
TOM N QN OT DY DONY OX N TTH IMNX D910 NPPVLDVLVLODY NIIINN
MV TN DD D010 1D, NPPVDMOLOS NIDINN NIYDN DIPNI INN PNYI
D»PN TN ON2 DPOYY DONMN DOMN DY N2 M’ OX P2 ,INIPNI NIDY
G0 ININT NN TOI IN N O HY DONDY INN TTH NI DN IND ON P
YTY DY DN YAPY L 90MNN TN PIAY AV ONdN NN YAP XD TOM N
YTY DY NN YAP» XY DN INMNY NIPN .DPPVDVVLDY MDD NOWIN

RN T DY AVIND YNV Y9005 NNmIN

VN TN TN 1DIND DXVNNND TN — WHYN 7OIYNn 19”7 NHNN
T DVYNN TTN DX OYIX 7PN INA JIPN PNAVN Dy nNwdd DPYvn
TR M) DIVYNN T DX YTIDN TTHN ©IVYNN T XY PTIDN TN
19YN NTNY YONY 1IN HTHN NINYD 0100 NN NN 792NN DOYN 0N

ITION TTHN NMYY DWVWNN TN DY

.2007 LOVIN YTIN 12)2 128D OXPNNN TTH — WHWYN 71050 1110”7 NHNN
YT PINKRD 1IN DX PNND TN —IWNRWN 711 1100”7 NHNN

TTRN DYDY NDY DIVYNN TTH D INYID DIVYN DY IV 132 772N DN
19YN NTNY YON 1IN HTHN NN 0100 ININ NN 712NN DOYN 0N
NNV TP DVYNN TTH 2D 772N OX OTION TTHN NNIYD DIYYNN T1H DV

IO TTHN DWYWNN TT0 R PO T1O0

N2 N3N IN/ DIIND 3T JY 2N MIIN HYIIH

TMNVN NY D52 NNNY SUNNT PV NP MDD NN NNNYD NIV NI2NND
2NN NMN DY NYI9N NN ¥NY DA ,ND IRIY PHN Doa (2 NITO) 2N
(2 NYTO) IN MNX YTNN PPANY TRV MIN XY NIINN INNNT PITYY
SY MIPNRIA .NDMNA2 INDHNN NIPHNRM MISVIND YN DT> DY 1T INN NIV

2TYN NYTA NIAND T DY WTIN,NIINN T DY N NP

NVOYYYA MIIN N NVIOYN DY INA NIINN DY NDIDD NN INA N2 NN
YN N0 IR NNPY DOIRYA (7NWP PR PNY)NIAN NVIOYN OYI
192NN T2 DY MNONN ,INNIND NN INA P DY NIPNI 2N MDN ,NYY

TN NPT

OV D215 MAYNN ,NVP P1NN T DY NNRD MIPIMN TWUNR IND MDN
.1D7122 INODNNN MIPNNDIN KDY NYPN P23NNN
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DXDIVIN DY DNPP PN N N MDN OPIINN NPPOX NDY Nya
PININ NIIND .PRAYN MDD ORNNA ,2INT MDN OPIINND HIN OXTHNN
95,17 92 MINNND DNNNA 2NN MDN SP2TNN DY N MOON DY 1Yy
M 2 NIPNI .DOTHNN DIXDIVIX NP PNNND OO NPIN JNPNIN NIPY
YPNNN YV ND MPOON MIVITN ,2INN MNNA P2NY OMNIVPN DIPINNNN
DYPPINN NYDID NPRY NXIAP N> OXP2INNN ONDN TARY 19IND ,INN NN
NNN Y92 ANYIN NYV NVINN YN ,ND MPON NIMIY DY NIPNA .O™NYP
VITIN 2172 D5 ,2INN MTNNA DOP2INNN 595 NHOONI) NWMIDY ND MDONN
LTY0AN INYT DIPOW 29 DY OIRYI NN L 1PNODI DY NNNNIN TOY MIXNN OO DY
M IN DNYP DPIINN HY NDONX MYV NN NNND NVONNN D ,NapY
DYPITNNN NON YW NMOA PN XD ,NIPN DO 9NN XY MNND NYOON

0N MOON NMYIND INDINY NOONN NYAP YIIND > D™ NYPN

2NN MIIN NN
DOV 9.7 PYD NN 1IN MNN MO PNIYD

(2 1979) 1IN MIN 1933 H°229D) 19PN IMYUN
WY (2 NITO) NN MDN PI2 DI IPN PIYN Oy Dmbwnn 9o
DX2IPIN DXNINY DXNNI) DOYY 10.1.2 — 10.1.1 DPYDA DXNIPIN DTN

1770) 2NN MNDN SP2INN DPIFT DMV P DIMMNY TWR DIVIND ,0N3
MDY 195NN DNV NNX DI DY 12IVPIN WTINA 20 -N D2 DPAINND (2
DYYNN LYND ,("BITYND Y2IPN 01N : DT PYDI PNY) DINNINND DINYVYNN
NPON T ,2015 92921 YTINA 1 DA NWY» GUR MM IPN DY NINKRD
NN DIPN D52 INA DIWIN NTIVNI ,NIIND (2 NITO) IND NMDIN MTIYN
M YN MNSD NI2ND 0NN (2 NITO) 2INN MNN DY .NIAND WTIN POY

LDVVUNN TN N9 DXPOY

DY PaN PIVYN MDY TPRPII NIAYN N DOPOVA YY) DRI DHYWN
IN (2 NITD) 2INN MNNX SPIINN DPINA DIV PP DIPMNY TUN DIVIND
22¥2 NNIND NHPRNNA (2 NITO) IND MDX MTIYN DX IOV

DXVI9 NHAND TYII TN MNHND DIPWNY INITN 2IN NN P2NN 10N NO
NOWOY PXWa 1IPN MIAN NIVN DY DYVYN DO DYy OV P1an NIvN 1272
(2 7ITD) 2INN NN OPITNN DPIFT NNIVIN NNINKD ININDY DIV INYT2
DYODN DYWND Py 92T DOY aWnd [, ININD DY INITA NI POW MPWUN
ND .20 N55ND MISN DY YIAY TaD2) ,INITA YIPY TINNL 12 DIPIN
PININI DVWNN DX DIAPS MM 1N OIX ,N7Y 50 —1 T DDA PPYw NHY»

.M7aNN Y TIVNI

Doy MY OWYNN NXNN IR NIV NI19MY (2 NITO) 1IN MNDNL P1NNN
DY PN TN IRNNN DX XDNN NI2NN OIN ,DIYIY 2NN NYTIND 19 MWYD
9 HY INWID DIVYND MIAPN TYINN 2 DY 30 MNSD , 01N NTIVNY NYIN

50

10.1.6

10.1.7



,NNONA NN YT DY YAPNN NYTINNY NIPN (2 NITO) 2IND NN ONIN
TN INRD ONYPY TVINY DMDYN DY DN P TN MY NHaNn Dyan
YTINN NYAP OYO INDN DYVNN

NN NN AN PINY NN MDN DY ONDN TN TN My 0InNa
NINNIA OPOYNN NN PMIRN DD MNDM2 [P 1IIVSNY DINOON
VINID HYAN POYIND IN 2INT MTNNA DXPOINNT NAY DOYD NMNNND DY PYM
DN JOINIY TUNRN NI2NN .NNNNXIN TV NHIND DIVI INITA PPV DIYYNN
7N2Y NNNNIA ONDAP 12T DX 97N OIMDDN NINNN DX ,ND ITNPY DXDID
LINN NINY ININ NN IINY> IININRD N72NTD NYOIR 2NN DX OO0

2N ©MDDY NMYPN D1

19203 NNIN NINY NDN DITYNN MYINN
MY NYPRY N2X010 D92 OYIY ROV 2INN NN P223NND WD YD 01O

YIPIY TINNN 2 NIRYY DTN INOWD 130 NNdN NHaNnY Tiya ,nnana
POV DNIDD OMND P TN ONOIT 717717 2NN NN P23NNN 1PN Imduny
P20 IN PN PAYN DY DU IMINX NYIAD YAV TVIND DNY INOY

NN ,DIPYNY MAPN TYINNND 0 30 -HN ININY NI )N DSN PN 192NN
VNN MNIND DTPON ,NIINA NMON NIRY NIYON OO XOV DIYYNN DIOD
TAD D) ,2INT MMVN 1PH2 WINN DI PIYI0 DY NIPNA DIVYN NN PIDPDD

2NN MM

MYPYNA WPYN NIYN YHya DNIX NI ,INNND DI DO P33 PP YININ
TIY 7N HNIY DTN DY TIY MM JOIY ,DNNNIND OV Y3 DY D MImNn
93 DOM NMNNNI 290D DN WPYNY IV DRIV NPTH MPTY DINN
ON P KD LYININ YD YWY LPTD MINRDND 91952) DIRNND RYD> JININY
NYAPNNY NNNINN NX XONX 0INIDD OMN X2 OINITN 1IN MDX OOPIINND
D>NMVYPN 1PN’ DX ,NDIN MMOWUN) MYNY ,MNXXIN NN, MYPYnn vinnn

ANNIV 99V 1151 ANNPNIN PNIYN D117)2) NNNINRD NYPYna

IN/Y DIOD JONIN YT YTPAN INIYY ,2IN MNX P23NN DY 2y YININ
S NNRD FTPMNY D0 OMNX NN IND MNNX SPNND DWINND D905
MXN D DN NNV IO N2IND IMPYN ,Monyn  ,NININN D NoNa

NI IS MYAYD 1NN YT DY WY MINDNN 1IN

NN MIIN PPIINN OPI
VI 12 ,(2 NITO) 2INN MNN SP2INN OPI9 DIVIN NTIVNA DN NHANND

SV 3PN 19N 190N ,DIPMIND (2 NITO) DINN MDNX OPAINN MNY
Mo%¥2 NH2YN Y5 OPIS DVIPN 1D .DNY DY MMYIN (2 NITO) IND MDN
MMNPNY N NNPND DY N DPION NN MDY TR 1IN .2INN MDNA
(2 NITO) 2NN NYNN OPAINN DI 19) YANID .MYA O 30 DY THXa NDYN NOY
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120 Y91 992 (2 NYTO) 2IND MNX SPITNN DPINA PIYY DINRYA P

9272 NYTIN DY 2IND MDN SP2INN DPIvA DIVIY NN MPIN KD 172NN
99N NIV PN DN TIAYY IN POVN IN,NIVIVN IN ROYIN ,NYUNND NNNDNI
NN MNND WP ONYDD NINN MOT IN DIDP IN OYAN ,AVPay Moy
MNIND NN MMVN 1NN INYIY DTRND DY MY PN TN DN 172NN
DTN 921 DIWIN PIINNN DY INRNY OYNIND IN MY YDMN ,07PINN PYIPY
TIND NIN ON)) DIV DHYA YD HY DI NLIVD 2PY 2INN NMDND INIT MY
MPION MNDN JNN INND N2 OXP1INND DYIPNY DIRYI P (1119 apy -

.DYD¥25 DVYPNY DMDT 12T NIAND PNVPIT AN DY DNYT NNIND

NI LDV NION,NPIND OYYA DPINT DY 2T NIAND NP NINNN
NPINI DAMYN DOPPTNN 9272 ,T0NY NPIN HYA DY DIDINIVIIONY NN
A0 DXINKNN OMPOYA ,MOINT ,NPINN OOYAY MYNN 1NN 927

(2 D77D) 2NN MNN PINN LY, NNNNIN TOWI DINNNN DITOND

MNST NY
9N 10.2.3 YDA ININNDI MPYI NN NN NNDXD NNDIN NN

1N93¥N) IND MR MTIVN IND
95 70 WK (2 NITO) 1IN MNX MTIVND 2INAD NNNY) 1IN MDX MTIVN DO
7252) ,UP1an NOINY ATIYNN DY 1PN DIDDS ANV YV 1PN D10

2P TIY MDD NNNX DO MDD MIRHINY MYTNN NN MDN MTIVNY
172N 2N NNVX NTIVA DMN NPDN THI NN 00O DVWIN DOPpYwa
1AV TVINNND DM 7 TIN NUY DINaN D1Ivan MNda owd DN NTIVNI

.172NN DY DIVIN NTIVHNI NTIVIN NI0M)

DOWTN DYYPYA NPV T252) 2I1P) DD DD 120 NH2YND NN INN NN
DINN ,NMPIN NN NIINA DIPNN NON TN NIV AN Y9 DY ,0NHY
LDYPINN PPN IN DY DIWIN DDYIN Y P-DY MINOD

NN NI NH2AND DY DIVIN NTIVNI DI MOND W NIAYNN AND NN
MNIN NIN NIIND P T-DY YITRY MOV TMINT DY MIIRNN NNDIN D) N
DN ,DINND N2IND MDY DDVOINN DD DYVN DY NHaNN DY NNYT nNnD

.72YNN 2N NN NP2 PRYND PRV 7PN NI2NND .NOND P

DN PIYN 195 DYNNNN DMWY DN NN NIIYND ONdXA NHAND VPN
AN20N YY) NN MNMN NIAND

210 NYNY MY N MNDN NIIYNA IRA 21N MDION MXRNHNN D
,MI2YNN IR NN WP DY DN ,NONRD P DX ,DINN DOV DIN9a
LN DX DY NI DY 0) DIN DT PYDI MNDON MXNNN PN 19D

.DX2INNN DMWY
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189 IV’
NYIAP DY NIPNIA YINRID NN MNN OPAINN DY ANd1 NYTIN N NI2ANND

D»NY ONMY NV NYTIN Td DY ODIAN 191 NXID NIAND PV DY NVONN
P92YN NOVA HNIYII NN NN Yoya

D920 HNIN (3 N9TD) DIND MR HY D1PI 1119

(2 D970) 23NN MMN DY INDNY DIYIINND NPINN DY NDAN YT DY VONY DN
DY20NN NN MVIMNMDIN (2 NITO) N MNN NITO MNYY NN [ INNNIY
:YOPOTI 192NN HYON ,INDNNN NPINN 272 NONIAN NN YaPIV

NPXNNN DY ,N0MNAN PNVPPT NVONN PIRNN O 45 TN 10.1.12.1
1Y OTPI PTI TN DY NIAND YTIN ,NNNRD INDNY DIWINN
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11. CAPITALIZATION

The following table presents our capitalization as of June 30, 2007, (i) on an actual basis and (ii) on an as
adjusted basis to give effect to (a) the issuance of 423,000,000 Debentures at Offering price of NIS 1 per
Debentures, (b) the receipt by us of estimated net proceeds of approximately NIS 400,833,000, after
deducting underwriting discounts and commissions and the estimated Offering expenses. See “Use of
Proceeds.”

You should read the following table in conjunction with the information under the caption “Operating and
Financial Review and Prospects” in our Annual Report on Form 20-F for the fiscal year ended December
31, 2006.

As of June 30, 2007

Actual As Adjusted(1)(2)

(Unaudited in thousands)
Cash and cash equIValeNts ...........ccccooviiiiieiine e 96,477 497,310
Short-term bank debt ... 182,773 182,773
Current maturities of long term debt........cccccov v, 23,454 23,454
Convertible debentures 102,382 102,382
DEDENTUIES ... 433,115 433,115
LoNg termM 08NS ......cveieercieeee e 46,559 46,559
Debentures (SEriesS B) ....ccvvvcieiierieieieieees e NIS 423,000
Total shareholders’ equity (defiCit)......cc.ccocvrereiviivnininnirene, NIS 359,607 NIS 359,607
Total capitalization .........ccccooeveieieec e 1,147,890 1,570,890

12. UNAUDITED PRO FORMA CONDENSED COMBINED FINANCIAL STATEMENT OF
OPERATIONS OF INTERNET GOLD -GOLDEN LINES LTD. AND 012 GOLDEN LINES LTD.

The following unaudited pro forma condensed combined financial statement of operations has been
prepared to give effect to the acquisition of 012 Golden Lines under the purchase method of accounting
after giving effect to the pro forma adjustments described in the accompanying notes.

The unaudited pro forma condensed combined statement of operations for the year ended December 31,
2006 give effect to the acquisition as if it had occurred on January 1, 2006 and combine the historical
statement of operations of Internet Gold -Golden Lines Ltd. and 012 Golden Lines for that period.
Integration costs are not included in the accompanying pro forma condensed combined financial
statements.

This pro forma information should be read in conjunction with the respective consolidated historical
financial statements (including notes thereto) of 012 Smile.Communications Ltd. and 012 Golden Lines
Ltd. included in this prospectus.

Unaudited pro forma condensed combined consolidated financial information is presented for illustrative
purposes only and is not necessarily indicative of the financial position or results of operations that would
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have actually been reported had the transaction occurred at the beginning of the period presented, nor is it
necessarily indicative of future results of operations.

These unaudited pro forma condensed combined financial statement of operations is based upon the
respective historical financial statements of 012 Smile.Communications Ltd. which have been prepared in
accordance with generally accepted accounting principles, or GAAP, in Israel , or Israeli. GAAP, and 012
Golden Lines’ audited consolidated financial statements, which have been prepared in accordance with
Israeli GAAP, notes to the consolidated financial statements included elsewhere in this prospectus. These
unaudited pro forma condensed combined financial statement of operations does not incorporate, nor do
they assume, any benefits from cost savings or synergies of the combined company. The pro forma
adjustments are based on available financial information and certain estimates and assumptions that we
believe are reasonable and that are set forth in the notes to the unaudited pro forma condensed combined
financial statement of operations. In the opinion of management, all adjustments have been made that are
necessary to present fully the unaudited pro forma data.

The translation of NIS amounts into U.S. Dollars has been made solely for the convenience of the reader at
the representative rate at December 31, 2006 (NIS 4.225 = $1.00).

Unaudited Pro Forma Condensed Combined Statement of Operations For the Year ended December
31, 2006 (All amounts are in thousands except per share data)

Historical Combined
Internet Gold — Golden Lines 012 Golden pro forma
Ltd. Lines adjustments References Pro forma combined
NIS NIS NIS NIS $
Revenue..........ccoevevennns 408,359 696,788 (1,424) 2(A) 1,103,723 261,236
Costs and operating
expenses:

Cost of revenues........... 252,413 523,620 (456) 2(B) 775,577 183,569

Selling and marketing... 75,576 72,887 32,394 2(B) 180,857 42,806

General and

administrative .............. 33,957 26,015 - 59,972 14,195

Total costs and

operating expenses ....... 361,946 622,522 31,938 1,016,406 240,570

Operating income 46,413 74,266 (33,362) 87,317 20,666
11,482

Financial expenses (5,615) (16,159) (26,738) 2(CC) (48,512) ( )

Other expenses............. (12,813) (8,646) - (21,459)  (5,079)

Income from continued

operations before

income taxes ............... 27,985 49,461 (60,100) 17,346 4,105

Income tax expenses..... 1,286 17,615 (18,631) 2(D) 270 64

Income after tax

EXPENSES .vvviiviierieaenn, 26,699 31,846 (41,469) 17,076 4,041

Minority share in

income. (34) - - (334) (79)

Company's share in net

loss of investees .......... (334) - - (34) (8)
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Income) from
continued operations .... 26,331 31,846 (41,469) 16,708 3,954

Basic and diluted

earning per share:.........

Earning per share from

continuing operations ... 1.43 0.91 0.21

See accompanying notes to unaudited pro forma condensed combined statement of operations.

Notes to Unaudited Pro Forma Condensed Combined Statement of Operations For the year ended
December 31, 2006 (All amounts are in thousands except per share data)

NOTE 1 - BASIS OF PRO FORMA PRESENTATION

On December 31, 2006, we completed the acquisition of all of the issued and outstanding share capital of
012 Golden Lines Ltd. for a total cash consideration of approximately NIS 614 million (including NIS 1.1
million of direct acquisition cost, and NIS 15.6 million of expenses related to a foreign currency derivative
entered into in respect of the purchase price). The consideration for the acquisition was paid subsequent to
the balance sheet date in two installments in January 2007 and March 2007 including interest of 6.5% from
the dates the agreements were signed. In addition, upon completion of this offering, we are obligated to pay
additional consideration which will be calculated by multiplying a factor of 1.28% by the amount by which
the value of the Company in this offering exceeds $200 million. This contingent consideration will be
accounted for upon completion of this offering, and such additional purchase price will be allocated to
goodwill.

The application of purchase accounting requires that the total purchase price be allocated to the fair value
of assets acquired and liabilities assumed at the acquisition date, with amounts exceeding the fair values
being recorded as goodwill. The assets and liabilities of 012 Golden Lines have been appraised for
inclusion in the balance sheet based on their fair value as of the date of the acquisition. Long-lived assets
such as property and equipment were recorded using the estimated replacement cost fair market value
which takes into account changes in technology, usage, and relative obsolescence and depreciation of the
assets. In addition, assets and liabilities that would not normally be recorded in ordinary operations will be
recorded at their acquisition values (i.e., customer relationships that were developed by the acquired
company). Debt instruments and investments are valued in relation to current market conditions and other
assets and liabilities are valued based on the acquiring company’s estimates. After all values have been
assigned to assets and liabilities, the remainder of the purchase price is recorded as goodwill.

The allocation process requires an analysis of acquired property and equipment, contracts, customer lists
and relationships, contractual commitments, legal contingencies and brand value to identify and record the
fair value of all assets acquired and liabilities assumed. In valuing acquired assets and assumed liabilities,
fair values were based on, but not limited to: future expected discounted cash flows for customer
relationships; current replacement cost for similar capacity and obsolescence for certain property and
equipment; comparable market rates for contractual obligations and certain investments and liabilities;
expected settlement amounts for litigation and contingencies; and appropriate discount rates and growth
rates.

The purchase price allocation for the 012 Golden Lines’ acquisition is preliminary and is subject to revision
as more detailed analyses are completed and additional information on the fair value of assets and liabilities
becomes available. Any change in the fair value of the net assets of the acquired company will change the
amount of the purchase price allocable to goodwiill.
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Notes to Unaudited Pro Forma Condensed Combined Statement of Operations For the year ended
December 31, 2006 (All amounts are in thousands except per share data).

NOTE 1 - BASIS OF PRO FORMA PRESENTATION (CONT’D)

The following table summarizes the preliminary estimated fair values of the 012 Golden Lines’ assets
acquired and liabilities assumed and related deferred income taxes as of the acquisition date:

NIS $
Assets acquired
CUrrent asSetS.....vviviriiiiiiieee s 159,027 37,640
Deferred taxesS ..c.oovvveevieviiiiieeieeiians 1,168 276
Long-term assets ......coevvvvvviviiniiniinnnnn. 2,951 698
Assets held for employee severance 9,616 2,276
benefitS .o
Property and equipment...................... 131,096 31,029
ROU of international fiber optic 173,219 40,999
CabIES. .,
Intangible assets not subject to
amortization .......covevvviiiiiiin
Brand names.........coovviiiiiiiii 90,213 21,352
Intangible assets subject to
aMmOrtization .....occovvvviiiiie e
Customer relationships ...........co.ocevvnnnee. 144,557 34,215
LiCBNSES it 2,332 552
GoodWill ..o, 425,741 100,767
Total assets acquired ..........c.ooeevvneens 1,139,920 269,804
Liabilities assumed
Current liabilities ......ocovveiiiviiiiiiine, 456,150 107,964
Long-term liabilities...............cccoooeeennnn. 1,365 323
Deferred tax liabilities.........c.covvvenennnn. 51,512 12,192
Provision for employee severance 16,886 3,997
beNefitS .o
Total liabilities assumed ..................... 525,913 124,476
Net assets acquired ............ooceevevnnnnn. 614,007 145,327

The customer relationships will be amortized over 8-10 years according to the economic benefit expected
from those customers each period. Licenses acquired will be amortized over the contractual term of the
license (20 years).

Goodwill and intangible assets acquired in a business combination and determined to have an indefinite
useful life are not amortized but instead tested for impairment at least annually at the reporting unit level
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and between annual tests in certain circumstances in accordance with the provisions of Israeli Accounting
Standard no 15.

Internet Gold — Golden Lines Ltd. Notes to Unaudited Pro Forma Condensed Combined Statement
of Operations For the year ended December 31, 2006 (All amounts are in thousands except per share

data)

NOTE 2 - PRO FORMA ADJUSTMENTS

Pro forma adjustments are necessary to reflect the estimated purchase price, to adjust amounts related to
012 Golden Lines’ net tangible and intangible assets to a preliminary estimate of the fair values of those
assets and to reflect the amortization expense related to the estimated amortizable intangible assets.

The unaudited pro forma combined financial statements do not include adjustments for liabilities relating to
Emerging Issues Task Force No. 95-3 (“EITF 95-3”), “Recognition of Liabilities in Connection with a
Purchase Business Combination.” Management is in the process of assessing what, if any, future actions
are necessary. However, liabilities ultimately may be recorded for severance or relocation costs, or other
costs associated with the elimination of duplicate facilities and capital expenditures.

012 Smile.Communications has not identified any material pre-acquisition contingencies where the related
asset, liability or impairment is probable and the amount of the asset, liability or impairment can be
reasonably estimated. Prior to the end of the purchase price allocation period, if information becomes
available which would indicate it is probable that such events have occurred and the amounts can be
reasonably estimated, such items will be included in the purchase price allocation.

The pro forma adjustments included in the unaudited pro forma consolidated financial statements are as
follows:

(A) To eliminate 012 Golden Lines’ deferred revenue, as a result of recording such deferred revenue at fair
value on the date of the acquisition.

(B) To reflect amortization expenses of identifiable intangible assets which are being amortized based on
the expected economic benefit from these assets each period; and depreciation expenses of property and
equipment which is depreciated using the straight-line method over a weighted average life of five years.
These adjustments resulted from the appraisals performed to record these assets based on their fair value

The expected amortization expenses for identifiable intangible assets for the next five years is as follows:

NIS
2007 32,394
2008 27,735
2009 23,337
2010 18,952
2011 15,201

(C) To reflect interest expense reflecting the interest incurred as result of the issuance of debentures in 2007
and debt to finance the acquisition of 012 Golden Lines.

(D) To reduce income tax expense as a result of a lower earnings on a pro forma basis.
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NOTE 3 - PRO FORMA NET INCOME PER SHARE

The unaudited pro forma basic and diluted earnings per share for 2006 are based on the basic and diluted
weighted average shares of the Company during the period.

13. SELECTED FINANCIAL DATA

The following selected consolidated financial data for and as of the five years ended December 31, 2006
are derived from our audited consolidated financial statements which have been prepared in accordance
with Israeli GAAP. Israeli GAAP differs in certain significant respects from U.S. GAAP, as described in
Note 21 to our financial statements.

The selected consolidated financial data as of December 31, 2006 and 2005 and for the years ended
December 31, 2006, 2005 and 2004 have been derived from our audited consolidated financial statements
and notes included elsewhere in our annual report of Form 20-F. The selected consolidated financial data as
of December 31, 2004, 2003 and 2002 and for the years ended December 31, 2002 and 2003 have been
derived from audited consolidated financial statements not included in our annual report of Form 20-F.

The selected consolidated financial data set forth below should be read in conjunction with and is qualified
by reference to Item 5, “Operating and Financial Review and Prospects” of our annual report on Form 20-F
and our consolidated financial statements and Debentures thereto included elsewhere therein.

The translation of NIS amounts into dollars has been made solely for the convenience of the reader at the
representative rate of exchange at December 31, 2006 (NIS 4.225= $1.00). The U.S. dollars amounts so
presented should not be construed as representing amounts receivable, payable or incurred in U.S. dollars
or convertible into U.S. dollars.

In 2007, we completed an internal restructuring transferring all of our broadband data and traditional voice
services to our wholly-owned subsidiary, 012 Smile.Com and our Internet media activity to our wholly-
owned subsidiary, Smile.Media. On December 31, 2006, our wholly owned subsidiary
Smile.Communications Ltd. acquired 012 Golden Lines Ltd, a privately held communications company
that was one of its principal competitors in Israel and in 2007 we renamed Smile.Communications Ltd. 012
Smile.Com. As a result of this acquisition, 012 Smile.Com is now one of the three largest providers of
broadband Internet access and international telephony services in Israel.

In conformance with U.S and Israeli generally accepted accounting principles, or GAAP, we have included
the assets and liabilities of 012 Golden Lines in our consolidated financial statements as of December 31,
2006 but have not included its operating results, which will be incorporated into our statements of
operations starting January 1, 2007.
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Consolidated Statement of Operations Data:

Israeli GAAP:
Revenues:

Communications ............cooeeeiiennnn,

Total revenues .......cccoeeveiiiiniiniinnn,

Costs and expenses:

Cost of revenues ...........cccceeveeevvnnnnn,
Selling and marketing expenses .......

General and administrative

EXPENSES vttt e e et ee e ittt
Total costs and exXpenses .................
Income from operations...................
Financing (expenses) income, net ....
Other income (expenses), net...........

Income from continuing

OPErationS.....oevvvnveiiieiiiie e,

Income tax benefits (expenses),

Income after income tax ..................

Company's share in net loss of
investees from continued

OPeratioNS.....vvvvneiiieeiiieiieecieeeeenn,

Minority share in income............

Income from continued operations ...

Company's share in loss of
investees from discontinued

OPErations .....coevuevivieiiieiiieecieeeeenn,
Net income .....ooooviiiiiiiiiiiiiiniennnn,

Income per share, basic and
diluted

Net income per NIS 0.01 per value
of shares (in NIS) from continued

OPErationS.....cccvvvneviieeiiiieieeeieeeienn,
Net income (loss) per NIS 0.01 per

value of shares (in NIS) from

discontinued operations...................

Weighted average number of

shares outstanding..............ccoeevvvnnnn,

* Restated as a result of adoption
of Standard No. 25 “Revenue
Recognition”

U.S. GAAP:

Net income from continued

OPEratioNS....ccvvvveiiiiiieeiiiie e
Net loss - discontinued operations....
Net income .....ccoovviiiiiiiiiiiiinn,

Convenience
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Translation
into Dollars
Year Ended December 31,
2006 2006 2005* 2004* 2003* 2002
(In thousands, except share data)

81,867 342,506 246,579 184,844* 157,892* 169,326*
15,587 65,853 42,191* 30,872* 19,164* 14,992*
96,653 408,359 288,770 215,716 177,056 184,318
59,743 252,413 154,781* 93,019* 90,285* 99,564
17,888 75,576 71,935* 73,095* 41,393 37,125
8,037 33,957 33,156 24,258 21,908 21,209
85,668 361,946 259,872 190,372 153,586 157,898
10,985 46,413 28,898 25,344 23,470 26,420
(1,329) (5,615) (9,403) 122 (3,235) 2,151
(3,033) (12,813) 237 (1,077) (2,592) (3)
6,623 21,985 19,732 24,389 17,643 28,568
(304) (1,286) (1,451) 301 1,935 -
6,319 26,669 18,281 24,690 19,578 28,568
(79) (334) - (396) (1,538) (1,530)
(8) (34) - - - -
6,232 26,331 18,281 24,294 18,040 27,038
- - - (4,763) (3,737) (7,080)
6,232 26,331 18,281 19,531 14,303 19,958
0.34 1.43 0.99 1.32 0.98 1.47
- - - (0.26) (0.20) (0.39)
0.34 1.43 0.99 1.06 0.78 1.08
18,438 18,438 18,432 18,432 18,432 18,432
2,624 11,085 18,281 27,164 18,874 27,051
- - - (6,588) (6,803) (21,128)
2,624 11,085 18,281 20,576 12,071 5,923



Consolidated Balance
Sheets Data:
Convenience
Translation
into Dollars
As at December 31,

2006 2006 2005 2004 2003 2002

(In thousands)

Israeli GAAP:

Total assets ....c.oovvvvvvevvnnnnnn, 398,484 1,683,597 502,018 300,023 214,004 169,052
Working capital

(deficiency) (150,662) (636,547) 253,999 41,714 76,256 80,904
Total liabilities................... 353,456 1,493,354 353,345 178,130 95,933 65,284
Total shareholders' equity ... 45,028 190,243 148,673 121,893 118,071 103,768
U.S. GAAP

Total assets ............ccceeeee 400,458 1,691,937 508,567 305,554 244,682 199,101
Total shareholders’

equity..... 39,632 167,447 147,973 121,193 104,430 85,881

14. MATERIAL TAX CONSEQUENCES

The following is a general summary only and is not an exhaustive discussion of all possible tax
considerations. It is not intended, and should not be construed, as legal or professional tax advice and
should not be relied upon for tax planning purposes. Holders of our ordinary shares should consult their
own tax or legal advisors as to the Israeli, United States or other tax consequences of the purchase,
ownership and disposition of ordinary shares, including, in particular, the effect of any foreign, state or
local taxes.

Israeli Tax Considerations

The following summary describes the current tax structure applicable to companies in Israel, with special
reference to its effect on us. It also contains a discussion of the material Israeli tax consequences to our
shareholders and Israeli government programs benefiting us. To the extent that the discussion is based on
new tax legislation that has not been subject to judicial or administrative interpretation, we can give no
assurance that the tax authorities or the courts will accept the views expressed in the discussion in question.

General Corporate Tax Structure

On July 25, 2005 the Knesset passed the Law for the Amendment of the Income Tax Ordinance (No. 147
and Temporary Order) 2005. The Amendment provides for a gradual reduction in the company tax rate in
the following manner: in 2006 the tax rate was 31%, in 2007 the tax rate will be 29%, in 2008 the tax rate
will be 27%, in 2009 the tax rate will be 26% and from 2010 onward the tax rate will be 25%.

Special Provisions Relating to Taxation under Inflationary Conditions
The Income Tax Law (Inflationary Adjustments), 1985, generally referred to as the “Inflationary
Adjustments Law”, represents an attempt to overcome the problems presented to a traditional tax system by

an economy undergoing rapid inflation. The Inflationary Adjustments Law is highly complex. Among other
features, there is a special tax adjustment for the preservation of equity as follows:
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Where a company’s equity, as calculated under the Inflationary Adjustments Law, exceeds the
depreciated cost of fixed assets, a deduction from taxable income is permitted equal to the excess
multiplied by the applicable annual rate of inflation. The maximum deduction permitted in any
single tax year is 70% of taxable income, with the unused portion permitted to be carried forward,
linked to the increase in the consumer price index.

Where a company’s depreciated cost of fixed assets exceeds its equity, and then the excess
multiplied by the applicable annual rate of inflation is added to taxable income.

Subject to specified limitations, depreciation deductions on fixed assets and losses carried forward
are adjusted for inflation based on the increase in the consumer price index.

Capital Gains Tax on Sales of Our Shares

Israeli law generally imposes a capital gains tax on the sale of any capital assets by residents of Israel, as
defined for Israeli tax purposes, and on the sale of assets located in Israel including shares in Israeli
companies by non-residents of Israel, unless a specific exemption is available or unless a tax treaty between
Israel and the shareholder’s country of residence provides otherwise. The law distinguishes between real
gain and inflationary surplus. The inflationary surplus is a portion of the total capital gain that is equivalent
to the increase of the relevant asset’s purchase price that is attributable to the increase in the Israeli
consumer price index or a foreign currency exchange rate, between the date of purchase and the date of
sale. The real gain is the excess of the total capital gain over the inflationary surplus.

As of January 1, 2006, the Israeli tax rate applicable to capital gains derived from the sale of shares,
whether listed on a stock market or not, is 20% for Israeli individuals, unless such shareholder claims a
deduction for financing expenses in connection with such shares, in which case the gain will generally be
taxed at a rate of 25%. Additionally, if such shareholder is considered a “Significant Shareholder” at any
time during the 12-month period preceding such sale, i.e. such shareholder holds directly or indirectly,
including with others, at least 10% of any means of control in the company, the tax rate shall be 25%.
Israeli Companies are subject to the Corporate Tax rate on capital gains derived from the sale of shares,
unless such companies were not subject to the Inflationary Adjustments Law (or certain regulations) at the
time of publication of an amendment to the Tax Ordinance that came into effect on January 1, 2006, in
which case the applicable tax rate is 25%. However, the foregoing tax rates will not apply to: (i) dealers in
securities; and (ii) shareholders who acquired their shares prior to an initial public offering (that may be
subject to a different tax arrangement).

The tax basis of shares acquired prior to January 1, 2003 will be determined in accordance with the average
closing share price in the three trading days preceding January 1, 2003. However, a request may be made to
the tax authorities to consider the actual adjusted cost of the shares as the tax basis if it is higher than such
average price.

Non-Israeli residents are generally exempt from Israeli capital gains tax on any gains derived from the sale
of shares of Israeli companies publicly traded on a recognized stock exchange or regulated market outside
of Israel, provided however that such capital gains are not derived from a permanent establishment of such
shareholders in Israel, that such shareholders are not subject to the Inflationary Adjustments Law and
provided that such shareholders did not acquire their shares prior to an initial public offering. However,
non-Israeli corporations will not be entitled to such exemption if an Israeli resident (i) has a controlling
interest of 25% or more in such non-Israeli corporation, or (ii) is the beneficiary or is entitled to 25% or
more of the revenues or profits of such non-Israeli corporation, whether directly or indirectly.
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In some instances where our shareholders may be liable to Israeli tax on the sale of their ordinary shares,
the payment of the consideration may be subject to the withholding of Israeli tax at the source.

In addition, under the convention between the United States and Israel concerning taxes on income, or the
U.S.-Israel tax treaty, Israeli capital gains tax will not apply to the sale, exchange or disposition of ordinary
shares by a person who holds the ordinary shares as a capital asset, qualifies as a resident of the United
States (within the meaning of the U.S.-Israel tax treaty) and is entitled to claim the benefits available to the
person by such treaty. However, this exemption will not apply if the treaty U.S. resident holds, directly or
indirectly, shares representing 10% or more of our voting power during any part of the twelve-month
period preceding the sale, exchange or disposition, subject to specified conditions. In this case, the sale,
exchange or disposition would be subject to Israeli tax, to the extent applicable, as mentioned above.
However, under the U.S.-Israel tax treaty, the treaty U.S. resident would be permitted to claim a credit for
the taxes against the U.S. federal income tax imposed on the sale, exchange or disposition, subject to the
limitations in U.S. laws applicable to foreign tax credits. The U.S.-Israel tax treaty does not relate to U.S.
state or local taxes.

Taxation of Non-Resident Holders of Shares

Non-residents of Israel are subject to income tax on income accrued or derived from sources in Israel.
These sources of income include passive income, including dividends, royalties and interest, as well as
non-passive income from services provided in Israel. On distributions of dividends other than bonus shares
or stock dividends, income tax is generally withheld at source at the following rates: (i) 20%, or 25% for a
shareholder that is a Significant Shareholder at any time during the 12-month period preceding such
distribution; or (iii) 15% for dividends of income generated by an approved enterprise (or benefited
enterprise); unless a different rate is provided in a treaty between Israel and the shareholder’s country of
residence.

Under the U.S.-Israel tax treaty, the maximum Israeli tax on dividends paid to a holder of ordinary shares
who is a U.S. resident (as defined in the treaty) is 25%, and if such shareholder is a U.S. corporation
holding at least 10% of our issued voting power during the part of the tax year which precedes the date the
dividend is distributed as well as throughout the previous tax year, the maximum lIsraeli tax on dividends
paid to such corporation is 12.5% or 15% for dividends derived from income generated from an approved
enterprise (or a benefited enterprise).

Material United States Federal Income Taxation Considerations

The following discussion is a summary of the material United States federal income tax aspects of
ownership and disposition of the Debentures by a person who is a citizen or resident of the United States, a
corporation, or other entity that is treated as a corporation for U.S. Federal income tax purposes, created or
organized in or under the laws of the United States or any political subdivision thereof or therein, an estate
the income of which is subject to United States federal income taxation regardless of its source, or a trust if
(i) a United States court has primary supervision over its administration and one or more United States
persons have the authority to control all substantial decisions of the trust or (ii) a valid election is in place
to treat the trust as a United States person (a "U.S. Holder"). This summary assumes that U.S. Holders will
acquire the Debentures at their original Offering and will hold the Debentures as capital assets. This
summary further assumes that the Debentures will all be issued at a single issue price, and that such issue
price will be equal to the stated principal amount or, if it is less than such amount, such discount will be
within the applicable "de minimis™ rule, so that the Debentures will not be treated as having original issue
discount. This discussion is based upon provisions of the Internal Revenue Code of 1986, as amended (the
"Code"), Treasury regulations promulgated thereunder, including proposed regulations, rulings and judicial
decisions now in effect, all of which are subject to change, which changes may be given retroactive effect.
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The discussion does not address the tax consequences that may be applicable to particular U.S. Holders in
light of their particular circumstances or to U.S. Holders subject to special rules (such as individual
retirement accounts and other tax deferred accounts, banks, dealers in securities or currencies, traders in
securities that elect to use a mark-to-market method of accounting, insurance companies, tax exempt
organizations, regulated investment companies, real estate investment trusts, persons subject to the
alternative minimum tax, persons who hold the Debentures through partnerships or other pass-through
entities, and U.S. Holders that will hold the Debentures as part of a position in a "straddle™ or "appreciated
financial position" or as part of a hedging, conversion or integrated transaction for U.S. tax purposes) or
that have a functional currency other than the U.S. dollar. Prospective purchasers of Debentures should
consult their own advisers with respect to the U.S. federal, state, local and foreign tax consequences of
acquiring, holding and disposing of the Debentures.

If a partnership holds Debentures, the tax treatment of a partner will generally depend upon the status of the
partner and upon the activities of the partnership. Partners of partnerships holding Debentures should
consult their tax advisor.

This discussion was written to support the marketing of the Debentures. This discussion was not intended
or written to be used, and it cannot be used by any taxpayer, for the purpose of avoiding penalties that may
be imposed on the taxpayer under the Internal Revenue Code. Each taxpayer should seek advice based on
the taxpayer’s particular circumstances from an independent tax advisor.

Interest
Interest paid on a note will generally be taxable to a U.S. Holder as ordinary interest income at the time it
accrues or is received, in accordance with the U.S. Holder’s method of accounting for U.S. federal income

tax purposes.

Foreign Tax Credit

Subject to certain conditions and complex limitations, any lIsraeli tax withheld or paid with respect to
interest on the Debentures will generally be eligible for credit against a U.S. Holder’s U.S. federal income
tax liability at such U.S. Holder’s election. The Code provides limitations on the amount of foreign tax
credits that a U.S. Holder may claim, including extensive separate computation rules under which foreign
tax credits allowable with respect to specific categories of income cannot exceed the U.S. federal income
taxes otherwise payable with respect to each such category of income. U.S. Holders that do not elect to
claim a foreign tax credit may instead claim a deduction for Israeli income tax withheld or paid, but only
for a year in which such U.S. Holders elect to do so for all non-U.S. income taxes. Interest with respect to
the Debentures will generally be classified as foreign source “passive category income” or, in the case of
certain U.S. Holders, “general category income” for the purpose of computing a U.S. Holder’s foreign tax
credit limitations for U.S. foreign tax credit purposes. The rules relating to foreign tax credits are complex,
and each U.S. Holder should consult his or her tax advisor to determine whether he or she would be entitled
to this credit.

Sale, Exchange or Redemption. In general, a U.S. Holder's tax basis in a note will be equal to such holder's
cost for the note, reduced by any cash payments on the note other than stated interest. A U.S. Holder whose
note is sold, exchanged or redeemed will recognize gain or loss equal to the difference between the amount
realized on the sale, exchange or redemption (less an amount representing payment for accrued but unpaid
stated interest) and the U.S. Holder’s tax basis in the note. If the note is a capital asset in the hands of the
U.S. Holder, the gain or loss will be a capital gain or loss, and will be long-term capital gain or loss if such
U.S. Holder’s holding period for the note is more than one year. The deductibility of capital losses is
subject to limitations under the Code.
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If a U.S. Holder disposes of a note between interest payment dates, a portion of the amount received will
represent interest accrued to the date of disposition and must be reported as ordinary interest income, and
not as proceeds from the disposition, in accordance with the holder's regular method of accounting for U.S.
federal income tax purposes.

Gains and losses recognized by a U.S. Holder on a sale, exchange or redemption of Debentures generally
will have a U.S. source for foreign tax credit purposes.

Backup Withholding and Information Reporting. The payment of principal and interest to certain non-
corporate U.S. Holders of the Debentures may be subject to information reporting. U.S. Holders of the
Debentures may be subject to back-up withholding (at a current rate of 28%) with respect to principal and
interest paid on the Debentures unless such U.S. Holder (i) is a corporation or comes within certain other
exempt categories and, when required, demonstrates this fact or (ii) provides a correct taxpayer
identification number, certifies as to no loss of exemption from backup withholding and otherwise complies
with applicable requirements of the backup withholding rules.

Backup withholding is not an additional tax. Amounts withheld under the backup withholding rules may be
credited against a U.S. Holder's U.S. tax liability, and a holder may obtain a refund of any excess amounts
withheld under the backup withholding rules by filing the appropriate claim for refund with the IRS.

The above summary is not intended to constitute a complete analysis of all tax consequences relating to the

ownership of Debentures. Prospective purchasers of Debentures should consult their own tax advisors
concerning the tax consequences of their particular situations.
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16. DESCRIPTION OF OTHER INDEBTEDNESS

On March 1, 2005, the Company's Board of Directors resolved to raise capital on the Tel Aviv Stock
Exchange (TASE) by means of a public offering to the public in Israel only, by means of a prospectus.

The offering consisted of 220,000,000 Debentures (Series A) together with 1,500,000 Stock Purchase
Warrants (Series 1) together with 2,500,000 Stock Purchase Warrants (Series 2) offered to the public in
100,000 units by way of tender over the percentage of the Debentures' interest. The interest rate set for the
Debentures was 4%. on April 11, 2005 the Company successfully completed an oversubscribed offering of
the aforementioned securities through the Tel Aviv Stock Exchange (TASE).

The securities offered under the Prospectus, were offered in 100,000 units, as follows:

1. NIS 220,000 Debentures (Series A) of NIS 1 par value, repayable (principal) in eight equal annual
installments on April 1 of each of the years 2008 to 2015 (inclusive), bearing interest per year as
was determined in the tender for the Debentures' interest and linked (principal and interest) to the
Israeli Consumer Price Index, or CPI published on March 15, 2005 for February 2005. The interest
will be paid every twelve months, on April 1 of each of the years 2006 to 2015 (inclusive). The
Debentures are convertible to ordinary shares on each trading day, until March 16, 2015.

The conversion price is NIS 40 of Debentures per one ordinary share until March 31, 2008 and NIS
50 of Debentures per one ordinary share from April 1, 2008 until March 31, 2015. Debentures
(Series A) not converted into ordinary shares by March 16, 2015 (inclusive) will not be convertible.

2. 1,500 of Stock Purchase Warrants (Series 1), registered in the name of their owners, were
exercisable into ordinary shares of NIS 0.01 par value each, on each trading day as of June 1, 2005
until August 15, 2005 (inclusive). The exercise price was NIS 32 per one ordinary share. The
Series 1 warrants expired unexercised.

3. 2,500 of Stock Purchase Warrants (Series 2), registered in the name of their owners, are exercisable
into ordinary shares of NIS 0.01 par value each, on each trading day as of June 1, 2005 until
October 15, 2007 (inclusive), except for the 12th to the 16th day of each month. The exercise price
will be NIS 40 per one ordinary share, linked to the Consumer Price Index. Stock Purchase
Warrants (Series 2) not exercised into ordinary shares by October 15, 2007 (inclusive) will expire.

The exercise price of the warrants as of September, 6, 2007, is NIS 41.9 which price is linked to
Israeli Consumer Price Index. Beginning in the fourth quarter of 2006 holders of the bonds and
warrants began to convert their Debentures and exercise the warrants. As of September, 6, 2007,
Debenture and warrant holders had converted NIS 103.6 million of the bonds into 2,590,941
ordinary shares and exercised 1,174,713 warrants.

During the period of March to May 2007, 012 Smile Communications Ltd. issued a total of NIS 425
million Series A debentures to institutional investors at par value. The debentures together with the accrued
interest are payable in eight equal payments on March 15 of each year starting from March 15, 2009 and
are linked to the Israeli CPI. The debentures bear annual interest at the rate of 5.85%, which will decrease
after the debentures will be listed for trading in the Tel Aviv Stock Exchange, to an annual interest of
4.75%.

012 Smile Communications Ltd. signed long-term agreements with two other Israeli long distance carriers,
to purchase indefeasible Rights of Use (ROU) for international fiber optic lines until the year 2017, with an
option to extend the agreements for an additional five year period. 012 Smile Communications Ltd. Is
obligated to pay ROU charges for each new international line ordered in respect of each circuit in thirty-six
(36) monthly installments. Furthermore, as of December 31, 2006, we have a commitment to purchase
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additional ROUs in the framework of the above agreements in the total amount of approximately NIS 60.2
million during 2007-2012. 012 Golden Lines has also entered into agreements with a service provider for
the purchase of an indefeasible ROU for international fiber optic lines until the year 2017 including an
extension option of 5 years.

The purchase price for each ROU is payable in 29 to 36 monthly payments, commencing with the
utilization of each cable. Furthermore, as of December, 31 2006, 012 Smile Communications Ltd. had a
commitment to purchase additional rights of use in the framework of the above agreements in the amount
of approximately NIS 42.5 million during 2007-2011.

In addition, under the terms of the ROUs agreements, 012 Smile Communications Ltd. Is committed to pay
annual maintenance fees during the usage period. All payments under the ROU agreements are linked to
the US$.

012 Smile Communications Ltd. Has also entered into various non-cancellable operating lease agreements
for premises and motor vehicles. See note 16B(2) to the financial statements.

17. PLAN OF DISTRIBUTION

We will sell the Debentures offered by this Prospectus through underwriters solely in Israel to buyers who
are located outside the United States and excluded from the definition of “U.S. person” pursuant to
paragraph (k)(2)(vi) of Regulation S.

This Offering is being underwritten by the following leading underwriters:

Name of Underwriter Address
APEX UNDERWRITING & ISSUE MANAGEMENT LTD 2 Kaufman Street, Tel Aviv, 68012
POALIM 1.B.I. - UNDERWRITING & ISSUING LTD. Shalom Tower, 9 Ehad Ha'Am Street, Tel-Aviv, 65251

MENORA MIVTACHIM UNDERWRITERS & | 115 Alenbi st. Tel-Aviv 65817
MANAGEMENT LTD.

AFRICA ISRAEL ISSUING LTD Hahoresh Road 4 Yaud
LEADER ISSUING (1993) LTD. 21 Ha’arba’ah st., “Platinum House”, Tel-Aviv
ANALYST UNDERWRITING AND ISSUING LTD Hayovel Tower, 125 Menachem Begin rd. P.B. 7064,

Tel-Aviv 61070

ROSARIO CAPITAL LTD 2 Weiztman st.Tel Aviv 64239, Europe Israel Tower

In addition to the leading underwriters, there are additional 8 underwriters who are participating as
members of the underwriters group. For details see Chapter 15.

Classified Investors undertook to purchase 85.27% of the Units offered in this Prospectus. For further
information please see Chapter 9.

The terms of the Underwriting Agreement are specified in Chapter 15. The underwriters are committed to

take and pay for any securities not purchased by the public under the Offering, except for securities that the
classified investors undertook to purchase.

103




18. EXPENSES ASSOCIATED WITH THE OFFERING

The expenses of the issuance and distribution of the Debentures offered hereby, other than selling discounts
and commissions, are estimated as follows (in thousands):

Legal fees and eXPENSES.......ccverveververerereeiesesieseseeseens NIS 292.320
Accounting fees and EXPENSES........ccvivrereriereresese e seeseesee e NIS140.070
Underwriting and management fees* NIS 9,530.016
Transfer agent and registrar fees and eXpPenses.........ccovveveee wrveeervennen. NIS 270.000

NIS  90.900

MiSCElANEOUS EXPENSES. .....ccvieceeiiieierteiieie ettt e

TOtAl EXPENSES....eeiuieiierieieite ettt et NIS 10,323.306
* Includes a sum of NIS 1,834.419.73 to be paid to Eurocom Capital Underwriting Ltd. as consulting fees (see section
15.6.11 below).

19. EXPERTS

Our consolidated financial statements as of December 31, 2006 and 2005, and for each of the three
years ended December 31, 2006 included in our Annual Report on Form 20-F for the year ended
December 31, 2006, have been audited by Somekh Chaikin, Certified Public Accountants (Isr.), member
Firm of KPMG International, as set forth in their report thereon and incorporated herein. Such consolidated
financial statements are incorporated herein by reference in reliance upon such report given on the authority
of such firm as experts in accounting and auditing.

012 Golden-lines Ltd. consolidated financial statements as of December 31, 2006 and 2005, and for each of
the three years ended December 31, 2006 included in this prospectus, have been audited by Kost Forer
Gabbay & Kasierer, Certified Public Accountants (Isr.), member Firm of Ernst & Young International.

20. LEGAL MATTERS

The validity of the Debentures offered hereby is being passed upon for us by Shibolet & Co.

21. MATERIAL CHANGES

Except as otherwise described in our Annual Report on Form 20-F for the fiscal year ended December 31,
2006 and in our Reports on Form 6-K filed or submitted under the Exchange Act and incorporated by
reference herein, no reportable material changes have occurred since December 31, 2006.

22. WHERE YOU CAN FIND MORE INFORMATION; INCORPORATION OF CERTAIN INFORMATION
BY REFERENCE

We file annual and special reports and other information with the SEC (Commission File Number 0-
30198). These filings contain important information which does not appear in this prospectus. For further
information about us, you may read and copy these filings at the SEC's public reference room at 100 F
Street, N.E, Washington, D.C. 20549. You may obtain information on the operation of the public reference
room by calling the SEC at 1-800-SEC-0330, and may obtain copies of our filings from the public
reference room by calling (202) 551-8090.

The SEC allows us to “incorporate by reference” information into this prospectus, which means that we can
disclose important information to you by referring you to other documents which we have filed or will file
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with the SEC. We are incorporating by reference in this prospectus the documents listed below and all
amendments or supplements we may file to such documents, as well as any future filings we may make
with the SEC on Form 20-F under the Exchange Act before the time that all of the securities offered by this
prospectus have been sold or de-registered.

e Our Annual Report on Form 20-F for the fiscal year ended December 31,
2006;

e Our Reports on Form 6-K submitted to the SEC:

File Number Filing Date Description Form
Notice Of 2007 Annual General Meeting Of Shareholders 6-k
000-30198 31.7.2007
000-30198 3.8.2007 Proxy Statement for The 2007 Annual General Meeting 6-k
Internet Gold's First Quarter Results 6-k
000-30198 15.5.2007
Internet Gold Reports Second Quarter Results 6-k
000-30198 14.8.2007
Class action — P1000** 6-k
000-30198 4.9.2007
- Internet Gold is Considering an IPO of its Two Subsidiaries. 6-k

- Internet Gold Received an Al Rating.

000-30198 18.9.2007

Israel's Ministry of Communications Approval for the 6-k
Establishment of an Innovative Community-Wide WiMAX
Network.

000-30198 19.9.2007

Internet Gold completes the institutional tender stage of its NIS 6-k
423 million debenture issuance on the Tel-Aviv Stock Exchange.

000-30198 21.9.2007

**

On September 2, 2007, a motion for a class action suit was filed with the Tel Aviv District Court against several
owners of leading E-commerce sites in Israel, including Smile.Media which operates the website
www.P1000.co.il, and several suppliers. The petitioners claim that these sites have deceived and defrauded
participants in auctions held in the framework of the Sites, through means of submitting fictitious offers by
fictitious participants, thus pushing prices up artificially and illegally. Such practice, so it is claimed, prevented
participants from winning auctions or caused them to pay in excess of the prices that would have been
determined without such interference. The petitioners are asking the court to certify the action they annexed to
their motion as a class action. They asses the amount of the class action in "many millions of NIS" and claim that
the full amount of the claim would be determined only after discovery proceedings. In addition to damages the
petitioners ask for several other relieves, including, inter alia, declaratory judgment, injunctions and appointment
of a "supervisor" on behalf of the class. The respondents has not yet responded to any of the motions filed by the
petitioners. Based on the opinion of the legal counsel, at this stage it is impossible to estimate what, if any,
potential liability or costs may be incurred in connection with these proceedings.

In connection with 012 Smile.Com transfer of certain media assets to Smile.Media, including the P1000.co.il E-
commerce site, 012 Smile.Com agreed to hold Smile.Media harmless for any liabilities relating to such assets
which accrued prior to the transfer. We agreed in case 012 Smile.Com becomes public to hold it harmless for
any liabilities relating to such assets.
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In addition, we may incorporate by reference into this Prospectus our reports on Form 6-K filed after the
date of this Prospectus (and before the time that all of the securities offered by this Prospectus have been
sold or de-registered) if we identify in the report that it is being incorporated by reference in this
Prospectus. Certain statements in and portions of this Prospectus update and replace information in the
above listed documents incorporated by reference. Likewise, statements in or portions of a future document
incorporated by reference in this Prospectus may update and replace statements in and portions of this
Prospectus or the above listed documents.

We shall provide you without charge, upon your written or oral request, a copy of any of the documents
incorporated by reference in this Prospectus, other than exhibits to such documents which are not
specifically incorporated by reference into such documents. Please direct your written or telephone requests
to Internet Gold - Golden Lines Ltd., 1 Alexander Yanai Street, Petach Tikva 49277, Israel, Tel: 072-
2003848; FAX: 03-9399832. You may also obtain information about us by visiting our website at
www.igld.com or by viewing our filings with the U.S. Securities and Exchange Commission over the
Internet at the SEC’s website at http://www.sec.gov.

We make available to our shareholders an annual report containing financial statements that have been
examined and reported on, with an opinion expressed by, an independent registered public accounting firm.
In addition, since we are also listed on the Tel Aviv Stock Exchange, or TASE, we submit copies of all our
filings with the SEC to the Israeli Securities Authority and TASE. Such copies can be retrieved
electronically through the TASE internet messaging system (www.maya.tase.co.il) and, in addition, with
respect to filings effected as of February 17, 2004 through the MAGNA distribution site of the Israeli
Securities Authority (www.magna.isa.gov.il).

23. ENFORCEABILITY OF CIVIL LIABILITIES

Service of process upon us and upon our directors and officers and the Israeli experts named in this
Prospectus, most of whom reside outside the United States, may be difficult to obtain within the United
States. Furthermore, because substantially all of our assets and substantially all of our directors and officers
are located outside the United States, any judgment obtained in the United States against us or any of our
directors and officers may not be collectible within the United States.

We have been informed by our legal counsel in Israel, Shibolet & Co., that there is doubt as to the
enforceability of civil liabilities under the Securities Act and the Exchange Act in original actions instituted

in Israel. However, subject to specified time limitations, an Israeli court may declare a foreign civil
judgment enforceable if it finds that:

e the judgment was rendered by a court which was, according to the laws of the
state of the court, competent to render the judgment;

e the judgment is no longer appeal able;

o the obligation imposed by the judgment is enforceable according to the rules
relating to the enforceability of judgments in Israel and the substance of the
judgment is not contrary to public policy, and

e the judgment is executory in the state in which it was given.

Even if all the above conditions are satisfied, an Israeli court will not enforce a foreign judgment if it was
given in a state whose laws do not provide for the enforcement of judgments of Israeli courts (subject to
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exceptional cases) or if its enforcement is likely to prejudice the sovereignty or security of the State of

Israel.

An lIsraeli court also will not declare a foreign judgment enforceable if one (or more) of the following
conditions exist:

the judgment was obtained by fraud;
there was no due process;

the judgment was rendered by a court not competent to render it according to
the laws of private international law in Israel;

the judgment is at variance with another judgment that was given in the same
matter between the same parties and which is still valid;

at the time the action was brought in the foreign court a suit in the same matter
and between the same parties was pending before a court or tribunal in Israel.

If a foreign judgment is enforced by an Israeli court, it generally will be payable in Israeli currency.
Judgment creditors must bear the risk of unfavorable exchange rates.
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i” ERNS T& YOUNG m  Kost Forer Gabbay & Kasierer

3 Aminadav St.
Tel-Aviv 67067, Israel

B Phone: 972-3-6232525
Fax: 972-3-5622555

AUDITORS' REPORT
To the Shareholders and Board of Directors of

012 GOLDEN LINESLTD.

We have audited the accompanying balance sheets of 012 Golden Lines Ltd. (“the Company") as of
December 31, 2006 and 2005 and the consolidated balance sheet of the Company and its subsidiary as of
December 31, 2006, the related statements of income, changes in shareholders' equity (deficiency) and cash
flows of the Company for each of the three years in the period ended December 31, 2006 and the consolidated
statements of income and cash flows for the year ended December 31, 2006. These financial statements are the
responsibility of the Company's board of directors and management. Our responsibility is to express an opinion
on these financial statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material misstatement. We were not engaged to perform an
audit of the Company's internal control over financial reporting. Our audits included consideration of internal
control over financial reporting as a basis for designing audit procedures that are appropriate in the
circumstances, but not for the purpose of expressing an opinion on the effectiveness of the Company's internal
control over financial reporting. Accordingly, we express no such opinion. An audit also includes examining, on
a test basis, evidence supporting the amounts and disclosures in the financial statements, assessing the
accounting principles used and significant estimates made by management, and evaluating the overall financial
statement presentation. We believe that our audits and the reports of other auditors provide a reasonable basis for
our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the
financial position of the Company as of December 31, 2006 and 2005, the consolidated financial position of the
Company and its subsidiary as of December 31, 2006, the results of operations, changes in shareholders' equity
and cash flows of the Company for each of the three years in the period ended December 31, 2006, and the
consolidated results of operations and cash flows for the year ended December 31, 2006, in conformity with
generally accepted accounting principles in Israel.

As described in Note 2, the financial statements referred to above are presented in reported amounts, in
conformity with Accounting Standards of the Israel Accounting Standards Board.

Accounting principles generally accepted in Israel vary in certain significant respects from accounting
principles generally accepted in the United States of America. Information relating to the nature and effect of
such differences on consolidated financial information is presented in Note 22 to the financial statements.

As discussed in Note 1c, in December 29, 2006, the Company entered into a merger agreement with its
parent company, pursuant to which the entire Company is to be merged into its parent company. The merger is
subject to receipt of certain approvals.

Tel-Aviv, Israel KOST FORER GABBAY & KASIERER
June 28, 2007 A Member of Ernst & Young Global



012 GOLDEN LINES LTD.

BALANCE SHEETS - CONSOLIDATED AND COMPANY

Consolidated *) The Company
December 31, December 31,
2006 2006 2005
Note Reported NIS in thousands
ASSETS
CURRENT ASSETS:
Cash and cash equivalents 8,683 8,683 1,499
Trade receivables 3 135,629 137,315 **) 125,600
Other accounts receivable 4 7,364 9,155 8,504
Deferred taxes 13 5,621 5,621 18,779
157,297 160,774 154,382
LONG-TERM ASSETS:
Trade receivables 2,951 2,951 3,756
FIXED ASSETS: 6
Cost 820,875 820,875 742,634
Less - accumulated depreciation 397,236 397,236 333,864
423,639 423,639 408,770
DEFERRED TAXES 13 - - 4,176
OTHER ASSETS, NET 7 1,758 1,758 2,394
ASSETS OF DISCONTINUED OPERATIONS 19 5,927 5,927 **) 6,935
591,572 595,049 580,413
LIABILITIES AND SHAREHOLDERS' EQUITY (DEFICIENCY)
CURRENT LIABILITIES:
Short-term bank credit 8 289,639 289,639 301,195
Trade payables 9 142,315 142,315 196,142
Other accounts payable 10 46,283 45,959 **) 34,580
478,237 477,913 531,917
LONG-TERM LIABILITIES:
Other liabilities 11 72,381 72,381 47,427
Excess of losses over investment in subsidiary 5 - 3,801 -
Accrued severance pay 12 7,270 7,270 6,034
Deferred taxes 13 2,430 2,430 -
82,081 85,882 53,461
CONTINGENT LIABILITIES AND COMMITMENTS 14
LIABILITIES OF DISCONTINUED OPERATIONS 19 718 718 **) 1,127
SHAREHOLDERS' EQUITY (DEFICIENCY):
Share capital 15 3,636 3,636 3,636
Additional paid-in capital 45,177 45,177 45,177
Accumulated deficit (18,277) (18,277) (54,905)
30,536 30,536 (6,092)
591,572 595,049 580,413
*) See Note 1f.
**)  Reclassified - see Note 19.
The accompanying notes are an integral part of the financial statements.
June 28, 2007
Date of approval of the Shaul Elovitch Stella Handler Doron llan
financial statements Chairman of the General Manager Chief Financial Officer

Board of Directors



012 GOLDEN LINES LTD.

STATEMENTS OF INCOME - CONSOLIDATED AND COMPANY

Revenues

Cost of revenues

Gross profit

Selling and marketing expenses
General and administrative expenses
Operating income

Financial expenses, net

Other income (expenses), net

Income before taxes on income (tax
benefit)

Taxes on income (tax benefit)
Income after taxes on income
Share in losses of subsidiary
Income from continuing operations
Income from discontinued

operations, net

Net income

*)  See Note le.
**)  Reclassified - see Note 19.

Consolidated *) The Company
Year ended Year ended
December 31, December 31,
2006 2006 **) 2005 **) 2004
Note Reported NIS in thousands

696,788 688,854 626,038 655,123

16a 523,620 513,417 450,781 458,886
173,168 175,437 175,257 196,237

16b 72,887 71,963 91,738 84,014
16¢ 26,015 25,653 20,221 25,266
74,266 77,821 63,298 86,957
16d (16,159) (15,913) (34,674) (7,370)
16e (8,646) (8,646) 35 -
49,461 53,262 28,659 79,587
13 17,615 17,615 4,701 (11,125)
31,846 35,647 23,958 90,712

- 3,801 - -

31,846 31,846 23,958 90,712

19 4,782 4,782 2,894 1,951
36,628 36,628 26,852 92,663

The accompanying notes are an integral part of the financial statements.



012 GOLDEN LINES LTD.

STATEMENTS OF CHANGES IN SHAREHOLDERS' EQUITY (DEFICIENCY)

Additional
Share paid-in Accumulated
capital capital deficit Total

Reported NIS in thousands
Balance as of January 1, 2004 3,636 45177 (174,420) (125,607)
Net income - - 92,663 92,663
Balance as of December 31, 2004 3,636 45,177 (81,757) (32,944)
Net income - - 26,852 26,852
Balance as of December 31, 2005 3,636 45177 (54,905) (6,092)
Net income - - 36,628 36,628
Balance as of December 31, 2006 3,636 45,177 (18,277) 30,536

The accompanying notes are an integral part of the financial statements.



012 GOLDEN LINES LTD.

STATEMENTS OF CASH FLOWS - CONSOLIDATED AND COMPANY

Cash flows from operating activities:

Net income

Adjustments to reconcile net income to
net cash provided by continuing
operating activities (a)

Net cash provided by continuing operating
activities

Net cash provided by discontinued
operations

Net cash provided by operating activities

Cash flows from investing activities:
Purchase of fixed assets
Proceeds from sale of fixed assets
Investment in other assets

Net cash used in investing activities

Cash flows from financing activities:

Short term bank credit, net

Repayment of long-term bank loans

Repayment of loans from related parties

Repayment of liability on account of
fixed assets purchased

Net cash used in financing activities

Increase (decrease) in cash and cash
equivalents from operations

Increase in cash and cash equivalents from
discontinued operations

Cash and cash equivalents at beginning of
year

Cash and cash equivalents at end of year

*) See Note 1le.
**)  Reclassified - see Note 19.

Consolidated *) The Company
Year ended Year ended
December 31, December 31,
2006 2006 **) 2005 **) 2004

Reported NIS in thousands

36,628 36,628 26,852 92,663
58,552 58,552 30,008 28,198
95,180 95,180 56,860 120,861

5,381 5,381 713 1,342
100,561 100,561 57,573 122,203
(37,138) (37,138) (51,890) (44,568)

- - 414 -

(288) (288) (1,349) (351)
(37,426) (37,426) (52,825) (44,919)
(11,556) (11,556) 211,098 (1,425)
- - (17,748) (54,992)

- - (161,555) -

(39,014) (39,014) (35,897) (20,180)

(50,570) (50,570) (4,102) (76,597)
12,565 12,565 646 687
(5,381) (5,381) (713) (1,342)

1,499 1,499 1,566 2,221

8,683 8,683 1,499 1,566

The accompanying notes are an integral part of the financial statements.



012 GOLDEN LINES LTD.

STATEMENTS OF CASH FLOWS

Consolidated *) The Company
Year ended Year ended
December 31, December 31,
2006 2006 2005 2004

Reported NIS in thousands

(a) Adjustments to reconcile net income to
net cash provided by operating
activities:

Income and expenses not involving
operating cash flows:

Depreciation and amortization 64,296 64,296 62,655 52,644
Share in losses of subsidiary - 3,801 -
Gain on sale of fixed assets - -
Exchange and inflation rate differences

on long-term loans - - 581 494
Accrued interest and exchange rate

differences on loans from related

(35) -

parties - - 13,250 889
Accrued severance pay 1,236 1,236 762 631
Deferred taxes 19,764 19,764 6,192 (10,073)
Income from discontinued operations,

net (4,782) (4,782) (2,894) (1,951)
Changes in operating assets and

liabilities:

Decrease (increase) in trade receivables (9,224) (10,910) (36,405) 11,801
Decrease (increase) in other accounts

receivable 1,140 (651) (892) 5,986
Decrease in trade payables (30,962) (30,962) (20,767) (28,802)
Increase (decrease) in other accounts

payable 17,084 16,760 7,561 (3,421)

58,552 58,552 30,008 28,198
(b) Significant non-cash transactions:
Purchase of fixed assets for long-term
suppliers credit 41,103 41,103 55,696 54,545

*) See Note 1e.

The accompanying notes are an integral part of the financial statements.



012 GOLDEN LINES LTD.

NOTES TO FINANCIAL STATEMENTS

NOTE 1:-

GENERAL

012 Golden Lines Ltd. ("the Company™) was incorporated under the laws of the State of
Israel in 1995 and commenced its operations of providing international telecommunication
services in July 1997. Currently the Company provides internet, international telephony, data
services and local telephony services to both residential and business customers.

In December 2006, all of the Company's shareholders entered into certain agreements with
Smile Communications Ltd. (Smile), a wholly owned subsidiary of Internet Gold - Golden
Lines Ltd., according to which Smile shall purchase 100% of the Company's issued and
outstanding share capital in consideration of approximately NIS 598.4 million. The above
transaction was completed on December 31, 2006, after receiving the approval of the
Commissioner of Restricted Trade Practices.

On December 29, 2006, Smile entered into a merger agreement with the Company according
to which, the Company in its entirety shall be merged into Smile including all of its assets,
activities, commitments and liabilities. Upon effecting the merger, the Company shall be
liquidated and shall cease to exist as a separate legal persona. The merger is contingent upon
several prerequisites such as receiving court approval for the merger and reaching an
agreement with the Israeli Tax Authorities. In February 2007, court approval for the merger
was received. The merger shall be in effect from December 31, 2006. As of the date of
approval of the financial statements, the approval from the tax authorities has not been
received.

The Israeli Ministry of Communication granted the Company a license for the provision of
international telecommunication services. The license was originally granted for a period of
ten years commencing in February 1997. In May 2005, the license was extended for
additional twenty years. At the end of the extended license period, the Minister of
Communications may extend the period of the license for one or more successive periods of
ten years.

According to the license terms, the Company is obliged to pay royalties to the State of Israel
at the rate of 3% of the royalty-bearing income, as defined in the license and regulations of
the Israeli Ministry of Telecommunications (2005 and 2004 - 3.5%). As for further decrease
in the royalties rate, see Note 14e.

In accordance with the provisions of the license, the Company has provided an unconditional
bank guarantee of U.S.$ 2 million (as of December 31, 2006 - NIS 8.5 million), in favor of
the State of Israel for the purpose of ensuring compliance with the provisions of the license.
The guarantee will be in effect for a period ending two years after the end of the license
period, or until the date on which the Company fulfills all of its obligations under the license.

In September 2004, the Company was granted a special license for conducting a marketing
experiment for providing domestic telephony services in VoB technology for not more than
8,500 lines and extensions. The original term of the license expired on September 30, 2005.
The license was extended until January 31, 2007. Regarding granting of permanent license
for providing services in VOB Technology — see f below.



012 GOLDEN LINES LTD.

NOTES TO FINANCIAL STATEMENTS

NOTE 1:-

GENERAL (Cont.)

f.

In December 2005, the Company was granted (through its wholly owned subsidiary 012
Telecom Ltd. ("Telecom™)) a license for the provision of stationary domestic
telecommunication services. The license has been granted for a period of twenty years. At the
end of the license period, the Minister of Communications may extend the period of the
license for one or more successive periods of ten years.

During 2006, Telecom has commenced its operations in provision of domestic
telecommunication services under the terms of the license. Accordingly, the financial
statements of Telecom as of December 31, 2006 and for the year then ended were
consolidated with those of the Company.

On January 31, 2007, the license was amended to also include provision of domestic
telecommunication services in VOB Technology.

Under the terms of the license, the Group will pay royalties to the State of Israel at the rate of
3% of the royalty-bearing income. (As for further decrease in the royalties rate, see
Note 14e).

The Company provided the State of Israel with an unconditional bank guarantee of NIS 10

million to ensure compliance with the provisions of the license. The guarantee will be in

effect for a period ending two years after the end of the license period, or until the date on

which the Company fulfills all of its obligations under the license.

Definitions:

In these financial statements:

The Company - 012 Golden Lines Ltd.

Subsidiary - 012 Telecom Ltd., company over which the Company exercises
control (as defined in Opinion 57 of the Institute of Certified Public
Accountants in Israel) and whose accounts are consolidated with
those of the Company.

The Group - The Company and its subsidiary.

as defined in Opinion 29 of the Institute of Certified Public
Accountants in Israel.

Related parties



012 GOLDEN LINES LTD.
NOTES TO FINANCIAL STATEMENTS

NOTE 2:- SIGNIFICANT ACCOUNTING POLICIES

The significant accounting policies applied in the preparation of the financial statements on a
consistent basis, are as follows:

a. Reporting basis of the financial statements:

1. In the past, the Company prepared its financial statements based on the historical cost
convention adjusted for the changes in the Israeli Consumer Price Index (“lIsraeli
CPI™). The adjusted amounts, as included in the balance sheet as of December 31,
2003, served as a starting point for nominal financial reporting beginning January 1,
2004. Additions made after the transition date are included at nominal values.

2. In accordance with Accounting Standard No. 12 with respect to the discontinuance of
the adjustment of financial statements, the adjustment of financial statements for the
effects of inflation was discontinued on December 31, 2003 and, as of that date, the
Company began preparing its financial statements in reported amounts.

3. The amounts for non-monetary assets do not necessarily represent realizable value or
current economic value, but only the reported amounts for those assets.

4. Cost in these financial statements represents cost in the reported amount.

5. Condensed financial data of the Company in nominal historical values for tax purposes
is presented in Note 21.

b. Principles of consolidation:
The consolidated financial statements include those of the Company and its subsidiary. All
intercompany transactions and balances have been eliminated in the consolidated financial
statements.

C. Cash equivalents:

Cash equivalents comprise unrestricted short-term bank deposits with original maturities of
three months or less.

d.  Trade receivables:
Trade receivables are recognized and carried at original invoice amount less an allowance for
any uncollectible amounts. The allowance for doubtful accounts is determined specifically in
respect of debts, whose collection in the opinion of the Company's management is doubtful.
e. Fixed assets:
Fixed assets are presented at cost net of accumulated depreciation.
Payments for indefeasible usage rights in cables are capitalized at the present value of the

future payments. Payments are apportioned between financial expense and reduction of the
liability so as to achieve a constant rate of interest on the remaining balance of the liability.

-10 -



012 GOLDEN LINES LTD.

NOTES TO FINANCIAL STATEMENTS

NOTE 2:-

SIGNIFICANT ACCOUNTING POLICIES (Cont.)

Depreciation is calculated by the straight-line method over the estimated useful lives of the
assets. Leasehold improvements and indefeasible usage rights in cables are amortized by the
straight-line method over the shorter of the relevant term of the agreement (including renewal
option) and the estimated useful life. The Company evaluates in each reporting period the
necessity to record an impairment loss, in accordance with the provisions of Accounting
Standard No. 15 (see h below).

The annual depreciation rates are as follows:

%
Usage rights in cables 4-7
Engineering infrastructure 15
Computers and peripheral equipment 15- 33
Office furniture and equipment 6-15
Motor vehicles 15
Leasehold improvements 10

Other assets:

1. Costs incurred to acquire licenses for the provision of telecommunications services are
amortized by the straight-line method over the original term of the licenses (see
Notes 1d and 1f).

2. Payments in advance for operating lease of cables are presented at cost and are charged
to operations on a straight-line basis over the term of the operating lease (five years).

Investment in a subsidiary:

The investment in a subsidiary is stated under the equity method, in the Company financial
statements.

Excess of losses over investment in subsidiary is presented in the balance sheet among long-
term liabilities.

Impairment of non-current assets:

The Company applies Accounting Standard No. 15, "Impairment of Assets”. The Standard
applies to all of the assets included in the balance sheet other than inventories, assets arising
from construction contracts, assets arising from employee benefits, deferred tax assets and
financial assets (with the exception of investments in affiliates). According to the Standard,
whenever there is an indication that an asset may be impaired, the Company should
determine if there has been an impairment of the asset by comparing the carrying amount of
the asset to its recoverable amount. The recoverable amount is the higher of an asset's net
selling price or value in use, which is determined based on the present value of estimated
future cash flows expected to be generated by the continuing use of an asset and by its
disposal at the end of its useful life. If the carrying amount of an asset exceeds its recoverable
amount, the impairment to be recognized is measured by the amount by which the carrying
amount of the asset exceeds its fair value. An impairment loss recognized should be reversed
only if there have been changes in the estimates used to determine the asset's recoverable
amount since the impairment loss was recognized.

-11 -



012 GOLDEN LINES LTD.

NOTES TO FINANCIAL STATEMENTS

NOTE 2:-

SIGNIFICANT ACCOUNTING POLICIES (Cont.)

Deferred income taxes:

The Company provides for deferred income taxes using the liability method of accounting.
Under the liability method, deferred taxes are recognized for temporary differences between
the tax basis of assets and liabilities and their carrying amounts for financial reporting
purposes. Deferred taxes are measured based on enacted tax rates that are expected to be in
effect in the year in which the differences are expected to reverse. Deferred tax assets in
respect of carryforward losses and other temporary deductible differences are recognized to
the extent that it is probable that they will be utilized.

Revenue recognition:

On January 1, 2006, the Company adopted the provisions of Accounting Standard No. 25
regarding revenues (“the Standard"). The Standard deals with the recognition of revenue from
three types of transactions: sale of goods, rendering of services and revenue from interest,
royalties and dividends and prescribes the required accounting treatment regarding these
types of transactions.

1. Revenues from services are recognized in the reported periods in which the services
were rendered and when no additional obligations to customers exist.

2. Revenues from sale of goods are recognized once all the significant risks and rewards
arising from the ownership over the goods have been assigned to the buyer, the seller
no longer maintains continuing decision-making involvement that characterizes
ownership and no longer maintains effective control over the sold goods, the amount of
revenues can be measured reliably, the economic benefits relating to the transaction are
expected to flow to the Company and the costs incurred or to be incurred in respect of
the transaction can be measured reliably.

3. Accounting Standard No. 25 and the Securities Authority's Interpretation thereof
prescribe that a sales transaction with extended credit terms (compared to the standard
credit terms in the industry and the Company's standard credit terms) and/or the
existence of alternative payment schedules with different credit terms for the same
transaction require separation of the consideration into the sale component and the
financing component, based on the market rate of interest.

4. When components of a single transaction may be separately identified, revenue is
measured separately for each component. Revenues recognized in the financial
statements only include the amounts received and/or receivable by the Company on its
own account. Accordingly, amounts collected on behalf of a third party are not
revenues of the Company.

The adoption of the Standard did not have any material effect on the financial statements.

-12 -



012 GOLDEN LINES LTD.

NOTES TO FINANCIAL STATEMENTS

NOTE 2:- SIGNIFICANT ACCOUNTING POLICIES (Cont.)

k.

Derivative financial instruments:

The Company uses derivative financial instruments such as forward currency contracts to
hedge its risks associated with foreign currency fluctuations. These derivative financial
instruments are carried at fair value. As the derivative financial instruments used by the
Company do not qualify for hedge accounting, any gains or losses arising from such
derivatives are recognized in the statement of income.

Advertising expenses:
Advertising expenses are charged to the statement of income, as incurred.
Exchange rates and linkage basis:

1. Assets and liabilities in or linked to foreign currency are presented according to the
representative exchange rates published by the Bank of Israel at balance sheet date.

2. Assets and liabilities linked to the Israeli Consumer Price Index ("CPI") are presented
according to the relevant index for each linked asset or liability.

Below are data about the exchange rates of the U.S. dollar and the Israeli CPI:

Representative

exchange rate of Israeli CPI for

As of 1 U.S. dollar December

NIS Points *)
December 31, 2006 4.225 184.9
December 31, 2005 4.603 185.1
December 31, 2004 4.308 180.7
December 31, 2003 4.379 178.6
Change during the year ended % %
December 31, 2006 (8.2) (0.2)
December 31, 2005 6.8 2.4
December 31, 2004 (1.6) 1.2

*)  The index on an average basis of 1993 = 100.
Use of estimates for the preparation of the financial statements:

The preparation of financial statements in conformity with generally accepted accounting
principles requires management to make estimates and assumptions that affect the reported
amounts of assets and liabilities and disclosure of contingent assets and liabilities in the
financial statements and the amounts of revenues and expenses during the reported years.
Actual results could differ from those estimates.

-13 -



012 GOLDEN LINES LTD.

NOTES TO FINANCIAL STATEMENTS

NOTE 2:-

SIGNIFICANT ACCOUNTING POLICIES (Cont.)

0.

Disclosure of the effects of new Accounting Standard prior to its adoption:

1.

Accounting Standard No. 27 — Fixed Assets and No. 28 - Amendment to the Transition
Provisions of Accounting Standard No. 27 - Fixed Assets.:

In September 2006, the Israel Accounting Standards Board published Accounting
Standard No. 27, "Fixed Assets" (“the Standard"). In April 2007, the Israel Accounting
Standards Board published Accounting Standard No. 28 - Amendment to the
Transition Provisions of Accounting Standard No. 27 - Fixed Assets. These standards
are applicable to financial statements for periods commencing on January 1, 2007 (“the
effective date™) or thereafter.

The initial recognition of fixed assets will be based on the cost of purchase. After the
initial recognition, the Standard enables choosing between the cost method or the
reevaluation method as the accounting policy and to apply it consistently with regard to
a group of fixed asset items of a similar nature and usage. Accounting Standard No. 28
allows the Company to adopt the exemption prescribed by IFRS 1 whereby fixed assets
can be presented at fair value as deemed cost as of the effective date without restating
comparative data. According to the reevaluation method, fixed assets are to be
presented at an amount revalued based on the fair value upon the date of reevaluation
less accumulated depreciation and subsequent impairment losses. The revaluation of
fixed assets will be carried to capital reserve in shareholders' equity with the deduction
of the tax effect. This capital reserve will be carried directly to retained earnings once
the asset has been disposed of or during the use of the asset (according to the rate of
depreciation). Revalued assets will be depreciated based on the revalued amount.

The transitional provisions of the Standard require retrospective adoption, including
the restatement of comparative data, except a company that elects on the effective date
to implement the reevaluation method for a group of fixed assets will carry the
difference between the revalued amount in the books and its cost at the effective date
to capital reserve in shareholders' equity at the same date.

The Company believes that the effect of the Standard on its financial position, results
of operations and cash flows is not expected to be material.

Accounting Standard No. 30 - Intangible Assets:
In March 2007, the Israel Accounting Standards Board published Accounting Standard
No. 30, "Intangible Assets” (“the Standard") that prescribes the accounting treatment,

recognition, measurement and the disclosure requirements regarding intangible assets
that are not dealt with in another standard.

-14 -



012 GOLDEN LINES LTD.

NOTES TO FINANCIAL STATEMENTS

NOTE 2:-

NOTE 3:-

SIGNIFICANT ACCOUNTING POLICIES (Cont.)

An intangible asset is an identifiable non-monetary asset without physical substance.
The definition of an intangible asset requires that such an asset be identifiable to
distinguish it from goodwill. An asset is identifiable when it complies with one of the
following criteria: it is separable - it is capable of being separated or divided from the
entity and sold, transferred, licensed, rented or exchanged, either individually or
together with a related contract, asset or liability; or it arises from contractual or other
legal rights, regardless of whether those rights are transferable or separable from the
entity or from other rights and obligations.

Measurement after initial recognition is by application of the cost model or the
revaluation model. The revaluation model may be applied only when there is an active
market. The Standard defines an active market as a market in which all the following
conditions exist: the items traded in the market are homogenous; willing buyers and
sellers can normally be found at any time; and the prices are available to the public.

According to the Standard, an intangible asset's useful life must be assessed as either
finite or indefinite. An intangible asset with a finite useful life is systematically
amortized and the amortization period and method are reviewed at each year-end. In
contrast, an intangible asset with an indefinite useful life is not systematically
amortized but is subject to a test for impairment annually (or more frequently if there
are changes in circumstances).

The Standard is applicable to financial statements for periods commencing on
January 1, 2007 or thereafter. The Standard is to be applied by retrospective
restatement.

The Company believes that the new standard will not have a material effect on the
financial position or results of operations of the Company.

TRADE RECEIVABLES

Consolidated The Company
December 31, December 31,
2006 2006 2005
Reported NIS in thousands

Open accounts 74,199 75,885 57,070
Income receivable 16,761 16,761 19,072
International communications companies 25,993 25,993 34,736
Credit cards and checks receivable 25,005 25,005 23,150
141,958 143,644 134,028
Less - allowance for doubtful accounts 6,329 6,329 8,428
135,629 137,315 125,600

-15 -



012 GOLDEN LINES LTD.
NOTES TO FINANCIAL STATEMENTS

NOTE 4:- OTHER ACCOUNTS RECEIVABLE

Consolidated The Company
December 31, December 31,
2006 2006 2005
Reported NIS in thousands
Government authorities 4,318 4,318 3,552
Related parties *) - 1,791 3,282
Prepayments and others 3,046 3,046 1,670
7,364 9,155 8,504

*)  See Note 17.

NOTE 5: INVESTMENT IN SUBSIDIARY

The Company wholly owns 012 Telecom Ltd ("Telecom"). As stated in Note 1f to the financial
statements, in December 2005 Telecom received a license for a period of 20 years to provide
stationary domestic telecommunication services and during 2006 commenced activities.

Movement in investment in Telecom during the year:
The Company
NIS thousands
Reported
amounts

Balance as of December 31, 2005 *)

Share in losses (3,801)
Balance as of December 31, 2006 (3,801)

*) In 2005 Telecom was inactive and therefore did not record income, expenses, assets or
liabilities.

-16 -



NOTES TO FINANCIAL STATEMENTS

012 GOLDEN LINES LTD.

NOTE 6:-

FIXED ASSETS

a.

Composition and change:

Cost:

Balance at January 1,
2006
Additions

Balance at
December 31, 2006

Accumulated
depreciation:

Balance at January 1,
2006
Additions

Balance at
December 31, 2006

Depreciated cost at
December 31, 2006

Depreciated cost at
December 31, 2005
(the Company)

Consolidated and the Company

Computers Office
Indefeasible and furniture
usage rights  Engineering peripheral and Motor Leasehold
incables  infra-structure equipment  equipment  vehicles improvements Total
Reported NIS in thousands
330,950 233,067 148,162 5,302 42 25,111 742,634
41,103 21,849 14,091 197 251 750 78,241
372,053 254,916 162,253 5,499 293 25,861 820,875
61,202 148,830 110,569 3,186 17 10,060 333,864
20,375 26,562 13,504 328 40 2,563 63,372
81,577 175,392 124,073 3,514 57 12,623 397,236
290,476 79,524 38,180 1,985 236 13,238 423,639
269,748 84,237 37,593 2,116 25 15,051 408,770

As for liens, see Note 14d.

-17 -



NOTES TO FINANCIAL STATEMENTS

012 GOLDEN LINES LTD.

NOTE 7:- OTHER ASSETS

a.  Composition:

Licenses for telecommunication services:
Original amount
Less - accumulated amortization

Payments relating to operating lease of cables:

Original amount
Less - accumulated amortization

b.  The change:

Consolidated

and the The
Company Company
December 31,
2006 2005

Reported NIS in thousands

7,383 7,383
6,101 5,394
1,282 1,989
1,058 1,160
582 755
476 405
1,758 2,394
Payments
relating to Licenses
operating for tale-
lease of communication
cables services Total

Reported NIS in thousands

Balance at January 1, 2006, net of

accumulated amortization
Additional payments
Amortization

Balance at December 31, 2006, net of
accumulated amortization

405 1,989 2,394
288 - 288
217 707 924
476 1,282 1,758
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012 GOLDEN LINES LTD.

NOTES TO FINANCIAL STATEMENTS

NOTE 8:-

SHORT-TERM BANK CREDIT (CONSOLIDATED AND THE COMPANY)

a.

As of December 31, 2006, the short-term bank credit is unlinked, and bears interest at the
weighted average rate of 5.8%.

As of December 31, 2006, the Company has unused credit lines in the amount of
approximately NIS 37,000 thousand.

As for collateral, see Note 14d.
Financial covenants:

In relation to credit lines, the Company has committed to the banks to be in compliance with
the following covenants:

- The proportion of the financial obligation in relation to the EBITDA (operating income
before financial expenses, taxes on income, depreciation and amortization) will not be
more than 2.4 according to the financial statements as of December 31, 2006, and will
not be more than 2 according to the financial statements as of December 31, 2007 and
thereafter.

- The proportion of the financial obligation in relation to the EBITDA less capital
expenditures will not be more than 4.8 according to the financial statements as of
December 31, 2006, and will not be more than 2.5 according to the financial statements
as of December 31, 2007 and thereafter.

- Total financing (including bank credit and shareholders' investments) and its
accumulated deficit shall not exceed the amounts based on which the credit lines were
approved.

- Total shareholders' investments, shareholders' loans and shareholders' equity will
always be more than zero.

- The Company also made a commitment to two banks that the total credit to be received
by the Company from each bank will not exceed 50% of the total outstanding bank
credit at any date.

As of December 31, 2006 the Company was in compliance with financial covenants. The
credit lines and covenants are valid until completion of the merger between the Company and
Smile (see Note 1b). As of May 31, 2007, the Company has repaid an amount of NIS 181,000
thousand of its credit lines.
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NOTES TO FINANCIAL STATEMENTS

NOTE 9:- TRADE PAYABLES

Consolidated The Company
December 31, December 31,
2006 2006 2005

Reported NIS in thousands

International communications providers 52,902 52,902 77,432
Trade payables with respect to fixed assets

(including current maturities of long-

term liabilities - see Note 11) 29,978 29,978 78,060
Other trade payables *) 59,435 59,435 40,650
142,315 142,315 196,142

*) Regarding the balances of related

parties, see Note 17.

NOTE 10:- OTHER ACCOUNTS PAYABLE

Provisions and accrued expenses 25,682 24,109 18,241
Employees and payroll accruals 11,646 11,646 13,634
Government authorities 3,428 4,677 67
Derivative financial instruments 3,927 3,927 59
Advances from customers 1,600 1,600 -
Related parties *) - - 2,579

46,283 45,959 34,580

*)

See Note 17.

NOTE 11:- OTHER LIABILITIES

a.

Liabilities incurred in respect of the purchase of indefeasible rights of use of international
communication cables and fixed assets in monthly installments are comprised as follows:

Consolidated

and the
Weighted Company The Company
average
interest December 31,
rate *) 2006 2005
% Reported NIS in thousands
Total liability - linked to U.S. dollar 4.4 96,590 88,673
Less - current maturities 24,209 41,246
72,381 47,427

*)  As of December 31, 2006.
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012 GOLDEN LINES LTD.
NOTES TO FINANCIAL STATEMENTS

NOTE 11:- OTHER LIABILITIES (Cont.)

b. The liabilities mature in the following years subsequent to the balance sheet date:

Consolidated
and Company
Reported NIS
in thousands

First year 24,209
Second year 24,209
Third year 24,209
Fourth year 23,963

96,590

C. As for additional information, see Note 14b(3).

NOTE 12:- ACCRUED SEVERANCE PAY, NET (CONSOLIDATED AND THE COMPANY)

The Group's obligations to make severance payments to its employees are covered by regular
payments to pension funds and insurance companies. The funds accumulated at the pension funds
and insurance companies are not under the complete control or management of the Group, and
accordingly, neither those funds nor the related liabilities for which they were deposited are
reflected in the balance sheet. The Group's severance pay obligations that are not covered by the
pension and insurance plans are fully reflected in the balance sheet, as required by law and labor
agreements.

NOTE 13:- TAXES ON INCOME (CONSOLIDATED AND THE COMPANY)

a. Tax laws applicable to the Company:

Income Tax (Inflationary Adjustments) Law, 1985:
According to the law, the results for tax purposes are measured based on the changes in the
Israeli CPI.

b. Tax rates applicable to the income of the Company:

In June 2004, an amendment to the Income Tax Ordinance (No. 140 and Temporary
Provision), 2004 was passed by the "Knesset" (Israeli parliament) and on July 25, 2005,
another law was passed, the amendment to the Income Tax Ordinance (No. 147) 2005,
according to which the corporate tax rate is to be progressively reduced to the following tax
rates: 2004 - 35%, 2005 - 34%, 2006 - 31%, 2007 - 29%, 2008 - 27%, 2009 - 26%, 2010 and
thereafter - 25%.

C. Tax assessments:

Tax assessments through 2001 are deemed final.
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NOTES TO FINANCIAL STATEMENTS

NOTE 13:- TAXES ON INCOME (Cont.)

d.

Carryforward losses for tax purposes:

Carryforward tax losses of the Company and subsidiary total approximately NIS 2 million
and NIS 4 million as of December 31, 2006, respectively. Deferred tax assets in respect of
losses of the subsidiary were not recorded in the financial statements due to the uncertainty
that they will be utilized.

Deferred taxes:

Composition and change in the deferred taxes as presented in the balance sheet are as
follows:

Consolidated and the Company

In respect of balance sheet items

Provisions
for Carry-
Fixed and Doubtful employee forward
other assets  accounts rights Other tax losses Total
Reported NIS in thousands
Balance at January 1,
2005 - 4,115 2,560 - 22,472 29,147
Amounts included in
statement of income (2,355) (1,502) (46) 1,395 (3,684) (6,192)
Balance at
December 31, 2005 (2,355) 2,613 2,514 1,395 18,788 22,955
Amounts included in
statement of income (1,893) (778) 325 809 (18,227) (19,764)
Balance at
December 31, 2006 (4,248) 1,835 2,839 2,204 561 3,191

The deferred taxes are presented in the balance sheet as follows:

Consolidated and the Company
December 31,
2006 2005
Reported NIS in thousands

In current assets 5,621 18,779
In long-term assets - 4176
In long-term liabilities (2,430) -

3,191 22,955

Deferred taxes are measured at tax rates varying between 25% to 29%, in accordance with the
tax rates expected to be in effect when the differences are expected to be reversed.

Taxes on income included in the statements of income:
Taxes on income (tax benefit) in the statements of income (income from continuing

operations and income from discontinued operations) are due to movement in deferred taxes
(see e. above).
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012 GOLDEN LINES LTD.

NOTE 13:- TAXES ON INCOME (Cont.)

g. Below is a reconciliation between the theoretical tax expense assuming that the income was
taxed at the statutory tax rate applicable to the Company and the actual tax expense as

reported in the statements of income:

Consolidated

The Company

Year ended December 31,

2006 2006 2005 2004
Reported NIS in thousands

Income before taxes on income 49,461 53,262 28,659 79,587
Statutory tax rate 31% 31% 34% 35%
Tax computed at the statutory tax

rate 15,333 16,511 9,744 27,855
Increase (decrease) in taxes on

income resulting from;
Losses for which no deferred

taxes were recorded 1,167 - - -
Recognition of deferred tax assets

in respect of losses and other

items for which deferred taxes

were not provided in the past - - (1,395) (12,018)
Non-deductible expenses 1,692 1,692 253 191
Decrease in taxes resulting from

realization of carryforward tax

losses for which deferred taxes

were not recorded in the past - - (3,213) (30,150)
Other (577) (588) (688) 2,997
Taxes on income 17,615 17,615 4,701 (11,125)

NOTE 14:- CONTINGENT LIABILITIES AND COMMITMENTS (CONSOLIDATED AND THE

COMPANY)

a. Contingent liabilities:

1. On January 2, 2005, a claim was submitted against the Company and three other
companies ("the defendants") regarding infringement of patent owned by the plaintiffs.
According to the claim, the infringement executed by the defendants constitutes a
breach of duties stipulated by law pursuant to laws designed to protect the plaintiffs.

The plaintiffs' demands include payment of reasonable royalties to which the
defendants would have been liable had they been granted the license to utilize the
patent in scopes that had been infringed upon, punitive damages and all expenses
related to the lawsuit, linked to the Israeli CPI and with interest. The claim states that
the monetary amount cannot be determined at this stage and it has been assessed for

the purpose of court fees only at NIS 10 million.
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NOTES TO FINANCIAL STATEMENTS

NOTE 14:- CONTINGENT LIABILITIES AND COMMITMENTS (CONSOLIDATED AND THE
COMPANY) (Cont.)

A statement of defense was filed on July 17, 2005. Simultaneously with filing the
statement of defense, the Company filed a third party notice against the providers of
the technology seeking indemnification and compensation for any liability that may be
imposed on the Company in the context of this lawsuit, pursuant to the provisions of
the agreements between the parties. Similar proceedings have been initiated by the
plaintiffs in other countries against other telecommunication companies with respect to
infringement of patents that are corresponding to the Israeli Patent, including the
United Kingdom and the United States. Some telecommunication companies, including
one of the defendants, have settled with the plaintiffs whereas other telecommunication
companies have refused to settle and are continuing to litigate.

The Company has provided a provision for the claim in its financial statements.
According to management estimation, and based on the opinion of its legal counsel, the
provision is sufficient for any possible losses that may arise from the claim.

2. During 2002, the Israeli the Ministry of Communication requested from the Company
payment of royalties on the Company's income from telephone calling cards for the
years 1997 — 2000, in the amount of approximately NIS 4.5 million. The Company
rejected said request.

During 2006, the Israeli Ministry of Communication forwarded to the Company a
request for payment of the royalties, as stated, in the amount of approximately NIS 7.5
million (including interest and linkage increments) as of the date of the request.

In November 2006 the Company forwarded to the Ministry of Communication a legal
opinion rejecting the request and arguing, in the Company's favor, that the Company is
entitled for repayment of the excess royalties paid in the said period.

As of the date of approval of the financial statements, a response has not yet been
received from the Ministry of Communication.

The Company provided a provision for this request in its financial statements.
According to Management's estimate, based on the opinion of its legal counsel, the
provision is sufficient for any losses that may arise from said request.

3. In 2003, Bezeq, the Israel Telecommunications Co. Ltd., requested from the Company
collection commissions at the rate of 5.72% of its gross income from card-operated
public telephones ("the card-operated telephones™), in the years 1997-2002 in the
amount of approximately NIS 6 million (including interest and linkage increments). In
June 2004 Bezeq set off this amount unilaterally from the amounts accruing to the
Company.

On January 4, 2006, the Minister of Communication determined that Bezeq is not
entitled to the collection commission and is required to return to the Company the
amounts set off in respect of this commission, with the addition of interest and linkage
increments.

-24 -



012 GOLDEN LINES LTD.

NOTES TO FINANCIAL STATEMENTS

NOTE 14:- CONTINGENT LIABILITIES AND COMMITMENTS (CONSOLIDATED AND THE
COMPANY) (Cont.)

On September 6, 2006, the District Court dismissed Bezeq's appeal against the
Minister of Communication's decision.

On October 25, 2006, Bezeq appealed the District Court's decision to the Israeli
Supreme Court and submitted a petition to the Supreme Court regarding the Minister
of Communication's decision.

A hearing regarding the appeal on the card operated telephones and regarding the
petition was scheduled to for July 2, 2007.

The Company provided a provision for this request in its financial statements.
According to Management's estimate, based on the opinion of its legal counsel, the
provision is sufficient for any losses that may arise from the said request.

b. Commitments:

1.

The Company has an agreement for the lease of office facilities in Petach Tiqva. The
lease expires on July 31, 2007. The annual rental fees are approximately NIS 2.9
million, linked to the Israeli CPI. In accordance with the lease agreement, the
Company provided an unconditional bank guarantee of NIS 1.7 million. The guarantee
will be in effect for a period of the lease.

Subsequent to the balance sheet date, the lease agreement was extended for an
additional period of five years, until July 2012, with an extension option until July
2017. According to the extended agreement, annual rental fees will be approximately
NIS 4.9 million.

In May 2004, the Company entered into an agreement with a former related party for
the lease of an office building in Rishon LeZion, in which some of the Company's
departments are located. The lease expires on January 31, 2009 with a renewal option
for an additional five years. The annual rent is approximately NIS 1.9 million, linked to
the Israeli CPI.

The Company has entered into agreements with former related parties for purchase of
indefeasible rights of use of international communication cables. The agreements are
for periods of 15 years ending 2017 with an extension option for an additional period
of 5 years. The purchase price is payable in 29 to 36 monthly payments commencing
with the use of each cable. The purchase price is capitalized and presented as a part of
fixed assets.

In addition, under the terms of the agreements, the Company committed to pay annual
maintenance fees in the usage period of approximately NIS 11 million.

Furthermore, as of the balance sheet date, the Company has a commitment to purchase
additional rights of use in the framework of the above agreements in the total amount
of approximately NIS 40 million during 2007-2011.
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NOTE 14:- CONTINGENT LIABILITIES AND COMMITMENTS (CONSOLIDATED AND THE
COMPANY) (Cont.)

c. See Note 1c, Note 1e and (b)1 above, regarding bank guarantees provided by the Company in
respect of licenses and lease of an office facilities. In addition, the Company provided bank
guarantees to suppliers in the aggregate amount of NIS 2,056 thousand as of December 31,
2006.

d. Liens:

The Company committed to the banks from which it received loans not to record a charge or
lien on any of its assets without the consent of the banks (negative pledge). Total covered
credit, as of December 31, 2006, amounts to approximately NIS 290 million.

e. Royalties:

On August 9, 2006, the financial committee of the Knesset approved regulations that were
enacted by the Minister of Communications, as approved by the Minister of Finance, which
commencing January 1, 2006, provides for the reduction in the royalties rate for license
holders who are charged with royalties by a rate of 0.5% per year, to a royalty rate of 1% per
year commencing in 2010. Therefore, the royalty rate for 2006 is 3% (2005 and 2004 - 3.5%).

NOTE 15:- SHARE CAPITAL

Composition:
Issued and
Authorized outstanding
Number of shares

December 31, 2006 - Ordinary shares of NIS 0.1 par value

each 80,000,000 30,000,000
December 31, 2005 - Ordinary shares of NIS 1 par value
each 3,154,574 3,000,000

In March 2006, by resolution of the shareholders of the Company, each share comprised in the
authorized and issued share capital of the Company was subdivided into 10 shares of NIS 0.1 par
value, and the authorized capital was increased to NIS 8,000,000, divided into 80,000,000 shares of
NIS 0.1 par value.

-26 -



012 GOLDEN LINES LTD.
NOTES TO FINANCIAL STATEMENTS

NOTE 16:- SUPPLEMENTARY INFORMATION TO THE STATEMENTS OF INCOME

Consolidated The Company
Year ended Year ended
December 31, December 31,
2006 2006 2005 2004

Reported NIS in thousands

a. Cost of revenues:

Services from foreign communications

operators 246,062 246,062 205,806 227,386

Services from local communications
operators 110,219 102,746 91,095 81,404
Depreciation and amortization 62,128 62,128 54,354 50,664
Salaries and subcontractors 49,700 49,117 45,362 40,105
Lease and maintenance of cables 14,103 14,103 12,395 17,394
Other 41,408 39,261 41,769 41,933
523,620 513,417 450,781 458,886

b. Selling and marketing expenses:

Advertising and sales promotion 25,496 25,496 34,240 37,279
Salaries and subcontractors 39,417 38,937 46,034 36,699
Other 7,974 7,530 11,464 10,036

72,887 71,963 91,738 84,014

c. General and administrative expenses:

Salaries 14,737 14,548 11,955 12,249
Office maintenance 6,466 6,466 5,708 7,074
Doubtful accounts and bad debts (839) (839) (2,692) 1,043
Professional fees 2,595 2,595 1,913 2,605
Other 3,056 2,883 3,337 2,295

26,015 25,653 20,221 25,266

d. Financial income (expenses), net:

Exchange rate differences, net 6,860 6,860 (20,032) 5,172
Income from deposits and from customers 767 767 755 699
Interest on bank loans and overdrafts (21,523) (21,523) (8,536) (8,170)
Interest on loans from related parties - - (6,861) (5,071)
Interest on other liabilities (2,263) (2,017) - -
(16,159) (15,913) (34,674) (7,370)
e. Other income (expenses), net:
Share issuance expenses (1) (4,091) (4,091) - -
Provision for claims (3,100) (3,100) - -
Cancellation fee to former related party
(2 (1,400) (1,400) -
Other (55) (55) 35 -
(8,646) (8,646) 35 -

(1)  In the first quarter of 2006, the Company was involved in an IPO. Since the issuance was not
carried out issuance expenses of NIS 4.1 million were recorded in the statement of
operations.

(2)  Fee paid in connection with cancellation of lease agreement with former related party.
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NOTE 17:- BALANCES AND TRANSACTIONS WITH RELATED PARTIES

a.

Balances with former related parties *):

The Company
December 31,
2005

Reported NIS
in thousands

Trade receivables 2,147
Other accounts receivable 3,282
Trade payables 3,426
Other accounts payable 2,579

*)  As of December 31, 2006, there are no outstanding balances with related parties.

Transactions with former related parties:

Consolidated The Company
Year ended December 31,
2006 2006 2005 2004

Reported NIS in thousands
Revenues 4,661 4,661 9,665 21,889
Cost of revenues 3,410 3,410 15,608 28,170
Selling and marketing expenses 9,935 9,935 14,534 15,971
Interest on liabilities to related

party - - 6,861 5,071

Exchange rate differences, net - - 14,409 (5,137)
Other expenses 1,400 1,400 - -
Purchase of fixed assets - - 51,941 56,571

Revenues from discontinued
operations 7,576 7,576 7,975 7,286
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NOTE 18:- FINANCIAL INSTRUMENTS (CONSOLIDATED AND THE COMPANY)

a.

Credit risks:

The Company's revenues are derived from a large number of customers geographically
dispersed in Israel and in other countries. The Company monitors on a current basis the credit
of its customers and includes in the financial statements provisions for doubtful debts that
reflect appropriately, in management's estimate, the loss inherent in debts whose collection is
doubtful.

Currency risks:

As of December 31, 2006, the excess of monetary liabilities in foreign currency (mainly in
U.S. dollar) over monetary assets in foreign currency amounted to NIS 147,244 thousand, of
which approximately NIS 85,836 thousand is an excess of current liabilities over current
assets in foreign currency.

The Company periodically enters into foreign exchange transactions in order to reduce its
exposure in respect of foreign currency. These transactions are carried out to provide
economic hedge, but do not constitute an accounting hedge.

As of December 31, 2006, the Company has forward transactions for the purchase of $ 24
million in consideration of NIS 105 million. The fair value of these transactions as of
December 31, 2006 is a liability of NIS 3.9 million.

Fair value of financial instruments:
The carrying amount of cash and cash equivalents, trade receivables, other accounts
receivable, short-term credit from banks and others, trade payables and other accounts

payable approximate their fair value.

The fair value of long-term liabilities in respect of the purchase of indefeasible rights of use
cables is approximately NIS 87 million.

NOTE 19:- DISCONTINUED OPERATIONS

In December 2006, the Company ceased the operations of a call center, including the termination of
the center's employees which had provided internet support services to cable companies.

In accordance with the provisions of Accounting Standard No. 8 assets, liabilities, revenues,
expenses and cash flows derived from this line of business are presented separately in the financial
statements as assets, liabilities, results and cash flows of discontinued operations. Comparative
numbers have been reclassified accordingly.
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NOTE 19:-

NOTE 20:-

DISCONTINUED OPERATIONS (Cont.)

The results of discontinued operations:

Consolidated The Company
Year ended Year ended
December 31, December 31,
2006 2006 2005 2004
Reported NIS in thousands
Revenues 17,780 17,780 12,781 6,804
Cost of revenues 10,849 10,849 8,396 3,801
Income before taxes on income 6,931 6,931 4,385 3,003
Taxes on income 2,149 2,149 1,491 1,052
Income from discontinued operations,
net 4,782 4,782 2,894 1,951

Assets and liabilities of discontinued operations:

Consolidated The Company
Year ended Year ended
December 31, December 31,
2006 2006 2005
Reported NIS in thousands
Assets of discontinued operations - trade receivables 5,927 5,927 6,935
Liabilities of discontinued operations - other
accounts payable (718) (718) (1,127)
Net assets 5,209 5,209 5,808

BUSINESS SEGMENTS
The Company operates in two principal business segments:

- Broadband Services: includes provision of Internet access solutions to residential and
business customers and also provision of point to point facilities that allow customers to
transmit electronic data and provision of domestic telephony services through VoB
technology.

- International Telephony: includes provision of international telephony services from and to
Israel and international calling card services.

1. The segment's assets include all the operating assets which are used by the segment and are
composed mainly of trade and other receivables, equipment and other assets.

2. The segment's liabilities include all the operating liabilities that derive from the operating

activities of the segment and are composed mainly of trade payables and other accounts
payable.
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NOTE 20:- BUSINESS SEGMENTS (Cont.)

All services of the Company are provided in Israel, including services to customers from outside of
Israel that are calling into Israel. In addition, all long-lived assets of the Company are located in

Israel. Accordingly, no geographical segment information is necessary.

a. Revenues, segment results and reconciliation to the profit:

Revenues 244,927 451,861 696,788
Segment results 54,115 46,166 100,281
General and administrative expenses (26,015)
Financial expenses (16,159)
Other expenses (8,646)
Income taxes (17,615)
Income from discontinued operations 4,782
Net income 36,628
Year ended December 31, 2005
Broadband International
Services Telephony Total
Reported NIS in thousands

Revenues 188,073 437,965 626,038
Segment results 48,536 34,983 83,519
General and administrative expenses (20,221)
Financial expenses (34,674)
Other income 35
Income taxes (4,701)
Income for the year from discontinued

operations 2,894
Net income 26,852
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NOTE 20:- BUSINESS SEGMENTS (Cont.)

The Company
Year ended December 31, 2004
Broadband International
Services Telephony Total

Reported NIS in thousands

Revenues 160,060 495,063 655,123
Segment results 43,669 68,554 112,223
General and administrative expenses (25,266)
Financial expenses (7,370)
Income tax benefit 11,125
Income for the year from discontinued

operations 1,951
Net income 92,663

b. Assets and liabilities used by the segments

Consolidated
December 31, 2006
Broadband International
Services Telephony Total
Reported NIS in thousands

Segment assets 317,661 165,431 483,092
Unallocated assets 102,553

585,645
Assets of discontinued operations 5,927
Total assets 591,572
Segment liabilities 5,051 52,902 57,953
Unallocated liabilities 502,365

560,318
Liabilities of discontinued operations 718
Total liabilities 561,036
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The Company
December 31, 2005
Broadband International
Services Telephony Total

Reported NIS in thousands

Segment assets 261,604 187,001 448,605
Unallocated assets 124,873

573,478
Assets of discontinued operations 6,935
Total assets 580,413
Segment liabilities 35,687 77,432 113,119
Unallocated liabilities 472,259

585,378
Liabilities of discontinued operations 1,127
Total liabilities 586,505

C. Purchase of long-lived equipment:

Year ended December 31
2006 2005 2004
Reported NIS in thousands

Broadband Services 59,931 81,724 67,357
International Telephony 3,308 9,316 11,277

d. Depreciation:
Broadband Services 31,531 18,643 15,370
International Telephony 16,330 24,588 21,557
NOTE 21:- CONDENSED FINANCIAL DATA IN NOMINAL HISTORICAL VALUES FOR TAX
PURPOSES
a. The Company provides nominal historical data for income tax purposes only.
b. The financial statements have been prepared in accordance with generally accepted

accounting principles in Israel based on the historical cost convention, without taking into
consideration the changes in the general purchasing power of the Israeli currency.
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NOTE 21:- CONDENSED FINANCIAL DATA IN NOMINAL HISTORICAL VALUES FOR TAX
PURPOSES (Cont.)

C. Balance sheets - The Company:
December 31,
2006 2005
NIS in thousands

ASSETS
CURRENT ASSETS:
Cash and cash equivalents 8,683 1,499
Trade receivables 137,315 125,600
Other accounts receivable 9,155 8,504
Deferred taxes 5,621 18,779
160,774 154,382
TRADE RECEIVABLES - LONG-TERM 2,951 3,756
FIXED ASSETS, NET 415,996 399,964
DEFERRED TAXES - 6,815
OTHER ASSETS, NET 1,758 2,225
ASSETS OF DISCONTINUED OPERATIONS 5,927 6,935
587,406 574,077
LIABILITIES AND SHAREHOLDERS'
EQUITY (DEFICIENCY)
CURRENT LIABILITIES:
Short-term bank credit 289,639 301,195
Trade payables 153,288 196,142
Other accounts payable 45,959 34,580
488,886 531,917
LONG-TERM LIABILITIES:
Other liabilities 61,408 47,427
Deferred taxes 391 -
Investment in subsidiary 3,801 -
Accrued severance pay 7,270 6,034
72,870 53,461
LIABILITIES OF DISCONTINUED OPERATIONS 718 ° 1,127
SHAREHOLDERS' EQUITY (DEFICIENCY) 24,932 (12,428)
587,406 574,077
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PURPOSES (Cont.)

d. Statements of income:
Year ended December 31,
2006 2005 2004
NIS in thousands

Revenues 688,854 626,038 655,123
Cost of revenues 512,068 448,425 462,081
Gross profit 176,786 177,613 193,042
Selling and marketing expenses 71,963 91,678 77,963
General and administrative expenses 25,637 20,161 25,228
Operating income 79,186 65,774 89,851
Financial expenses, net (15,913) (34,674) (7,370)
Other income (expenses), net (8,679) 32 -
Income before taxes on income 54,594 31,132 82,481
Taxes on income (tax benefit) 18,215 2,061 (11,124)
Income after taxes on income 36,379 29,071 93,605
Equity in losses of subsidiary (3,801) - -
Income from discontinued operations 4,782 2,894 1,952
Net income 37,360 31,965 95,557

e. Statements of changes in shareholders' equity (deficiency):

Additional
Share paid-in Accumulated
capital capital deficit Total
NIS in thousands
Balance as of January 1, 2004 3,000 37,414 (180,364) (139,950)
Net income - - 95,557 95,557
Balance as of December 31,
2004 3,000 37,414 (84,807) (44,393)
Net income - - 31,965 31,965
Balance as of December 31,
2005 3,000 37,414 (52,842) (12,428)
Net income - - 37,360 37,360
Balance as of December 31,
2006 3,000 37,414 (15,482) 24,932
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012 GOLDEN LINES LTD.
NOTES TO FINANCIAL STATEMENTS

NOTE 22:- SIGNIFICANT DIFFERENCES BETWEEN ISRAELI GAAP AND U.S. GAAP AND THEIR
EFFECT ON THE FINANCIAL STATEMENTS

a. The Company's financial statements are prepared in accordance with generally accepted
accounting principles in Israel (Israeli GAAP), which differ in certain respects from generally
accepted accounting principles in the United States (U.S. GAAP). Differences which have a
significant effect on the balance sheet, statement of income, shareholders' equity or cash
flows of the Company are set out below.

b. Effect of inflation:

The Company, in accordance with Israeli GAAP, comprehensively included in the past the
effect of price level changes in the accompanying financial statements, as described in Note
2a. According to such Israeli accounting principles, the Company has discontinued the
adjustment of the financial statements as of January 1, 2004.

U.S. GAAP does not provide for recognition of the effects of such price level changes and
accordingly, the effects of such changes are generally excluded from amounts determined in
conformity with US GAAP. However, in accordance with the guidance of the US Securities
and Exchange Commission with respect to the reporting requirements of foreign issuers, this
difference between Israeli GAAP and US GAAP is not included in this reconciliation to US
GAAP.

C. Push down accounting basis of presentation:

According to Israeli GAAP, the purchase agreements entered into between Smile
Communications Ltd., a wholly owned subsidiary of Internet Gold and all of the Company's
shareholders, have no effect on the financial results of the Company.

In accordance with SEC Staff Accounting Bulletin Topic 5J and EITF D-97 "Pushdown
Accounting”, Smile Communications Ltd.’s purchase accounting adjustments, determined in
accordance with SFAS No. 141 "Business Combinations”, are “pushed-down” to the
Company, meaning the US GAAP financial information presented herein reflects the
purchase price allocation to the assets acquired and the liabilities assumed by Smile
Communication Ltd., as discussed above, based on the estimated fair value at the date of
acquisition. As such, the company recorded the goodwill, intangible assets, fair value
adjustments and resulting deferred tax adjustments in the financial information under US
GAAP as presented herein. Please also refer to Note 22d. and 22g. below.

d. Fixed assets:

The Company, in accordance with Israeli GAAP accounted for the acquisition of indefeasible
usage rights in international cables as acquisition in installments. The purchase price was
discounted at market rates of interest and presented as a component of fixed assets and
corresponding liability and deferred interest expenses and were recorded.

Under U.S. GAAP, in accordance with the provisions of EITF 01-8 "Determining whether an
arrangement contains a lease" (“EITF 01-8”), the acquisition of indefeasible usage rights does
not meet the definition of lease and is therefore treated as a service contract. Accordingly, the
Company offset the net fixed assets balance against the trade payables and other liabilities
balances and reclassified the remaining balance as prepaid expenses of usage rights in
international cables. In addition, the Company reclassified the deferred interest expenses to
operating expenses. The application of EITF 01-8 resulted in temporary tax differences which
were recorded as tax assets in accordance with FAS 109 “Accounting for Income Taxes”
(“FAS 109”).
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NOTES TO FINANCIAL STATEMENTS

NOTE 22:- SIGNIFICANT DIFFERENCES BETWEEN ISRAELI GAAP AND U.S. GAAP AND THEIR
EFFECT ON THE FINANCIAL STATEMENTS (Cont.)

The above mentioned changes resulted in adjustments recorded in the financial information
under US GAAP as presented herein. Total expenses in regard of indefeasible usage rights in
international cables amounted to NIS 15,771 thousand, NIS 25,260 thousand and NIS 23,678
thousand in the period ended December 31, 2004, 2005 and 2006, respectively.

The adjustment made to the Fixed Assets net as of December 31, 2006 is a decrease of NIS
292,543, composed of NIS 290,000 thousand resulted from the reconciliation of indefeasible
usage rights as described above, and NIS 2,543 thousand decrease in fair value related to the
purchase price allocation as described in Note 22c. As of December 31, 2005 the adjustment
made to Fixed Assets is a decrease of NIS 269,343 thousand, resulted from the reconciliation
of indefeasible usage rights as described above.

The adjustment made to Other Assets, net, as of December 31, 2006 is an increase of NIS 574
thousand, composed of an increase of NIS 1,050 thousand in fair value of the licenses of the
company related to the purchase price allocation as described in Note 22c., offset by a
decrease of NIS 476 thousand resulted from reconciliation of indefeasible usage rights as
described above. As of December 31, 2005 the adjustment is a decrease of NIS 405 thousand,
resulted from the reconciliation of indefeasible usage rights as described above.

e. Liability for severance pay:

The Company, in accordance with Israeli GAAP, has presented accrued severance pay net of
any related amounts funded by purchase of insurance policies, including the income from
earnings on amounts funded.

Under U.S. GAAP, the cash surrender value of such insurance policies should be presented in
the balance sheet as long-term investments and the full severance pay liability should be
presented in the balance sheet as a long-term liability. As at December 31, 2006 and 2005
such funded amounts were NIS 9,616 thousand and NIS 8,361 thousand respectively.

f. Other income (expenses), net:

The Company, in accordance with Israeli GAAP allocated share issuance expenses, provision
for claims and others as other income (expenses).

Under U.S. GAAP, these expenses were recorded as part of operating income. The Company
therefore classified such expenses into other expenses in operating income.

g. Deferred tax assets (liabilities):

The Company, in accordance with Israeli GAAP did not offset current or non-current tax
assets from tax liabilities, and the balances are presented separately as assets or liabilities,
respectively.

Under US GAAP, in accordance with FAS 109, within a particular tax jurisdiction, all current
deferred tax liabilities and assets shall be offset and presented as a single amount and all
noncurrent deferred tax liabilities and assets shall be offset and presented as a single amount.
Accordingly, the Company reclassified its current and non current deferred tax balances.

-37-



012 GOLDEN LINES LTD.
NOTES TO FINANCIAL STATEMENTS

NOTE 22:- SIGNIFICANT DIFFERENCES BETWEEN ISRAELI GAAP AND U.S. GAAP AND THEIR
EFFECT ON THE FINANCIAL STATEMENTS (Cont.)

The adjustment made to current deferred tax asset as of December 31, 2006, is an offset of
NIS 4,453 thousand all of which resulted from current deferred tax liability related to the
purchase price allocation as described in Note 22c. The adjustment made to long term
deferred Tax asset as of December 31, 2005, is an increase of NIS 2,538 thousand resulted
from the reconciliation of indefeasible usage rights as described in Note 22d.

The adjustment made to Deferred Tax Liability as of December 31, 2006, is an increase of
NIS 49,082 thousand composed of an increase of NIS 54,941 thousand related to the
purchase price allocation as described in Note 22c., offset by NIS 5,859 thousand of long
term deferred tax asset resulted from the reconciliation of indefeasible usage rights as
described in Note 22d.

The following is summary of the significant adjustments to the balance sheet, statement of
operations and statement of cash flows which would have been required if U.S. GAAP had been
applied instead of Israeli GAAP.
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NOTES TO FINANCIAL STATEMENTS

NOTE 22:- SIGNIFICANT DIFFERENCES BETWEEN ISRAELI GAAP AND U.S. GAAP AND THEIR
EFFECT ON THE FINANCIAL STATEMENTS (Cont.)

h. Balance sheets:

Consolidated Company
December 31, 2006 December 31, 2005
Reported NIS in thousands
Israeli GAAP us Israeli GAAP us
GAAP Reconciliation GAAP GAAP Reconciliation GAAP
ASSETS
CURRENT ASSETS:
Cash and cash equivalents 8,683 - 8,683 1,499 - 1,499
Trade receivables (Note 22c) 135,629 1,424 137,053 125,600 - 125,600
Other accounts receivable 7,364 - 7,364 8,504 - 8,504
Deferred taxes (Note 22c and g) 5,621 (4,453) 1,168 18,779 - 18,779
157,297 (3,029) 154,268 154,382 - 154,382
LONG-TERM ASSETS:
Trade receivables 2,951 - 2,951 3,756 - 3,756
Severance pay fund (Note 22¢) - 9,616 9,616 - 8,361 8,361
2,951 9,616 12,567 3,756 8,361 12,117
FIXED ASSETS NET (Note 22c and d) 423,639 (292,543) 131,096 408,770 (269,343) 139,427
DEFERRED TAXES (Note 22d) - - - 4,176 2,538 6,714
OTHER ASSETS:
Other assets, net (Note 22¢ and d) 1,758 574 2,332 2,394 (405) 1,989
ROU of international cables (Note 22d) - 173,219 173,219 - 164,027 164,027
Customer base (Note 22c) - 144,557 144,557 - - -
Trade name (Note 22c) - 90,213 90,213 - - -
Goodwill (Note 22c) - 410,156 410,156 - - -
1,758 818,719 820,477 2,394 163,622 166,016
Assets related to discontinued operation 5,927 - 5,927 6,935 - 6,935
591,572 532,763 1,124,335 580,413 (94,822) 485,591
LIABILITIES AND
SHAREHOLDERS' EQUITY
CURRENT LIABILITIES:
Short-term bank credit 289,639 - 289,639 301,195 - 301,195
Trade payables (Note 22d) 142,315 (22,805) 119,510 196,142 (48,141) 148,001
Other accounts payable 46,283 - 46,283 34,580 - 34,580
478,237 (22,805) 455,432 531,917 (48,141) 483,776
LONG-TERM LIABILITIES:
Other liabilities (Note 22d) 72,381 (71,016) 1,365 47,427 (47,427) -
Accrued severance pay (Note 22e) 7,270 9,616 16,886 6,034 8,361 14,395
Deferred tax liability (Note 22c, d and
9) 2,430 49,082 51,512 - - -
82,081 (12,318) 69,763 53,461 (39,066) 14,395
Liabilities related to discontinued
operations 718 - 718 1,127 - 1,127
CONTINGENT LIABILITIES AND
COMMITMENTS
SHAREHOLDERS' EQUITY
(DEFECIENCY):
Share capital 3,636 - 3,636 3,636 - 3,636
Additional paid-in capital (Note 22c) 45,177 585,463 630,640 45,177 - 45,177
Accumulated deficit (Note 22d) (18,277) (17,577) (35,854) (54,905) (7,615) (62,520)
30,536 567,886 598,422 (6,092) (7,615) (13,707)
591,572 532,763 1,124,335 580,413 (94,822) 485,591
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012 GOLDEN LINES LTD.

NOTE 22:- SIGNIFICANT DIFFERENCES
STATEMENTS (Cont.)

Statement of operations

Revenues
Cost of revenues (Note 22d)

Gross profit

Selling and marketing expenses
General and administrative expenses
Other expenses (Note 22f)

Operating income

Financial expenses, net (Note 22d)
Other income (expenses), net (Note
22f)

Income before taxes on income (tax
benefit)
Taxes on income (tax benefit) (Note
22d)

Income after taxes on income
Income from discontinued operation

Net income

BETWEEN

ISRAELI

GAAP AND U.S. GAAP AND THEIR EFFECT ON THE FINANCIAL

Consolidated Company Company
December 31, 2006 December 31, 2005 December 31, 2004
Israeli GAAP Israeli GAAP Israeli GAAP
GAAP reconciliation US GAAP GAAP reconciliation US GAAP GAAP reconciliation US GAAP
Reported NIS in thousands
696,788 - 696,788 626,038 - 626,038 655,123 - 655,123
523,620 5,943 529,563 450,781 6,028 456,809 458,886 3,545 462,431
173,168 (5,943) 167,225 175,257 (6,028) 169,229 196,237 (3,545) 192,692
72,887 - 72,887 91,738 - 91,738 84,014 - 84,014
26,015 - 26,015 20,221 - 20,221 25,266 - 25,266
- 8,646 8,646 - (35) (35) - - -
74,266 (14,589) 59,677 63,298 (5,993) 57,305 86,957 (3,545) 83,412
(16,159) (7,340) (23,499) (34,674) 6,224 (28,450) (7,370) 2,053 (5,317)
(8,646) 8,646 - 35 (35) - - - -
49,461 (13,283) 36,178 28,659 196 28,855 79,577 (1,492) 78,095
17,615 (3,321) 14,294 4,701 49 4,750 (11,125) (373) (11,498)
31,846 (9,962) 21,884 23,958 147 24,105 90,712 (1,119) 89,593
4,782 - 4,782 2,894 - 2,894 1,951 - 1,951
36,628 (9,962) 26,666 26,852 147 26,999 92,663 (1,119) 91,544
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NOTES TO FINANCIAL STATEMENTS

NOTE 22:- SIGNIFICANT DIFFERENCES BETWEEN ISRAELI GAAP AND U.S. GAAP AND THEIR
EFFECT ON THE FINANCIAL STATEMENTS (Cont.)

h. Condensed statements of cash flows:

Consolidated Company
December 31,  December 31, December 31,
2006 2005 2004
Net cash provided by operating activities 100,561 57,573 122,203
Application of EITF 01-8 (Note 22d) - - (191)
100,561 57,573 122,012
Net cash from investment according to
Israeli GAAP (37,426) (52,825) (44,919)
Application of EITF 01-8 (Note 22d) (37,535) (35,150) (19,989)
(74,961) (87,975) (64,908)
Net cash from finance according to Israeli
GAAP (50,570) (4,102) (76,597)
Application of EITF 01-8 (Note 22d) 37,535 35,150 20,180
(13,035) 31,048 (56,417)
Supplemental disclosure on non-cash
activity according to Israeli GAAP 41,103 55,696 54,545
Application of EITF 01-8 (Note 22d) (41,103) (55,696) (54,545)
Applying EITF D-97 and SFAS 141 (Note
22¢):
Estimated fair value of assets acquired
assumed at the acquisition date:
Customer base 144 557 - -
Trade Name 90,213
Operating licenses 1,050 - -
Goodwill 410,156 - -
Fixed Assets (2,543) - -
Trade receivable 1,424
Deferred tax liability (59,394) - -
Supplemental disclosure on non-cash
activity according to US GAAP 585,463 - -
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NOTES TO FINANCIAL STATEMENTS

NOTE 23:- SUBSEQUENT EVENTS (UNAUDITED)

On May 24, 2007, the Company’s subsidiary received a letter from the Israeli Ministry of
Communications whereby Telecom was notified by the Ministry that failure to implement the number
portability program, as according to an amendment to the Communications Law in March 2005 was
required to be implemented by September 1, 2006, constituted a continued violation of the applicable
licenses, and that it is considering to impose a fine of NIS 2,032,750 and additional daily fines of NIS
6,450 beginning May 25, 2007, with respect to the license granted to Telecom. Telecom has the
opportunity to respond to this notification by July 5, 2007. To date, the Ministry has not implemented the
fines. Telecom is in the process of conducting tests of its number portability program and expects to be
able to provide number portability by December 1, 2007, the date that the cellular and landline telephony
operators have targeted as the initiation date for number portability in Israel.
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