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Letter  to  Our  Shareholders 
 

Dear Shareholders, 
 

 

 

The year 2003 was one of mixed results for Sapiens. 
We did not achieve our targets, either in new orders or 
in revenues. Our market penetration to new insurance 
customers was slower than expected, while at the same 
time the income from our traditional installed customer 
base decreased somewhat. However, through tight 
control on expenses we were able to improve our net 
results, reducing losses significantly in spite of a 
decline in revenues. 

We saw the signs of slowdown early in the year, as 
indicated in my last year letter to you, and thus we 
were cautious in our forecasts, describing the road 
ahead as “bumpy.” Toward the end of 2003, we 
seemed to be on the right track, both returning to 
profitability and building a stronger pipeline. We were 
all disappointed to learn during the early part of 2004 
that the transition would require more time. We are 
therefore taking the measures believed to lead to 
profitability before the end of 2004 and see 2005 as a 
more realistic target for our success in transitioning to 
the insurance industry while returning to growth. 

2003: Making Further Progress in the Insurance 

Transition 

Building on our early achievements, we made 
significant additional progress during 2003 by 
increasing our assets and capabilities in addressing the 
needs of the insurance industry. 

• We improved and expanded on the functionality of 
our existing INSIGHT solutions – Policy and 
Closed Books. 

• We added new products to our INSIGHT suite of 
solutions: 

o Life&Pensions, a comprehensive system in 
the Life Insurance field 

o Medirisk, an automated medical under-
writing system 

o ReInsurance, addressing treaties and 
regulatory requirements. 

• We strengthened our insurance domain expertise, 
both internally, through hiring experienced 

business analysts, actuaries and underwriters as 
well as externally, through associates and by 
adding experienced industry veterans to our Board 
of Directors. 

• We made significant progress on the roadmap of 
our underlying eMerge technology, enabling open 
architecture and modern protocols such as XML, 
Business-Component and Web services. At the 
same time, we have empowered our insurance 
solutions with modularity and flexibility in the 
architecture of our INSIGHT suite of solutions. 

Financial and Operational Highlights 

Total revenues for 2003 decreased by almost 20%. 
However, we improved our gross profit margin 
somewhat due to marginal but continued overall 
improvement in revenue mix, project delivery and 
utilization of resources.   

We reduced selling, general and administrative 
expenses by about 10% as a result of planned and 
consistent efficiency measures we implemented. These 
measures included, among other things, a decrease in 
the work force and office areas, and improvements in 
procurement terms in all areas.  

Continuing the trend of the last two years, as compared 
with 2002 we reduced our net loss by almost 60%, 
primarily due to improved gross profit margins and 
lower operating expenses. 

In March 2003, we listed our common shares on the 
Tel Aviv Stock Exchange (TASE) in parallel with 
Nasdaq. The dual-listing effectively reduces the Israeli 
capital gains tax from the sale of the Company’s shares 
by Israeli shareholders to 15% compared with the 
previous 35% rate. We hope that in the long run, the 
listing on TASE will broaden the pool of investors who 
actively trade in our shares.  

An immediate advantage of the dual listing was that it 
allowed us to make an offering of convertible 
debentures in the Israeli market in December 2003. 
Our cash position and liquidity were greatly improved 
by the successful offering of about 18.5 million dollars. 
We are grateful for the confidence in Sapiens 
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demonstrated by the financial community and the 
Israeli public. 

In June 2003, with the approval of the shareholders, we 
implemented a 1-for-5 reverse stock split of our 
common shares to meet the listing requirements of 
Nasdaq. We took this step because in January 2003, 
Nasdaq informed us that our common shares would be 
delisted from Nasdaq as a result of not maintaining 
compliance with Nasdaq’s $1.00 minimum bid price 
requirement for continued listing. In order to avoid 
delisting, we requested and received Nasdaq’s approval 
to carry out the reverse split. Since that time, we have 
maintained compliance with the minimum bid 
requirement.  

With the Formula Group now being in control, the 
composition of our Board of Directors changed as well. 
We welcome to the Board Naamit Salomon of the 
Formula Group and independent directors Yeoshua 
Agassi, Yocheved Dvir and Rammy Ringel. To the 
veteran directors who left the Board – Michel Berty, 
Kenneth Bialkin, Robert Libutti, Tsvi Misinai and Shai 
Sole – we give our thanks for their years of service and 
our best wishes for success in their other activities. 

Looking Ahead 

All efforts are being geared to creating value for our 
shareholders by achieving profitability and building on 
our values and assets.  

I am happy to report that in the early part of 2004 we 
created an International Advisory Board composed of 
highly-regarded members of the insurance industry: 
Rob White-Cooper (formerly Chairman of Marsh & 
McLennan International); Bob Scott (formerly CEO of 
CGNU, now AVIVA); Bob Mendelsohn (formerly 
CEO of Royal & Sun Alliance), Kaj Ahlmann 
(formerly CEO of GE Frankona) and Rudolf 
Kellenberger (Deputy CEO of Swiss Re). The 
Advisory Board’s mission is to support Sapiens in its 
market penetration to the insurance industry. 

In order to strengthen our presence in the US, we 
recruited Steven Bessellieu as the new President of 
Sapiens Americas and Richard Wiedenbeck as VP 
Insurance Solutions. Steven has been a consultant and 
senior executive in the insurance industry for 25 years, 
serving most recently as president of Sherwood 
International. Richard comes to Sapiens with more than 
15 years’ experience in senior management and 
consulting roles in the insurance industry. 

During 2004, we will be focusing on the following 
areas: 

• Continuing and improving our level of services 
with our existing customer base. We are proud to 
have them as our customers and we will do 
everything in our power to keep them satisfied. 

• Continuing with our strategic plan of becoming a 
leading supplier of software Solutions to the 
insurance industry, while focusing on those 
solutions which promise to accelerate our 
transition. 

• Weighing the possibility of an acquisition, 
probably in the United States, in order to add 
strategic technology and expand our insurance 
customer base. We strongly believe that such a 
move would be an excellent use of the proceeds 
from the debenture offering in creating shareholder 
value. 

• Maintaining a trim organization and tight control 
on expenses with the emphasis on sales and 
marketing. 

Adopting a realistic approach, we hope to see the year 
2005 as the year in which we will return to growth, 
while 2004 will be predominantly used for building the 
needed elements for a successful transition to the 
insurance industry. 

In closing, we continue to have every confidence in our 
long-term plan to achieve growth and profitability. Our 
shareholders, customers and employees are the sources 
of our strength. I thank you all personally and I remain 
committed to turning the ship around in spite of 
troubled waters and low visibility. 

Until next year, 

 
 

 

 

 
 
 

Yitzhak Sharir 
President and 
Chief Executive Officer 
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Management’s Discussion and Analysis of 

Results of Operations and Financial Condition 
 

The following management’s discussion and 

analysis of financial condition and results of 

operations should be read in conjunction with our 

financial statements and the notes thereto.  Certain 

matters discussed below are forward-looking 

statements that are based on our beliefs and 

assumptions as well as information currently 

available to us.  Such forward-looking statements 

may be identified by the use of the words 

“anticipate,” “believe,” “estimate,” “expect,” “may,” 

“will,” “plan” and similar expressions. Such 

statements reflect our current views with respect to 

future events and are subject to certain risks and 

uncertainties. While we believe such forward-

looking statements are based on reasonable 

assumptions, should one or more of the underlying 

assumptions prove incorrect, or these risks or 

uncertainties materialize, our actual results may 

differ materially from those described herein. These 

risks and uncertainties include, among others, 

market acceptance, market demand, pricing, 

changing regulatory environment, changing 

economic conditions, risks in new product and 

service development, the effect of the Company’s 

accounting policies and other risk factors detailed in 

the Company’s Annual Report on Form 20-F for 

2003 filed with the United States Securities and 

Exchange Commission. 

 

Results of Operations 

 

Years ended December 31, 2002 and 2003 

 

Revenues. Revenues from the sale of products are 

comprised of sales of eMerge™ licenses, license 

upgrades, specially designed products for the 

insurance industry such as “Policy INSIGHT,” and 

“Closed Books INSIGHT,” “Life&Pensions 

INSIGHT,” and “Reinsurance INSIGHT,” 

application development, re-engineering computer 

systems and converting operating systems. These 

projects are performed either on a fixed-price or 

time and materials basis. Revenues from services 

include mainly consultants on a time and materials 

basis, maintenance and support. 

 

 

 

Total revenues in 2003 decreased 19.3% to $52.3 

million from $64.8 million in 2002. Product 

revenues in 2003 decreased 22.4% to $32.6 million 

in 2003 from $42.0 million in 2002. Consulting and 

other service revenues in 2003 decreased 13.6% to 

$19.7 million from $22.8 million in 2002.  

 

Our product revenues for the year 2003 decreased 

mainly due to the discontinuation of projects during 

the course of the performance in December 2002, by 

three of our customers - NAG and Prudential in 

England and NJM in the United States, for these 

customers’ internal considerations; to the 

prolongation of the periods of time in negotiation 

processes with our customers due to the general state 

of the markets, particularly in the insurance industry; 

and to a reduced volume of license upgrades. The 

decline in consulting and other service revenues 

came as a result of lower revenues from consulting, 

while revenues from maintenance remained stable. 

Consulting revenues decreased primarily because the 

Company concentrated on activities with higher 

profit margins and did not take on or discontinued 

activities with lower profit margins, primarily in 

France and Germany. 

 

Cost of Revenues and Gross Profit. Cost of 

revenues is mainly comprised of labor costs of 

software consultants and engineers, direct overhead 

of professional services, amortization of capitalized 

software development costs and royalties to the 

Office of the Chief Scientist of the Ministry of 

Industry, Trade and Labor (“OCS”). Cost of service 

revenues also includes depreciation of property and 

equipment. Our gross profit in 2003 decreased 

17.4% to $23.7 million from $28.7 million in 2002. 

The gross profit margin increased by 2.3% to 45.3% 

from 44.3% in 2002, as a result of continued overall 

improvement in revenue mix, project delivery and 

utilization of resources. 

 

Gross profit from product revenues decreased 22.2% 

in 2003 to $15.1 million from $19.4 million in 2002, 

mainly as a result of decreased product revenues. 

Gross margin from product revenues, which was 

46.3% in 2003, remained almost unchanged from 

46.2% in 2002.  
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Royalty expense pursuant to the OCS funding 

programs, included in cost of products, declined in 

2003 by 25% to $1.2 million from $1.6 million in 

2002. The decline in royalties to the OCS occurred 

due to: (a) the decline in revenues from sales; and 

(b) a decrease in our liability to the OCS resulting 

from an arrangement entered into with the OCS in 

2003 concerning a dispute relating to the years 1997 

to 2002. 

 

The salaries and other personnel-related expenses 

component of the costs of product revenues was 

38.9% in 2003 and 42.1% in 2002, reflecting 

continued improvement in efficiency and utilization 

of our professional teams.  

 

Amortization of capitalized software development 

costs decreased 20.7% to $2.3 million in 2003 from 

$2.9 million in 2002 due to the end of the 

amortization of certain projects and the decrease in 

the number of projects being amortized. 

 

Gross profit from consulting, maintenance and other 

services decreased 7.5% to $8.6 million in 2003 

from $9.3 million in 2002. At the same time, gross 

margin from consulting, maintenance and other 

services improved 6.9% in 2003 to 43.6% from 

40.8% in 2002. The improvement in gross margin 

derived primarily from our continuing efficiency 

measures, at the center of which are better utilization 

of manpower resources and an increase in the share 

of the revenues from consultancy services in which 

the margin is high as compared with the share of 

those in which the margin is lower. 

 

Research and Development, net. Research and 

development (“R&D”) costs are mainly comprised 

of labor costs and depreciation of property and 

equipment, reduced by grants from the OCS and 

capitalization of software development costs. Net 

research and development expenses decreased 

38.3% in 2003 to $3.7 million from $6.0 million in 

2002. The decreased spending on R&D recorded in 

2003, as compared with the previous year, reflects 

our efforts to make our development activity more 

efficient through reducing work force and salaries as 

well as increased capitalization of expenses. 

 

A portion of our R&D expenditures is funded by the 

OCS in accordance with programs entitling the 

Government to receive royalties on sales of products 

and services developed as a result of R&D projects 

so funded. Our net R&D expenditure benefited from 

OCS funding in the amounts of $134,000 in 2003 

and $699,000 in 2002.  

 

Capitalized software development costs increased 

66.7% to $4.5 million in 2003 compared with $2.7 

million in 2002. This increase reflects our efforts to 

accelerate development of our INSIGHT group of 

products for the insurance industry and develop 

additional features for Sapiens eMerge as well as 

currency fluctuation. 

 

Selling, Marketing, General and Administrative 

expenses, net. Selling, marketing, general and 

administrative, net expenses (“SG&A expenses”) 

consist primarily of salaries and other personnel-

related expenses, as well as commission and other 

costs associated with our sales and marketing 

efforts. General and administrative expenses include 

offices and office maintenance, communications, 

external consultants and other expenses. SG&A 

expenses in 2003 decreased 9.7% to $21.5 million 

from $23.8 million in 2002. The decrease in SG&A 

expenses in 2003 is the result of planned and 

consistent efficiency measures implemented by our 

management. These measures included, among other 

things, a decrease in the work force, reductions in 

salaries and office areas, improving procurement 

terms in all spheres. However, expressed as a 

percent of total revenues, SG&A expenses increased 

to 41.1% in 2003 from 36.7% in 2002, since 

although expenses were reduced, total revenues 

declined from 2002 at a greater rate.   

 

Taxes on Income.  The net tax benefit in 2003 was 

$19,000 compared with tax expenses of $1.4 million 

in 2002. The change in 2003 resulted because (a) 

payments made or accrued pursuant to the 

agreement with the Israeli Tax Authorities (the 

“ITA”) described in the next paragraph were lower 

in 2003 than in 2002; and (b) there was a decrease in 

tax obligations in other countries in which we 

operate. Our entire provision for taxes on income 

relates to operations in jurisdictions other than the 

Netherlands Antilles. The effective income tax rate 

varies from period to period as the result of the 

various jurisdictions in which we operate and where 

each one has its own system of taxation (not only 

with respect to the nominal rate, but also with 

respect to the allowance of deductions, credits and 
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other benefits). We record a valuation allowance to 

reduce our deferred tax assets to the amount that is 

more likely than not to be realized. We did not 

recognize a majority of the deferred tax assets 

relating to the net operating losses of our 

subsidiaries worldwide due to the uncertainty of the 

realization of such tax benefits in the foreseeable 

future. 

 

In December 2001, Sapiens Technologies (1982) 

Ltd. (“Technologies”), Sapiens Israel Software 

Systems Ltd., Sapiens International Corporation 

N.V. and Sapiens International Corporation B.V. 

entered into an agreement with the ITA following a 

tax audit. In accordance with this agreement’s 

provisions, we agreed to pay in installments an 

amount of approximately $1.0 million for the tax 

years through 1999. These payments were 

completed in November 2002. In addition, this 

agreement provided that we would have a contingent 

tax liability to pay an additional amount (the 

“additional amount”). The payment of the additional 

amount was contingent on Technologies obtaining 

certain approvals from the Investment Center 

regarding the status of the Approved Enterprise 

under the Encouragement of Investments Law. In 

July 2002, an agreement was reached between 

Technologies and the ITA, according to which the 

additional amount was determined to be $580,000. 

Payment of the additional amount was completed in 

October 2003. 

 

Net Loss.  Net loss for 2003 was $2.2 million, a 

decrease of 57.7% compared with a net loss of $5.2 

million in 2002. The decrease in loss in 2003 was 

primarily due to improved gross profit margins and 

lower operating expenses. 

 

Years ended December 31, 2001 and 2002 

 

Revenues. Total revenues in 2002 increased 2.2% to 

$64.8 million from $63.4 million in 2001. Product 

revenues in 2002 increased 23.9% to $42.0 million 

from $33.9 million in 2001. Consulting and other 

service revenues in 2002 decreased 22.7% to $22.8 

million from $29.5 million in 2001.  

 

Our product revenues for the year ended December 

31, 2002 rose mainly due to sales to existing 

customers of upgrades of Sapiens eMerge licenses to 

a new version coupled with successful results of 

increased sales and marketing efforts. The decline in 

consulting and other service revenues came as a 

result of lower revenues from consulting, while 

revenues from maintenance remained flat. 

Consulting revenues decreased primarily because the 

Company concentrated on activities with higher 

profit margins and did not take on activities with 

lower profit margins. 

 

Cost of Revenues and Gross Profits. Cost of 

revenues is mainly comprised of labor costs of 

software consultants and engineers, direct overhead 

of professional services, amortization of capitalized 

software development costs and royalties to the 

OCS. Cost of service revenues also includes 

depreciation of property and equipment. Our overall 

gross profit in 2002 increased 38.0% to $28.7 

million from $20.8 million in 2001. Overall gross 

profit increased in 2002 mainly as a result of 

increased product revenues in the revenues mix. 

Gross profit as a percentage of revenues increased 

by 35.1% to 44.3% in 2002 from 32.8% in 2001. 

 

Gross profit from product revenues increased 90.2% 

in 2002 to $19.4 million from $10.2 million in 2001. 

Gross margin from product revenues was 46.2% in 

2002, an increase of 53.5% compared with 30.1% in 

2001. The increases in gross profit and gross margin 

from product revenues resulted primarily from the 

relatively high proportion of licenses and license 

upgrades accompanied by improved product pricing 

and delivery efficiencies. The sales of licenses 

amounted to $10.2 million and $11.5 million in the 

years 2002 and 2001, respectively. 

 

Royalty expense pursuant to the OCS funding 

programs, included in cost of products, increased 

6.7% to $1.6 million in 2002 from $1.5 million in 

2001. The growing liability to the OCS from year to 

year resulted from the sale of a larger proportion of 

products using technologies based on research and 

development funded by the OCS. 

 

The salaries and other personnel-related expenses 

component of the costs of product revenues was 

42.1% and 51.9% of product revenue in the years 

2002 and 2001, respectively. This positive ratio 

trend reflects the material contribution of improved 

efficiency and better utilization of our professional 

teams and helped to offset the increased spending on 
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royalties to the OCS. As a result, gross margins 

improved from 2001 to 2002. 

 

Amortization of capitalized software decreased 

37.0% to $2.9 million in 2002 compared with $4.6 

million in 2001. 

 

Gross profit from consulting, maintenance and other 

services decreased 12.3% to $9.3 million in 2002 

from $10.6 million in 2001. At the same time, gross 

margin from consulting, maintenance and other 

services improved 13.6% in 2002 to 40.8% from 

35.9% in 2001, mainly due to improved utilization 

of our professional resources and replacement of low 

margin consulting services with those that have 

higher margins. Improved efficiencies and better 

utilization of our maintenance professionals also 

contributed to the improvement in gross margin 

from our maintenance services. 

 

Research and Development, net. R&D costs are 

mainly comprised of labor costs and depreciation of 

property and equipment net of grants from the OCS. 

Net research and development expenditures 

increased 9.1% in 2002 to $6.0 million from $5.5 

million in 2001. The increased spending on R&D 

recorded in 2002 as compared with the previous 

year, as well as the increased dedication of company 

resources to new product development, reflect our 

efforts to accelerate development of specially-

designed products for the insurance industry such as 

Policy INSIGHT, Closed Books INSIGHT and 

Claims INSIGHT. A portion of our R&D 

expenditures is funded by the OCS pursuant to 

programs entitling the Government to receive 

royalties on sales of products developed as a result 

of R&D projects so funded. Our net R&D 

expenditure benefited from OCS funding in the 

amounts of $699,000 in 2002 and $1.6 million in 

2001. Capitalized software development costs 

decreased 32.5% to $2.7 million in 2002 compared 

with $4.0 million in 2001. 

 

Selling, Marketing, General and Administrative 

expenses, net. SG&A expenses consist primarily of 

salaries and other personnel-related expenses. In 

addition, selling and marketing expenses also 

include commission and other costs associated with 

our sales and marketing efforts while general and 

administrative expenses also include facilities, 

communications and external consultants.  SG&A 

expenses in 2002 decreased 17.1% to $23.8 million 

from $28.7 million in 2001.  The decrease in SG&A 

expenses in 2002 is the result of continuing the 

aggressive cost efficiency program that management 

implemented beginning in 2001. We lowered payroll 

and headcount related expenses by reducing 

headcount (which accounted for $1.2 million of the 

decrease) and we lowered other operating expenses 

by $3.7 million. At the same time, we maintained 

marketing, promotional activity and related expenses 

in 2002 in order to support and accelerate the 

implementation of our strategy of penetrating the 

insurance industry as a targeted market. Expressed 

as a percent of total revenues, SG&A expenses 

decreased to 36.7% in 2002 from 45.3% in 2001, 

representing a significant factor in our improving 

overall operating margins over that period.   

 

Restructuring expenses. On December 31, 2002 we 

recorded a restructuring charge in the amount of 

$0.5 million, compared to no such charge in 2001. 

The restructuring charge in 2002 represented 

involuntary termination benefits for approximately 

40 employees whose employment was terminated as 

part of our recovery plan for the year 2002. As part 

of the same plan, the employment of 33 additional 

employees was terminated with no related 

restructuring charge. The restructuring plan was 

aimed at streamlining the Company by improving 

gross margins performance and realignment of 

SG&A organization and costs in order to better 

support the needs of our market and customers.  

 

Taxes on Income.  The tax expenses in 2002 were 

$1.4 million, an increase of 100% compared with tax 

expenses of $0.7 million in 2001. The increase in 

2002 is due primarily to payments made in 2002 

pursuant to the agreement with the Israeli tax 

authorities described in “Taxes on Income” in the 

section above entitled “Years ended December 31, 

2002 and 2003.”  

 

Net Loss.  Net loss for 2002 was $5.2 million, a 

decrease of 71.1% compared with a net loss of $18.0 

million for 2001. The decrease in net loss in 2002 

was primarily due to improved gross profit margins 

and lower operating and financial expenses. 
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B. Liquidity and Capital Resources 

 

Cash, cash equivalents, marketable securities and 

short-term investments at the end of 2003 were 

$32.8 million, compared with $23.7 million at the 

end of 2002. The increase is due mainly to the net 

proceeds of $16.7 million of our offering of 

convertible debentures in December 2003, described 

below, reduced by cash used in investing and 

financing activities.  

 

Net cash provided by operating activities was 

$281,000 in 2003 compared with $5.0 million net 

cash provided by operating activities in 2002. This 

change reflects approximately the loss results for 

2003. 

 

Net cash used in investing activities was $6.7 

million in 2003, compared with $3.7 million in 

2002. The principal uses of cash were the purchase 

of property and equipment, capitalized software 

development costs and the purchase of marketable 

securities and short-term deposits. 

 

Net cash provided by financing activities totaled 

$15.7 million in 2003, compared with $4.3 million 

in 2002. The main source of cash provided by 

financing activities was an offering of convertible 

debentures on the Tel Aviv Stock Exchange in 

December 2003. The offering resulted in gross 

proceeds to us of approximately $17.1 million. The 

debentures were offered in units which included 

options to purchase additional debentures and with 

warrants to purchase our common shares. Options 

which were exercised by non-affiliates of the 

Company before their expiry date resulted in 

additional gross proceeds of approximately $1.6 

million to the Company in the first quarter of 2004. 

 

As of May 15, 2004, we had received approval from 

the banks which finance our activities, either in 

writing or in principle, to extend the period of our 

existing credit lines in an amount of up to $26 

million until March 31, 2005.  

 

As a condition for receiving credit from our lender 

banks, we undertook, among other things, (a) not to 

charge or sell the Company’s assets to any entity 

whatever without the advance written consent of the 

banks, (b) that the total of our debts and obligations 

to the banks will not at any time exceed $26 million, 

(c) that the difference between the total of our debts 

and obligations to the banks and our cash and cash 

equivalents will not exceed $6 million, and (d) that 

the total of our debts and obligations to the banks 

minus cash and cash equivalents will not exceed 

70% of our accounts receivable. In addition, we 

undertook that our quarterly earnings before income 

tax, depreciation and amortization (operating income 

plus depreciation and amortization) will not be less 

than the following amounts during 2004: $500 

thousand in the first quarter, $750 thousand in the 

second quarter, $850 thousand in the third quarter 

and $1.1 million in the fourth quarter. Among 

themselves, the banks are entitled to repayment of 

our debts in proportion to our debts to each bank. As 

part of the original loan agreements, we granted the 

banks warrants to purchase certain amounts of our 

common shares; and as a result of negotiations 

regarding the extension of our loan agreements, the 

assets of our subsidiaries in the United States and 

United Kingdom will be subject to floating liens. 

 

During 2003, we did not fulfill the covenant 

formerly contained in our loan agreements 

pertaining to maintenance of cumulative, quarterly 

earnings at certain levels, but we received waivers 

from the lending banks of the necessity of fulfilling 

such covenant. Following renegotiation of our loan 

agreement, we fulfilled all covenants during the first 

quarter of 2004. However, there can be no assurance 

that we will continue to fulfill these covenants or, if 

we do not fulfill one or more of these covenants, that 

we will continue to receive from our lender banks 

waivers of the necessity of fulfilling such covenants. 

 

During 2003, we repaid the final installments 

totaling approximately $4.1 million relating to 

convertible debentures that we issued in 1992. 

 

Management believes that available working capital 

and credit lines will be sufficient for at least the next 

12 months to support our operating and financing 

requirements. We may consider other financing 

alternatives to finance strategic goals and future 

growth.  
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REPORT OF INDEPENDENT AUDITORS 

 

To the Shareholders of 

 

SAPIENS INTERNATIONAL CORPORATION N.V. 

 
 
 

We have audited the consolidated balance sheets of Sapiens International Corporation N.V. (“the Company”) and its 
subsidiaries as of December 31, 2002 and 2003, and the related consolidated statements of operations, changes in shareholders’ 
equity and cash flows for each of the three years in the period ended December 31, 2003. These financial statements are the 
responsibility of the Company’s management. Our responsibility is to express an opinion on these financial statements based 
on our 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. An audit includes examining, on a test basis, evidence supporting the amounts and 
disclosures in the financial statements. An audit also includes assessing the accounting principles used and significant estimates 
made by management as well as evaluating the overall financial statement presentation. We believe that our audits provide a 
reasonable basis for our opinion. 

 
 
In our opinion, the consolidated financial statements referred to above, present fairly, in all material respects, the 

consolidated financial position of the Company and its subsidiaries as of December 31, 2002 and 2003, and the results of their 
operations and cash flows for each of the three years in the period ended December 31, 2003, in conformity with U.S. generally 
accepted accounting principles. 

 
 
As discussed in Note 2j to the consolidated financial statements, the Company adopted the provisions of Statement of 

Accounting Standard No. 141, “Business Combinations”, and Statement of Accounting Standard No. 142, “Goodwill and 
Other Intangible Assets”, effective January 1, 2002. 
 
 
 
 /s/ KOST FORER GABBAY & KASIERER 
 

Tel-Aviv, Israel KOST FORER GABBAY & KASIERER
February 9, 2004 A Member of Ernst & Young Global 

 

 
ERNST & YOUNG 
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CONSOLIDATED BALANCE SHEETS 

U.S. dollars in thousands 
 
 

 December 31, 

 2002  2003 

ASSETS   
   
CURRENT ASSETS:   

Cash and cash equivalents $ 22,001 $ 31,775 
Marketable securities and short-term deposits (Note 3) 1,652 1,039 
Trade receivables (net of allowance for doubtful accounts of $4,001 and  

$529 as of December 31, 2002 and 2003, respectively) (Note 4) 10,405 9,133 
Other receivables and prepaid expenses (Note 5) 5,842 5,647 

   
Total current assets 39,900 47,594 
   
PROPERTY AND EQUIPMENT, NET (Note 6) 3,426 3,060 
   
OTHER ASSETS:   

Capitalized software development costs, net of accumulated amortization of 
$21,072 and $24,881 as of December 31, 2002 and 2003, respectively  
(Note 8a) 8,170 11,282 

Goodwill (Note 7) 8,621 8,621 
Other, net (Note 8) 5,035 6,166 

   
Total other assets 21,826 26,069 
   
Total assets $ 65,152 $ 76,723 

 
 
 
 
The accompanying notes are an integral part of the consolidated financial statements. 
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CONSOLIDATED BALANCE SHEETS 

U.S. dollars in thousands (except share and per share data) 
 
 December 31, 

 2002  2003 

LIABILITIES AND SHAREHOLDERS’ EQUITY   
   
CURRENT LIABILITIES:   

Short-term bank credit (Note 10a) $ 5,006 $ 9,390 
Current maturities of long-term debt (Note 10c) 4,477 189 
Trade payables 2,578 2,619 
Deferred revenues 3,683 3,254 
Other liabilities and accrued expenses (Note 9) 14,541 11,054 
   

Total current liabilities 30,285 26,506 
   
LONG-TERM LIABILITIES:   

Convertible debt, warrants and options (Note 10b) - 16,672 
Other long-term liabilities (Note 10c) 7,787 8,111 

   
 7,787 24,783 
   
REDEEMABLE SHARES IN A SUBSIDIARY (Note 1c) 11,185 11,505 
   
COMMITMENTS AND CONTINGENT LIABILITIES (Note 11)   
   
SHAREHOLDERS’ EQUITY (Note 14):   

Share capital:   
Preferred shares: Authorized - None and 1,000,000 of €2.30 par value at 

December 31, 2002 and 2003; Issued and outstanding - None at 
December 31, 2002 and 2003 - - 

Common shares: Authorized - 20,000,000 of €2.30 par value at December 31, 
2002 and 2003; Issued - 11,028,909 and 11,035,729 at December 31, 2002 
and 2003, respectively; Outstanding: 10,987,115 and 10,993,935 at 
December 31, 2002 and 2003, respectively 23,773 23,788 

Additional paid-in capital  82,648 82,120 
Deferred stock compensation (21) - 
Treasury shares (2,423) (2,423)
Note receivable from a related party shareholder (975) (975)
Accumulated other comprehensive loss (3,820) (3,107)
Accumulated deficit (83,287) (85,474)

   
Total shareholders’ equity 15,895 13,929 
   
Total liabilities and shareholders’ equity $ 65,152 $ 76,723 

 
 
The accompanying notes are an integral part of the consolidated financial statements. 
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CONSOLIDATED STATEMENTS OF OPERATIONS 

U.S. dollars in thousands (except per share data) 
 
 

 Year ended December 31, 

 2001 2002  2003 

Revenues (Note 15b):    
Products $ 33,924 $ 42,008 $ 32,580 
Consulting and other services 29,511 22,820 19,738 

Total revenues 63,435 64,828 52,318 
    
Cost of revenues:    

Products 23,711 22,567 17,489 
Consulting and other services 18,902 13,543 11,118 

    
Total cost of revenues 42,613 36,110 28,607 
    
Gross profit 20,822 28,718 23,711 
    
Operating expenses:    

Research and development, net (Note 16a) 5,458 6,017 3,656 
Selling, marketing, general and administrative, net 28,725 23,782 21,539 
Restructuring costs (Note 1b) - 481 - 

    
Total operating expenses 34,183 30,280 25,195 
    
Operating loss 13,361 1,562 1,484 
Financial expenses, net (Note 16b) 3,187 971 958 
Other expenses (income), net 665 1,173 (244)
    
Loss before taxes on income 17,213 3,706 2,198 
Taxes on income (benefit) (Note 13) 726 1,408 (19)
    
 17,939 5,114 2,179 
Minority interest in earnings of a subsidiary 31 39 8 
    
Net loss $ 17,970 $ 5,153 $ 2,187 

    
Basic and diluted net loss per share (Note 2s) $ 3.91 $ 1.03 $ 0.20 

    
Weighted-average number of shares used in computing basic 

and diluted net loss per share 4,600 4,999 10,693 

 
 
 
The accompanying notes are an integral part of the consolidated financial statements. 
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CONSOLIDATED STATEMENTS OF CASH FLOWS 

U.S. dollars in thousands 
 
 
 Year ended December 31, 

 2001 2002  2003 

Cash flows from operating activities:    
Net loss $ (17,970) $ (5,153) $ (2,187) 
Adjustments to reconcile net loss to net cash provided by (used 

in) operating activities:    
Depreciation, amortization and impairment 9,555 4,818 3,881 
Amortization of deferred gain on sale - leaseback transaction (3) - - 
Gain on sale of marketable securities (124) - - 
Loss on sale of bonds - - 77 
Loss (gain) on disposal of property and equipment 417 24 (15) 
Amortization expense on re-priced options 107 47 21 
Decrease in trade receivables 13,372 8,190 2,415 
Decrease (increase) in other receivables and prepaid 

expenses (82) 180 552 
Decrease in deferred income taxes, net 50 407 110 
Decrease in trade payables (2,664) (960) (185) 
Increase (decrease) in deferred revenues (1,347) 1,805 (829) 
Decrease in other liabilities and accrued expenses (4,230) (4,509) (3,826) 
Accrued interest on redeemable shares in a subsidiary 270 474 320 
Gain on payment of convertible subordinated notes - (409) (61) 
Minority interests in earnings of a subsidiary 31 39 8 

     
Net cash provided by (used in) operating activities (2,618) 4,953 281 
    
Cash flows from investing activities:    

Purchase of property and equipment (508) (1,011) (750) 
Increase in capitalized software development costs (3,967) (2,732) (4,539) 
Decrease (increase) in restricted cash (2,500) 2,500 - 
Purchase of marketable securities and short-term deposits  (2,883) (1,618) (3,000) 
Proceeds from sale of marketable securities and short-term 

deposits 5,573 - 3,541 
Proceeds from sale of property and equipment 96 128 39 
Payment for acquisition of IMA  (66) - - 
Payment for acquisition of Syspart  - (957) (496) 
Payment for acquisition of SAIC  (41) - - 
    

Net cash used in investing activities (4,296) (3,690) (5,205) 

 
 
 
The accompanying notes are an integral part of the consolidated financial statements. 
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CONSOLIDATED STATEMENTS OF CASH FLOWS 

U.S. dollars in thousands 
 
 

 Year ended December 31, 

 2001 2002 2003 

Cash flows from financing activities:    
Redemption of redeemable shares in subsidiary  (4,234) - - 
Proceeds from issuance of Series “F” convertible Preferred shares 

and warrants, net 9,879 - - 
Conversion of Series “F” Preferred shares and exercise of 

warrants (issuance expenses) - 10,000 (44) 
Proceeds from employee stock options exercised - 12 27 
Proceeds from issuance of convertible debt, net - - 16,193 
Proceeds from issuance of options (Series A), net - - 17 
Proceeds from issuance of warrants (Series 1), net - - 462 
Increase (decrease) in short-term bank debt, net 772 (10,621) 2,501 
Payment of convertible subordinated notes  - (2,316) (4,144) 
Principal payment of long-term liabilities (202) (260) (279) 
Proceeds from long-term bank loans 211 7,500 1,000 
Convertible debt issuance expenses - - (1,496) 
    

Net cash provided by financing activities 6,426 4,315 14,237 
    
Effect of exchange rate changes on cash and cash equivalents (463) 336 461 
    
Increase (decrease) in cash and cash equivalents (951) 5,914 9,774 
Cash and cash equivalents at the beginning of year 17,038 16,087 22,001 
    
Cash and cash equivalents at the end of year $ 16,087 $ 22,001 $ 31,775 

    
Supplemental cash flow activities:  

Cash paid during the year for:   
Interest $ 1,440 $ 820 $ 704 

   
Income taxes $ 471 $ 1,235 $ 214 

  
Non-cash transactions:  

Revaluation of Syspart acquisition against liability $ 471 $ - $ - 

 
 
 
 
The accompanying notes are an integral part of the consolidated financial statements. 
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NOTE 1: BUSINESS AND ORGANIZATION 
 

a. General: 
 

Sapiens International Corporation N.V. (“the Company”), which operates through its 
worldwide subsidiaries, is a provider of rapidly deployed business software solutions that 
support its clients’ core business processes, such as insurance claims processing, 
loan/mortgage management and other key business solutions. The Company focuses on the 
insurance industry and has delivered, or is in the process of developing, customizable, 
component-based solutions for insurance claims processing, closed-books administration, 
policy administration and multi-channel connectivity. The Company also provides a 
specialized solution for the migration of European IT systems to the Euro currency. 
 
The Company’s solutions, which are based on the Sapiens eMerge™ technology, consist 
primarily of rapid application development, integration of legacy systems into new 
applications and technologies, mapping and management of enterprise IT assets and 
reengineering services. 
 
Revenues from a major customer accounted for 5%, 9% and 19% in the years ended 
December 31, 2001, 2002 and 2003, respectively. 
 

b. Restructuring costs: 
 
In 2002, the Company recorded restructuring charges at approximately $500,000, all of 
which was paid in 2002. The restructuring costs consist of employee termination benefits 
associated with the involuntary termination of approximately 40 employees, accounted for in 
accordance with EITF 94-3, “Liability Recognition for Certain Employee Termination 
Benefits and Other Costs to Exit an Activity (Including Certain Costs Incurred in a 
Restructuring)” (“EITF 94-3”) and SAB 100, “Restructuring and Impairment Charges” 
(“SAB 100”). 
 
The terminations resulted from the Company’s strategy to reduce costs and restore 
profitability. 

 
c. Investment in eZoneXchange: 
 

In April 2000, the Company completed a private placement of 600,000 shares of Common 
stock (“investors’ shares”) in its wholly-owned subsidiary, eZoneXchange.com, Inc. 
(“eZoneXchange”), for $ 15 million. The investors also received a warrant to purchase an 
additional 2.25% of the Common stock of eZoneXchange at the same private placement share 
price of $25 per share. As part of the transaction, the Company entered into a Put/Call 
Agreement pursuant to which the investors were granted the right (exercisable in whole or in 
part) to cause the Company during the put option exercise period (May 4, 2004 through 
May 3, 2005) to repurchase the investors’ shares at the principal amount of the investors’ 
investment plus 5% annual interest accrued thereon from May 4, 2000.  
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NOTE 1: BUSINESS AND ORGANIZATION (Cont.) 

 
The Put/Call Agreement provides that 50% of the consideration from the investors’ shares 
will be paid in cash and 50% in the Company’s Common shares to be valued according to the 
average closing market price of the Company’s Common share over the 14-day trading 
period preceding the date of issuance of the put consideration. The agreement also included a 
call option which grants the Company the option to purchase the investors’ shares at a price 
of $30 in the first two years after the investment date, $37.5 in the third year, and $45 in the 
fourth year. The purchase price will be multiplied by the percentage of shares purchased. The 
exercise period will last until the earlier of the fifth anniversary of the investment date, an 
acquisition of, or an IPO by eZoneXchange.  
 
During February 2001, the Company decided to close the operations of eZoneXchange, and 
repurchased 173,100 of the investors’ shares with a cash repayment of $4.5 million for 
principal and interest, according to an amendment to the Put/Call Agreement. As a result, the 
amount of the principal portion of the redeemable shares in a subsidiary to be repaid in cash 
was decreased by $4.2 million, net of expenses. In addition, in accordance with the 
amendment, if the market price of the Company’s Common share reaches $10 per share, the 
investors will have the right to put 192,333 shares of its eZoneXchange stocks in return for 
the Company’s 363,776 Common shares at a price of $13.75 per share. No interest is accrued 
for the amended portion of the investment. The remaining portion of the investment to be 
repaid in shares (approximately $2.5 million) will continue to be subject to the original terms 
of the Put/Call Agreement. The amendment terminated the Company’s call option. 
 
See Note 17, Subsequent Events, for an agreement signed with the investors in March 2004. 

 
 

NOTE 2: SIGNIFICANT ACCOUNTING POLICIES 

 
The consolidated financial statements have been prepared in accordance with accounting principles 
generally accepted in the United States (“U.S. GAAP”). 
 
a. Use of estimates: 
 

The preparation of financial statements in conformity with generally accepted accounting 
principles requires management to make estimates and assumptions that affect the reported 
amounts in the financial statements. Actual results could differ from those estimates. 
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NOTE 2: SIGNIFICANT ACCOUNTING POLICIES (Cont.) 

 
b. Financial statements in U.S. dollars: 
 

A substantial portion of the Company’s financing is made in U.S. dollars (“dollar”). In 
addition, a substantial portion of the Company’s and certain of its subsidiaries’ costs is 
incurred in dollars. A majority of the revenues of the Company and certain of its subsidiaries 
is generated in dollars. Company’s management believes that the dollar is the primary 
currency of the economic environment in which the Company and those subsidiaries operate. 
Thus, the functional and reporting currency of the Company and these certain subsidiaries is 
the dollar. 

 
Accordingly, monetary accounts maintained in currencies other than the dollar are re-
measured into U.S. dollars in accordance with Statement of the Financial Accounting 
Standard Board No. 52, “Foreign Currency Translation” (“SFAS No. 52”). All transaction 
gains and losses of the re-measurement of monetary balance sheet items are reflected in the 
consolidated statements of operations as financial income or expenses as appropriate. 

 
The financial statements of foreign subsidiaries whose functional currency is not the dollar, 
have been translated into dollars. All balance sheet accounts have been translated using the 
exchange rates in effect at the balance sheet date. Statements of operations amounts have 
been translated using the average exchange rate for the period. The resulting translation 
adjustments are reported as accumulated other comprehensive income (loss), in shareholders’ 
equity. 
 
Foreign currency translation differences included in the financial income (loss) amounted to 
approximately $(1.5) million, $160,000 and $238,000 for 2001, 2002 and 2003, respectively. 

 
c. Principles of consolidation: 
 

The consolidated financial statements include the accounts of the Company and its majority-
owned subsidiaries. Intercompany balances and transactions have been eliminated upon 
consolidation. 

 
d. Cash equivalents: 
 

Cash equivalents are short-term highly liquid investments that are readily and convertible to 
cash, with maturities of three months or less at the date of acquisition. 
 

e. Short-term bank deposits: 
 

Bank deposits with maturities of more than three months but less than one year are included 
in short-term bank deposits. Such bank deposits are stated at cost. 
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NOTE 2: SIGNIFICANT ACCOUNTING POLICIES (Cont.) 

 
f. Marketable securities: 
 

Management determines the proper classification of investments in marketable debt and 
equity securities at the time of purchase and reevaluates such designations as of each balance 
sheet date. All securities covered by Statement of Financial Accounting Standard No. 115, 
“Accounting for Certain Investments in Debt and Equity Securities” (“SFAS No. 115”), were 
designated as available-for-sale. Accordingly, these securities are stated at fair value, with 
unrealized gains and losses reported in a separate component of shareholders’ equity, 
accumulated other comprehensive loss. Realized gains and losses on sales of investments, as 
determined on a specific identification basis, are included in the consolidated statement of 
operations as financing income (expense). 

 
g. Property and equipment, net: 
 

Property and equipment are stated at cost, net of accumulated depreciation using the straight-
line method over the estimated useful lives of the assets: 
 
Equipment and furniture  4 - 15 years 
Computer equipment and software  3 - 5 years 
Motor vehicles  3 - 7 years 
Leasehold improvements  

 
Over the shorter of the term of the lease 
or the estimated useful life of the asset 

 
h. Impairment of long-lived assets: 
 
 The Company’s long-lived assets and certain identifiable intangibles are reviewed for 

impairment in accordance with Statement of Financial Accounting Standard No. 144, 
“Accounting for the Impairment or Disposal of Long-Lived Assets” (“SFAS No. 144”), 
whenever events or changes in circumstances indicate that the carrying amount of an asset 
may not be recoverable. Recoverability of assets to be held and used is measured by a 
comparison of the carrying amount of an asset to the future undiscounted cash flows expected 
to be generated by the assets. If such assets are considered to be impaired, the impairment to 
be recognized is measured by the amount by which the carrying amount of the assets exceeds 
the fair value of the assets. As of December 31, 2003, no impairment losses have been 
identified. 
 
Before the adoption of SFAS No. 144 the Company evaluated the recoverability of long-lived 
assets annually and the appropriateness of the amortization period based on the estimated 
future undiscounted cash flows derived from the asset. In 2001, such impairments were 
indicated and the Company recognized impairment loss in the amount of $519,000, which 
was included in the marketing, selling, general and administrative expenses  
 

i. Capitalized software development costs: 
 

Research and development costs incurred in the process of developing new products or 
product improvements, are charged to expense as incurred, net of participation by the Office 
of the Chief Scientist in Israeli’s Ministry of Industry and Trade (“the OCS”). 
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NOTE 2: SIGNIFICANT ACCOUNTING POLICIES (Cont.) 

 
Statement of Financial Accounting Standard No. 86, “Accounting for the Costs of Computer 
Software to be Sold, Leased or Otherwise Marketed” (“SFAS No. 86”), requires 
capitalization of certain software development costs subsequent to the establishment of 
technological feasibility. Based on the Company’s product development process, 
technological feasibility is established upon completion of a detailed program design. 
 
Significant costs incurred by the Company and its subsidiaries between the establishment of 
technological feasibility and the point at which the product is ready for general release have 
been capitalized. 
 
Capitalized software costs are amortized by the greater of the amount computed using: (i) the 
ratio that current gross revenues from sales of the software bear to the total of current and 
anticipated future gross revenues from sales of that software, or (ii) the straight-line method 
over the estimated useful life of the software product (three to five years). The Company 
assesses the recoverability of this intangible asset on a regular basis by determining whether 
the amortization of the asset over its remaining life can be recovered through undiscounted 
future operating cash flows from the specific software product sold. Based on its most recent 
analyses, management believes that no impairment of capitalized software development costs 
exists as at December 31, 2003. 
 

j. Goodwill: 
 
Goodwill represents excess of the costs over the net assets of businesses acquired. Under 
SFAS No. 142, “Goodwill and Other Intangible Assets” (“SFAS No. 142”) goodwill acquired 
in a business combination on or after July 1, 2001, is not amortized. Goodwill that arose from 
acquisitions prior to July 1, 2001 was amortized until December 31, 2001, on a straight-line 
basis over 3.5 to 10 years. 

 
SFAS No. 142 requires goodwill to be tested for impairment on adoption and at least 
annually thereafter or between annual tests in certain circumstances, and written down when 
impaired, rather than being amortized as previous accounting standards required. Goodwill 
attributable to each of the reporting units is tested for impairment by comparing the fair value 
of each reporting unit with its carrying value. Fair values are determined using discounted 
cash flows, market multiples and market capitalization. Significant estimates used in the 
methodologies include estimates of future cash flows, future short-term and long-term growth 
rates, weighted average cost of capital and estimates of market multiples for each of the 
reportable units.  
 
During 2001, prior to the adoption of FAS No. 142 by the Company, an impairment of 
goodwill was recorded in the amount of $204,000, which was included in the marketing, 
selling, general and administrative expenses. 
 
As of December 31, 2003, no additional impairment losses have been identified. 
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NOTE 2: SIGNIFICANT ACCOUNTING POLICIES (Cont.) 

 
k. Intangible assets: 

 
Intangible assets subject to amortization that arose from acquisitions prior to July 1, 2001, are 
being amortized on a straight-line over their useful life in accordance with APB Opinion No. 
17, “Intangible Assets”, and are stated at cost less accumulated amortization. Amortization is 
computed using the straight-line method as follows: 
 
Prepaid royalties  15 years 
Distribution rights  7 years 
Technology, usage rights and other intangible assets  5-8 years 

 
As of December 31, 2003, no impairment losses have been identified. 

 
l. Revenue recognition: 
 

Product revenues include software license sales and implementation and customization services 
(which include the sale of software technology and services). 
 
Revenues earned under software licensing agreements with end-users are recognized when all 
criteria outlined in Statement of Position No. 97-2 “Software Revenue Recognition” (“SOP No. 
97-2”) (as amended) are met. Revenues from license fees are recognized when persuasive 
evidence of an agreement exists, delivery of the product has occurred, no significant 
obligations with regard to implementation remain, the fee is fixed or determinable and 
collectibility is probable.  
 
The Company and its subsidiaries do not grant rights of return. 
 
Where software arrangements involve multiple elements, revenues are allocated to each 
element based on vendor specific objective evidence (“VSOE”) of the relative fair values of 
each element in the arrangement, in accordance with the “residual method” prescribed by 
Statement of Opinion No. 98-9. “Modification of SOP 97-2, Software Revenue Recognition 
With Respect to Certain Transactions” (“SOP No. 98-9”). The Company’s VSOE used to 
allocate the sales price to consulting, training and maintenance is based on the price charged 
when these elements are sold separately. License revenues are recorded based on the residual 
method.  
 
Under the residual method, revenue is recognized for the delivered elements when (1) there is 
VSOE of the fair values of all the undelivered elements other than those accounted for using 
long-term contract accounting, and (2) all revenue recognition criteria of SOP 97-2, as 
amended, are satisfied.  
 
Under certain circumstances license revenue consists of license fees received whereby under 
the terms of these license agreements the Company’s software is modified to that customer’s 
specific requirements. Fees are payable upon completion of agreed-upon milestones, such as 
delivery of specifications and technical documentation. Each license is designed to meet the 
specific requirements of the particular customer. 
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NOTE 2: SIGNIFICANT ACCOUNTING POLICIES (Cont.) 

 
Revenues from license fees that involve implementation and customization of the Company’s 
software to customer specific requirements are generated from fixed-price or time-and-
materials contracts. Such revenues are recognized in accordance with Statement of Position 
81-1 “Accounting for Performance of Construction-Type and Certain Production-Type 
Contracts”. Fixed-price contracts revenues are recognized using contract accounting on a 
percentage-of-completion method, over the period from signing of the license through to 
customer acceptance, in accordance with the “Input Method” or “Output Method”. The 
amounts of revenues recognized are based on the total license fees under the license 
agreement and the percentage to completion achieved. According to the “Input Method”, the 
percentage to completion is measured by monitoring progress using records of actual time 
incurred to date in the project compared to the total estimated project requirement, which 
corresponds to the costs related to earned revenues. According to the “Output Method”, the 
percentage to completion is determined by using engineering measurement methods. 
Estimates of total project requirements are based on prior experience of customization, 
delivery and acceptance of the same or similar technology, and are reviewed and updated 
regularly by management. After delivery, if uncertainty exists about customer acceptance of 
the software, license revenue is not recognized until acceptance. Provisions for estimated 
losses on uncompleted contracts are made in the period in which such losses are first 
determined, in the amount of the estimated loss on the entire contract. As of December 31, 
2003, no such estimated losses were identified. Under time-and-materials contracts, the 
Company is reimbursed for labor hours at negotiated hourly billing rates. 
 
Estimated gross profit or loss from long-term contracts may change due to changes in 
estimates resulting from differences between actual performance and original forecasts. Such 
changes in estimated gross profit are recorded in results of operations when they are 
reasonably determinable by management, on a cumulative catch-up basis. 
 
The Company believes that the use of the percentage of completion method is appropriate as 
the Company has the ability to make reasonably dependable estimates of the extent of 
progress towards completion, contract revenues and contract costs. In addition, contracts 
executed include provisions that clearly specify the enforceable rights regarding services to 
be provided and received by the parties to the contracts, the consideration to be exchanged 
and the manner and the terms of settlement, including in cases of terminations for 
convenience. In all cases, the Company expects to perform its contractual obligations and its 
customers are expected to satisfy their obligations under the contract. 
 
Consulting and other services revenues also include training and post-contract maintenance 
services. Revenues from consulting, maintenance and training services are recognized ratably 
over the contractual period or as services are performed. 
 
Deferred revenues include amounts received from customers for which revenues have not yet 
been recognized. 
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NOTE 2: SIGNIFICANT ACCOUNTING POLICIES (Cont.) 

 
In November 2002, Emerging Issues Task Force (“EITF”) reached a consensus on Issue No. 
00-21, “Revenue Arrangements with Multiple Deliverables”. EITF Issue No. 00-21, which 
provides guidance on how to account for arrangements that involve the delivery or 
performance of multiple products, services and/or rights to use assets. The provisions of EITF 
Issue No. 00-21 applied to revenue arrangements entered into in fiscal periods beginning after 
June 15, 2003. Additionally, companies will be permitted to apply the consensus guidance in 
this issue to all existing arrangements as the cumulative effect of a change in accounting 
principle in accordance with APB Opinion No. 20, “Accounting Changes”. The adoption of 
EITF Issue No. 00-21 did not have a material impact upon the Company’s consolidated 
financial position, cash flows or results of operations.  
 

m. Advertising expenses: 
 

Advertising expenses are charged to the statement of operations as incurred. 
 
n. Government grants: 
 

Royalty-bearing grants from the Government of Israel for the funding of research and 
development projects are recognized at the time the Company is entitled to such grants on the 
basis of the related costs incurred, and are recorded as a reduction of research and 
development costs. 
 
The Company also received non-royalty-bearing grants from the Fund for the Encouragement 
of Marketing Activity. These grants are recognized at the time the Company is entitled to 
such grants, on the basis of the costs incurred, and included as a deduction of selling, 
marketing, general and administrative expenses. 

 
o. Income taxes: 
 

The Company and its subsidiaries account for income taxes in accordance with Statement of 
Financial Accounting Standard No. 109, “Accounting for Income Taxes” (“SFAS No. 109”). 
This Statement prescribes the use of the liability method whereby deferred tax assets and 
liability account balances are determined based on the differences between financial reporting 
and tax bases of assets and liabilities and are measured using the enacted tax rates and laws 
that will be in effect when the differences are expected to reverse. The Company and its 
subsidiaries provide a valuation allowance, if necessary, to reduce deferred tax assets to their 
estimated realizable value. 
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NOTE 2: SIGNIFICANT ACCOUNTING POLICIES (Cont.) 

 
p. Concentrations of credit risk: 
 

Financial instruments that potentially subject the Company and certain of its subsidiaries to 
concentrations of credit risk consist principally of cash and cash equivalents, marketable 
securities, short-term deposits and trade receivables. The Company’s cash, cash equivalents 
and short-term deposits are invested in deposits with major international financial institutions. 
Such deposits in the United States may be in excess of insured limits and are not insured in 
other jurisdictions. Management believes that the financial institutions that hold the 
Company’s investments are financially sound and, accordingly, minimal credit risk exists 
with respect to these investments.  
 
The Company’s trade receivables are derived from sales to large and solid organizations 
located mainly in Europe, North America and Israel. The Company performs ongoing credit 
evaluations of its customers and has established an allowance for doubtful accounts based 
upon factors surrounding the credit risk of specific customers and other information. In 
certain circumstances, the Company may require letters of credit, other collateral or 
additional guarantees. From time to time, the Company sells certain of its accounts receivable 
to financial institutions, within the normal course of business. Where receivables are sold 
without recourse to the Company, the relevant receivable is de-recognized and cash recorded. 
Where receivables are sold with full or partial recourse to the Company, the receivable is not 
de-recognized and a liability reflecting the obligation to the financial institution is recorded 
within financial debts until the Company’s liability is discharged through the financial 
institution receiving payment from the customer. 
 
The Company’s marketable securities include investments in debentures of non-U.S. 
corporation. Management believes that this corporation is financially sound, and accordingly, 
minimal credit risk exists with respect to these marketable securities. 
 
The Company and its subsidiaries had no off-balance-sheet concentration of credit risk such 
as foreign exchange contracts, options contracts or other foreign hedging arrangement as of 
December 31, 2003. 
 

q. Fair value of financial instruments: 
 

The estimated fair value of financial instruments has been determined by the Company using 
available market information and valuation methodologies. Considerable judgment is 
required in estimating fair values. Accordingly, the estimates may not be indicative of the 
amounts the Company could realize in a current market exchange. The carrying amounts of 
cash and cash equivalents, short-term deposits, marketable securities, trade accounts 
receivable, short-term bank credit and trade accounts payable approximate their fair values 
due to the short-term maturity of such instruments.  

 
The carrying amounts of the Company’s long-term borrowings arrangements approximate 
their fair value. Fair values were estimated using discounted cash flow analyses, based on 
prevailing market borrowing rates. 
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NOTE 2: SIGNIFICANT ACCOUNTING POLICIES (Cont.) 

 
r. Derivative and hedging: 

 
The Company accounts for derivatives and hedging based on Financial Accounting Standards 
Board Statement No. 133, “Accounting for Derivative Instruments and Hedging Activities” 

as amended (“SFAS No. 133”).  SFAS 133 requires companies to recognize all of its 
derivative instruments on the balance sheet at fair value. The accounting for changes in the 
fair value of a derivative instrument depends on whether it has been designated and qualifies 
as part of a hedging relationship and further, on the type of hedging relationship.  

 
The Company enters into forward exchange contracts to hedge certain transactions 
denominated in foreign currencies. The purpose of the Company’s foreign currency hedging 
activities is to protect the Company from risk that the eventual dollar cash flows from 
international activities will be adversely affected by changes in the exchange rates. The 
Company’s forward contracts did not qualify as hedging instruments under SFAS No. 133. 
Changes in the fair value of forward contracts are reflected in the consolidated statements of 
operations as financial income or expense. 

 
s. Basic and diluted net loss per share: 
 

Basic net loss per share is computed based on the weighted average number of Common 
shares outstanding during each year. Diluted net earnings per share is computed based on the 
weighted average number of Common shares outstanding during each year, plus dilutive 
potential Common shares considered outstanding during the year, in accordance with 
Statement of Financial Accounting Standard No. 128, “Earnings Per Share” (“SFAS No. 
128”). 

 
In 2001, 2002 and 2003, all outstanding stock options, convertible subordinate notes, 
convertible debt and warrants have been excluded from the calculation of the diluted net loss 
per Common share because all such securities were anti-dilutive for the period presented. The 
total weighted average number of shares related to the outstanding convertible Preferred 
shares, options and warrants excluded from the calculations of diluted net loss per share was 
3,265,349, 3,892,357 and 1,175,862 for the years ended December 31, 2001, 2002 and 2003, 
respectively. 
 

t. Stock-based compensation: 
 

The Company has elected to follow Accounting Principles Board Statement (“APB”) No. 25, 
“Accounting for Stock Options Issued to Employees” (“APB No. 25”) and FASB 
Interpretation No. 44, “Accounting for Certain Transactions Involving Stock Compensation” 
(“FIN No. 44”) in accounting for its employee stock option plans. Under APB No. 25, when 
the exercise price of an employee stock option is equivalent to or above the market price of 
the underlying stock on the date of grant, no compensation expense is recognized.  
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NOTE 2: SIGNIFICANT ACCOUNTING POLICIES (Cont.) 

 
The Company adopted the disclosure provisions of Financial Accounting Standards Board 
Statement No. 148, “Accounting for Stock-Based Compensation - transition and disclosure” 
(“SFAS No. 148”), which amended certain provisions of SFAS 123 to provide alternative 
methods of transition for an entity that voluntarily changes to the fair value based method of 
accounting for stock-based employee compensation, effective as of the beginning of the fiscal 
year. The Company continues to apply the provisions of APB No. 25, in accounting for 
stock-based compensation.  
 
Pro forma information regarding the Company’s net loss and net loss per share is required by 
SFAS No. 123 and has been determined as if the Company had accounted for its employee 
stock options under the fair value method prescribed by SFAS No. 123. 
 
The fair value for options granted in 2001, 2002 and 2003 is amortized over their vesting 
period and estimated at the date of grant using a Black-Scholes options pricing model with 
the following weighted average assumptions: 
 
  2001  2002  2003 
       
Dividend yield  0%  0%  0% 
Expected volatility  82%  97%  83% 
Risk-free interest  2.5%  2%  2% 
Expected life of up to  6 years  6 years  3.5 years 

 
Pro forma information under SFAS No. 123 is as follows: 
 
  Year ended December 31, 

  2001  2002 2003 

       
Net loss - as reported $ 17,970  $ 5,153 $ 2,187 
Less - stock-based employee 

compensation - intrinsic value (107)  (47) (21)

Add - stock-based employee compensation -
fair value 1,735  2,813 1,207 

     
Pro forma net loss $ 19,598  $ 7,919 $ 3,373 

Basic and diluted net loss per share -  
as reported $ 3.91  $ 1.03 $ 0.20 

Pro forma basic and diluted net loss per share $ 4.26  $ 1.58 $ 0.31 
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NOTE 2: SIGNIFICANT ACCOUNTING POLICIES (Cont.) 

 
u. Accrued severance pay: 

 
The liability of the Company’s subsidiaries in Israel for severance pay is calculated pursuant 
to Israeli severance pay law based on the most recent salary of the employees multiplied by 
the number of years of employment, as of the balance sheet date. Employees are entitled to 
one month’s salary for each year of employment or a portion thereof. The liability for all of 
its employees in Israel is fully provided by monthly deposits with insurance policies and by 
an accrual. The value of these policies is recorded as an asset in the Company’s consolidated 
balance sheet.  
 
The deposited funds include profits accumulated up to the balance sheet date. The deposited 
funds may be withdrawn only upon the fulfillment of the obligation pursuant to Israeli 
severance pay law or labor agreements. The value of the deposited funds is based on the cash 
surrendered value of these policies, and includes immaterial profits.  
 
Severance expenses for the years ended December 31, 2001, 2002 and 2003 amounted to 
approximately $1.0 million, $762,000 and $939,000, respectively.  

 
 In addition, the Company has various defined contribution plans for employees of its 

subsidiaries around the world. Most of the plans are those required according to the laws of 
the country in which the subsidiary operates. Contributions made under the plans are invested 
with financial institutions. Benefits under the plans are based on contributions from 
employees and the Company and earnings on insurance contracts or other investment 
instruments in which the contributions are invested. 

 
Expense for contributions made to these plans was $1.3 million, $1.2 million and $853,000 
for 2001, 2002 and 2003, respectively. 

 
v. Impact of recently issued accounting standards: 

 
In January 2003, the FASB issued Interpretation No. 46 (or FIN 46), “Consolidation of 
Variable Interest Entities.” FIN 46 requires a variable interest entity to be consolidated by a 
company if that company is subject to a majority of the risk of loss from the variable interest 
entity’s activities or entitled to receive a majority of the entity’s residual returns or both. A 
variable interest entity is a corporation, partnership, trust, or any other legal structures used 
for business purposes that either (a) does not have equity investors with voting rights or  (b) 
has equity investors that do not provide sufficient  financial resources  for the entity  to 
support  its activities. A variable interest entity often holds financial assets, including loans or 
receivables, real estate or other property.  A variable interest entity may be essentially passive 
or it may engage in research and development or other activities on behalf of another 
company. The consolidation requirements of FIN 46 apply immediately to variable interest 
entities created after January 31, 2003. The consolidation requirements apply to older entities 
in the first fiscal year or interim period ending after March 15, 2004. Certain of the disclosure 
requirements apply to all financial statements issued after January 31, 2003, regardless of 
when the variable interest entity was established. As of December 31, 2003, the Company 
does not expect the adoption to have a material effect on its consolidated financial statements. 
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NOTE 2: SIGNIFICANT ACCOUNTING POLICIES (Cont.) 

 
In April 2003, the FASB issued SFAS No. 149 (“SFAS 149”), “Amendment of Statement 
133 on Derivative Instruments and Hedging Activities.” SFAS 149 amends and clarifies (1) 
the accounting guidance on derivative instruments (including certain derivative instruments 
embedded in other contracts) and (2) hedging activities that fall within the scope of FASB 
Statement No. 133 (“SFAS 133”), “Accounting for Derivative Instruments and Hedging 
Activities.” SFAS 149 amends SFAS 133 to reflect decisions made (1) as part of the 
Derivatives Implementation Group (“DIG”) process that effectively required amendments to 
SFAS 133, (2) in connection with other projects dealing with financial instruments, and (3) 
regarding implementation issues related to the application of the definition of a derivative. 
SFAS 149 is effective (1) for contracts entered into or modified after June 30, 2003, with 
certain exceptions, and (2) for hedging relationships designated after June 30, 2003. The 
guidance is to be applied prospectively. 
 
Generally, SFAS 149 improves financial reporting by (1) requiring that contracts with 
comparable characteristics be accounted for similarly and (2) clarifying when a derivative 
contains a financing component that warrants special reporting in the statement of cash flows. 
SFAS 149 is not expected to have a material impact on the Company’s financial statements. 
 
In December 2003, the SEC issued Staff Accounting Bulletin (“SAB”) No. 104, “Revenue 
Recognition,” (“SAB No. 104”) which revises or rescinds certain sections of SAB No. 101, 
“Revenue Recognition,” in order to make this interpretive guidance consistent with current 
authoritative accounting and auditing guidance and SEC rules and regulations. The changes 
noted in SAB No. 104 did not have a material effect on the Company’s consolidated results 
of operations, consolidated financial position or consolidated cash flows. 
 

w. Reclassification: 
 

Certain prior years figures have been reclassified in order to conform with the 2003 
presentation. 

 
 
NOTE 3: MARKETABLE SECURITIES AND SHORT-TERM DEPOSITS 

 
At December 31, 2002 and 2003, the Company’s marketable securities were classified as available-
for-sale securities and were carried at fair value. Gross realized gains (losses) on sales of these 
securities included in earnings in 2001, 2002 and 2003 totaled $124,000, $0 and $(77,000), 
respectively. As of December 31, 2002, the Company had short-term deposits of $1,618,000 and 
marketable securities of $34,000. As of December 31, 2003, the Company’s investments consist of 
investment in a deposit of $1.0 million and in marketable securities in the amount of $39,000. 
 
The $1.0 million deposit was withdrawn in January 2004, subsequent to the balance sheet date. 

 

As for pledges see Note 12. 
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NOTE 4:- TRADE RECEIVABLES 

 
The Company’s trade receivables are composed of accounts receivable in the amounts of $9.9 
million and $6.4 million as of December 31, 2002 and 2003, respectively, and unbilled receivables 
in the amounts of $500,000 and $2.7 million as of December 31, 2002 and 2003, respectively. 
 
During 2003, the Company entered into several sales of receivables agreements with a financial 
institution. Accounts receivable sold under these agreements amounted to $2.5 million as of 
December 31, 2003. Expenses related to receivables sold are recorded in the consolidated statement 
of operations as financial expenses. 
 
Bad debt expenses totaled $1,931,000, $1,084,000 and $205,000 for the years ended December 31, 
2001, 2002 and 2003, respectively. 

 
 

NOTE 5: OTHER RECEIVABLES AND PREPAID EXPENSES 

 
 December 31, 

 2002  2003 

 U.S. dollars in thousands 

   
Sales and other taxes receivable $ 2,290 $ 2,311 
Prepaid expenses 1,332 1,602 
Deferred income taxes 860 849 
Government grants 742 50 
Other 618 835 
   
 $ 5,842 $ 5,647 

 
 
NOTE 6: PROPERTY AND EQUIPMENT, NET 

 
 Cost  Accumulated depreciation

 December 31, 

 2002 2003  2002 2003 

 U.S. dollars in thousands 

     
Equipment and furniture $ 2,231 $ 2,385 $ 1,323 $ 1,638 
Computer equipment and software 10,447 11,588 9,042 10,339 
Motor vehicles 198 195 112 139 
Leasehold improvements 1,989 2,280 962 1,272 
     
 $ 14,865 $ 16,448 $ 11,439 $ 13,388 

 
Depreciation expense totaled $2,318,000, $1,592,000 and $1,282,000 for the years ended 
December 31, 2001, 2002 and 2003, respectively.  

 
As for pledges see Note 12. 
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NOTE 7: GOODWILL 

 
The results of operations presented below for the three years ended December 31, 2001, 2002 and 
2003, reflect the impact on results of operations had the Company adopted the non-amortization 
provisions of SFAS No. 142 effective January 1, 2001: 
 
 Year ended December 31,  

 2001  2002  2003 

 U.S. dollars in thousands 

    
Reported net loss $ 17,970 $ 5,153 $ 2,187 
Goodwill amortization 1,345 - - 
    
Adjusted net loss $ 16,625 $ 5,153 $ 2,187 

    
Basic and diluted net loss per share:    

Reported net loss per share $ 3.91 $ 1.03 $ 0.20 
Goodwill amortization  0.29 - - 
    
Adjusted net loss per share $ 3.62 $ 1.03 $ 0.20 

 
 
NOTE 8: OTHER ASSETS, NET 

 
a. Amortization expenses for capitalized software development costs for 2001, 2002 and 2003,  

were $4.6 million, $2.9 million and $2.3 million, respectively. Amortization expenses are 
included in cost of products.  

 
b. Other assets, net of amortization, are comprised of the following: 
 

 Cost Accumulated amortization

 December 31, 

 2002 2003 2002 2003 

 U.S. dollars in thousands 

     
Prepaid royalties $ 2,083 $ 2,083 $ 1,371 $ 1,503 
Technology and usage rights 863 910 735 817 
Intangible assets and other 335 374 147 148 
Distribution rights 1,070 1,070 935 1,063 
Long-term deferred income taxes 3,872 3,779 - - 
Deferred debt issuance expenses*) - 1,496 - 15 
     
 $ 8,223 $ 9,712 $ 3,188 $ 3,546 

 
*) Related to the issuance of Debentures, Options (Series A) and Warrants (Series 1) (see 

Note 10b). 
 
Amortization of other assets charged to expenses was $563,000, $368,000 and $303,000 for 
2001, 2002 and 2003, respectively.  
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NOTE 8: OTHER ASSETS, NET (Cont.) 

 
As for impairments, see Note 2h. 
 

c. Estimated amortization expense of prepaid royalties, technology and usage rights, distribution 
rights and other intangible assets for the years ending: 

 

December 31,  
U.S. dollars in 

thousands 

   
2004  $ 180 
2005  166 
2006  149 
2007   133 
2008   59 
   
  $ 687 

 
 

NOTE 9: OTHER LIABILITIES AND ACCRUED EXPENSES 
 December 31, 

 2002  2003 

 U.S. dollars in thousands 

   
Employee and related payroll accruals $ 4,035 $ 3,167 
Sales and other taxes payable 2,915 1,601 
Accrued royalties to the OCS (Note 11a) 2,776 2,404 
Accrued expenses and other liabilities 4,815 3,882 
   
 $ 14,541 $ 11,054 

 
 
NOTE 10: DEBT 

 

a. Short-term bank debt: 
 

The Company and its subsidiaries have available unsecured revolving credit line facilities for 
borrowings of up to a total of $25.5 million as of December 31, 2003, of which $18.0 million 
is available until March 31, 2004 and $7.5 million is available until March 31, 2005. Under 
the terms of these credit line agreements, the Company and several of its subsidiaries recorded 
floating charges in favor of the banks and issued cross guaranties in support of the credit line 
facilities. Additionally, the Company is required to maintain certain financial ratios. As of 
December 31, 2003, the Company obtained the banks waivers on maintaining one of these 
financial ratios, for which the Company was not in compliance with. Management believes 
that maintaining these financial ratios within the next twelve months is probable. Borrowings 
under these agreements in U.S. dollars bear interest at rates ranging between the London 
Interbank Offered Rate (“LIBOR”) plus 1.75% to plus 1.95% and borrowings in New Israeli 
Shekels (“NIS”) bear interest at the prime rate of interest in Israel plus 0.7%. The Company 
had an unused credit line facility in the amount of approximately $9.1 million as of December 
31, 2003. As for warrants granted under the credit line agreement, see Note 14h. 
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NOTE 10: DEBT (Cont.) 

 
A portion of the Company’s short-term loans requires that the Company pledge cash or short-
term investments and record a floating charge as collateral for its borrowings (Note 12). 

 

    
Weighted average 

interest   
    December 31, December 31, 

    2002 2003 2002  2003 

  Linkage  % % U.S. dollars in thousands 

        
Credit lines  NIS *)  - 7.2 $ - $ 2,740 
  Euro **)  5 - 1,146 - 
        
Short-term loans  U.S. dollar *)  3.5 3.2 2,275 6,650 
  Pound sterling  5.5 - 1,585 - 
        
      $ 5,006 $ 9,390 

 
*) Including non-material amounts linked to the Euro. 
**) Including non-material amounts linked to the U.S. dollar and to the Pound Sterling. 

 
b. Convertible debt: 

 
During December 2003, the Company completed an offering of securities in the Tel-Aviv 
Stock Exchange (“TASE”) in Israel, resulting in gross proceeds of NIS 75.2 million 
(approximately $17.1 million). The price per unit was NIS 752 (approximately $171.14) with 
100,000 units sold. Each of the units consists of 800 Debentures (Series A), two Options 
(Series A) exercisable into Debentures (Series A) and six Warrants (Series 1) exercisable into 
Common shares of the Company.  
 
The Debentures (Series A) are linked to the US dollar and bear annual interest at the rate of 
6.0%, payable on the 5th of June and the 5th of December each year commencing on June 5, 
2004 and ending on December 5, 2009. Principal is payable in four installments on the 5th of 
December of the years 2006-2009. During the period beginning 45 days after the registration 
of the Debentures (Series A) for trading on TASE and ending November 21, 2009, the 
Debentures (Series A) are convertible into Common shares at a conversion rate of one 
Common share per each NIS 27 (approximately $6.14) amount of the Debentures, linked to 
the NIS/dollar exchange rate. The conversion rate is subject to certain technical adjustments, 
which have no accounting implications (stock dividend, stock split, reverse split). The 
Debentures (Series A) are unsecured.  
 
Each Option (Series A) is exercisable into 100 Debentures (Series A) no later than March 3, 
2004 at an exercise price of NIS 96 (approximately $21.85). See Note 17b, Subsequent 
Events, for options exercised subsequent to the balance sheet date. 
 
Each Warrant (Series 1) is exercisable into one Common share of the Company during the 
period beginning 45 days after the registration of the Debentures (Series A) for trading on 
TASE and ending November 21, 2007 at an exercise price of NIS 27 (approximately $6.14) 
linked to the US dollar.  
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NOTE 10: DEBT (Cont.) 

 
The Debentures, Options and Warrants will be traded on TASE only. Any Common shares 
issued upon conversion of the Debentures (Series A) or exercise of the Warrants (Series 1) 
will be traded on both TASE and NASDAQ.  
 
The offering was made to the public in Israel only in accordance with Israeli securities laws. 
It was not open to persons residing in the United States or to other US persons (other than 
distributors). The securities offered have not been registered under the Securities Act of 1933, 
as amended, and may not be offered or sold in the United States absent registration under 
such Act or an applicable exemption from registration.  
 
In accordance with APB No. 14, “Accounting for Convertible debt and Debt Issued with 
Stock Purchase Warrants”, EITF 98-5, “Accounting for Convertible Securities with 
Beneficial Conversion features or Contingently Adjustable Conversion Ratios”, and EITF 00-
27, “Application of issue No. 98-5 to Certain Convertible Instruments” (“EITF 00-27”),a 
portion of the proceeds of debt securities issued with detachable warrants is allocate to the 
Options (Series A) and the Warrants (Series 1), based on the relative fair values of the 
securities at time of issuance. Amounts allocated to the Options (Series A) and the Warrants 
(Series 1) are accounted for as liabilities, in accordance with EITF 00-19, “Accounting for 
Derivative Financial Instruments Indexed to, and Potentially Settled In, a Company’s Own 
Stock”, and SFAS No. 150, “Accounting for Certain Financial Instruments with 
Characteristics of Both Liabilities and Equity”, and are marked to market, based on their fair 
values in the TASE at each reporting date, against financial income (expense). 
 
In accordance with EITF 00-27, the commitment date of the Debentures (Series A) is the date 
the offering was completed and the measurement date of the Options (Series A) will be the 
exercise date of the Options (Series A). 
 
No beneficial conversion feature was recorded on the Debentures (Series A), because the 
effective conversion price of the Debentures (Series A) was higher than the fair value of the 
Common share on the commitment date.  
 
The total amount of the deemed discount on the Debentures (Series A) as a result of the 
issuance of the Options (Series A) and the Warrants (Series 1), and as a result of the issuance 
at a price lower than the Debentures par value, amounted to $1.57 million. The discount and 
the issuance expenses, which are classified to other assets, net, are amortized over a period of 
72 months, the term of the Debentures (Series A), using the interest method. At December 
31, 2003, the unamortized balance of the deemed discount on the Debentures (Series A) was 
$1.55 million. 
 
In the offering, one of the Company’s subsidiaries purchased NIS 2.2 million par value of the 
debentures. This investment, totaling $457,000, is deducted from the Debentures (Series A) 
in the consolidated balance sheet as of December 31, 2003. 
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NOTE 10: DEBT (Cont.) 

 
c. Other long-term liabilities: 

  Rate of  December 31, 

 Linkage interest Maturity 2002 2003 

  
 

%  
U.S. dollars 
in thousands 

Convertible subordinated 
notes (“Old Notes” - 
conversion price $160 per 
Common share) US Dollar 5 

September 
2003 $ 4,205 $ - 

      

Long-term loans *) US Dollar 2.85-3.6 

June 2004 
through 

March 2005 7,500 7,000 
      
Capital lease obligations  

(Note 11b) Euro 5 June 2005 150 117 
      
Other long-term debts **) Japanese Yen 2.1-2.8 February 2006 324 123 

       
    12,179 7,240 
Less - current maturities     (4,477) (189) 

       
    7,702 7,051 
Accrued severance pay    - 991 
Minority interest    85 69 

      
    $ 7,787 $ 8,111 

 

*) See Note 10a for covenants. 
**)  Including non-material amounts linked to other currencies. 

 

In 2002 and in the first half of 2003, the Company executed an early redemption of some of 
the convertible subordinated notes in the amount of approximately $3.95 million, which 
resulted in a gain of $409,000 in 2002 and $61,000 in 2003, recorded as other income. In 
September 2003, the remaining balance of the convertible subordinated notes were fully 
repaid. 

 
Long-term debt maturities after December 31, 2003, are as follows (U.S. dollars in 
thousands): 
2004  $ 189 
2005  7,051 
   
  $ 7,240 

 
Interest expense was $1.3 million, $1.0 million and $400,000 for 2001, 2002 and 2003, 
respectively. 
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NOTE 11: COMMITMENTS AND CONTINGENT LIABILITIES 

 
a. Sapiens Technologies Ltd. (hereafter - “Technologies”), a subsidiary incorporated in Israel, 

partially finances its research and development expenditures under programs sponsored by 
the “Office of the Chief Scientist” (“OCS”) of Israel for the support of certain research and 
development activities conducted in Israel. 

 
In exchange for participation in the programs by the OCS, the Company agreed to pay 3%-
3.5% of total net consolidated sales of software developed within the framework of these 
programs. The royalties will be paid up to a maximum amount equaling 100%-150% of the 
grant provided by the OCS, linked to the dollar and for grants received after January 1, 1999 
bear annual interest at a rate based on LIBOR. Repayment of such grants is not required in 
the event that there are no sales of products developed within the framework of such funded 
programs.  
 
Royalties paid or accrued amounted to $1.5 million, $1.6 million and $1.2 million in 2001, 
2002 and 2003, respectively. 
 
As of December 31, 2003, the Company had a contingent liability to pay royalties of 
approximately $8.5 million. 

 
b. The Company and its subsidiaries lease various office equipment, office space, and motor 

vehicles through operating and capital leases. Future minimum lease payments for the next 
five years and thereafter are as follows:  

 

 
Operating 

leases  
Capital 
leases 

 U.S. dollars in thousands 

    
2004 $ 2,530  $ 100 
2005 2,258  10 
2006 2,018  7 
2007 1,789  - 
2008 and thereafter 2,808  - 
    
Total future minimum lease payments $ 11,403  $ 117 

 
Amortization of assets recorded under capital leases is included in depreciation expenses. 
 
Rent expense for the years ended December 31, 2001, 2002 and 2003 was $2.6 million, $2.5 
million and $2.5 million, respectively. 

 
c. The Company is party to various legal proceeding and claims that arise in the ordinary course 

of business in the total aggregate amount of approximately $632,000. The Company based on 
the advice of its legal counsel, has provided for the expected implication of these proceedings 
and claims an amount of $100,000, in accordance with SFAS No. 5.  

 
d. As for tax assessments, see Note 13c.   
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NOTE 12: SECURITY INTERESTS AND PLEDGES 

 
The Company and several of its subsidiaries granted floating charges to certain financial institutions 
and issued cross guarantees in support of the credit facilities described in Note 10a above.  
 
All of the Company’s leased assets are pledged to the finance companies that provided the lease 
financing and the banks providing credit lines. The pledges are for various terms depending on the 
asset leased. 

 

The Company has provided bank guarantees in the amount of approximately $485,000 as security 
for the rent to be paid for its offices in Israel. The lease is valid for approximately six years. If the 
Company were to breach certain terms of its lease, the lessor could demand that the banks providing 
the guarantees pay amounts claimed to be due. 
 
The Company has provided bank guarantees in the amount of approximately $1,340,000 as security 
for the performance of various contracts with customers. If the Company were to breach certain 
terms of such contracts, the customers could demand that the banks providing the guarantees pay 
amounts claimed to be due. 
 
The Company has provided guarantees to banks in support of the credit facilities extended to two 
subsidiaries. In the case of the Company’s U.S. subsidiary, the guarantee is for $100,000; in the 
case of the Company’s U.K. subsidiary, the guarantee is for £100,000. Each such guarantee is 
provided for the term of the credit facility, such term being generally one year. If a subsidiary 
whose credit line has been guaranteed by the Company were to breach certain terms of its credit 
agreement, the lending bank could demand that the Company pay amounts claimed to be due. 

 
 
NOTE 13: TAXES ON INCOME 

 
a. Net operating losses carryforward: 
 

At December 31, 2003, the Company’s subsidiary in the U.S. had net operating loss 
carryforwards for U.S. federal income tax purposes of approximately $7 million and tax 
credits of approximately $200,000, which are available to offset future federal taxable income 
and expire in 2009 to 2023.  

 
Utilization of U.S. net operating losses may be subject to substantial annual limitation due to 
the “change in ownership” provisions of the Internal Revenue Code of 1986 and similar state 
provisions. The annual limitations may result in the expiration of net operating losses before 
utilization. 
 
In addition, the Company had a net operating loss carryforwards relating to non-U.S. 
subsidiaries totaling approximately $56 million, which is available to offset future taxable 
income. Generally, a majority of such amounts have no expiration date. However, in some 
cases, amounts expire in 2004 to 2009. 
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NOTE 13: TAXES ON INCOME (Cont.) 

 
b. Israeli income tax: 
 

Sapiens Technologies (1982) Ltd. (“Technologies”), an Israeli subsidiary of the Company, 
has been granted “Approved Enterprise” status for six investment programs approved in 
1984, 1991, 1993, 1995, 1998 and 2000, by the Israeli Government under the Law for 
Encouragement of Capital Investments, 1959 (“the Law”). 
 
Undistributed Israeli income derived from the “Approved Enterprise” programs entitle 
Technologies to a tax exemption for a period of two to four years and to a reduced tax rate of 
10% - 25% for an additional period of three to eight years (depending on the level of foreign-
investment in Technologies). These tax benefits are subject to a limitation of the earlier of 
twelve years from commencement of operations, or fourteen years from receipt of the 
approval. Technologies completed the implementation of the 1984, 1991, 1993, 1995 and 
1998 investment programs. As of December 31, 2003 the Investment Center has granted final 
approval for the implementation of the 1995 and 1998 plans. Technologies has used all the 
tax benefits under the 1984 and 1991 plans and is entitled for additional benefits, under the 
1993 plan (the benefits period commenced in 1998 and will expire in 2006) and under the 
1995 plan (the benefits period commenced in 1998 and will expire in 2008). The benefits 
have not yet commenced for the 1998 and the 2000 plans. 

 
The law also grants entitlement to claim accelerated depreciation on machinery and 
equipment used by the “Approved Enterprise”, during the first five years. 

 
The tax-exempt profits that will be earned by Technologies’ “Approved Enterprises” can be 
distributed to shareholders, without imposing tax liability to Technologies only upon the 
complete liquidation of Technologies. If these retained tax-exempt profits are distributed in a 
manner other than in the complete liquidation of Technologies they would be taxed at the 
corporate tax rate applicable to such profits as if Technologies had not elected the alternative 
system of benefits (depending on the level of foreign - investment in Technologies) for an 
“Approved Enterprise”. Technologies has decided not to declare dividends out of such tax-
exempt earnings. Accordingly, no deferred income taxes have been provided on earnings 
attributable to the Technologies’ “Approved Enterprise”. 
 
Income from sources other than the “Approved Enterprise” during the benefit period is 
subject to tax at the regular corporate tax rate of 36%. 

 
The entitlement to the above benefits is conditional upon Technologies and the Company 
fulfilling the conditions stipulated by the above law, regulations published thereunder and the 
instruments of approval for the specific investments in “Approved Enterprise”. In the event of 
failure to comply with these conditions, the benefits may be canceled and the Company may 
be required to refund the amount of the benefits received, in whole or in part, including 
interest. 
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NOTE 13: TAXES ON INCOME (Cont.) 

 
Results of the Company’s Israeli subsidiaries for tax purposes are measured and reflected in 
real terms in accordance with the changes in the Israeli Customer Price Index (CPI). As 
explained in Note 2b, the financial statements are presented in U.S. dollars. The difference 
between the change in the Israel CPI and in the NIS\U.S. dollar exchange rate causes a 
difference between taxable income or loss and the income or loss reflected in the financial 
statements. In accordance with paragraph 9(f) of SFAS 109, the Israeli subsidiaries have not 
provided deferred income taxes on this difference between the reporting currency and the tax 
bases of assets and liabilities. 

 

c. Tax assessments 
 

In December 2001, Technologies and some of the Company’s group entities, have reached an 
agreement with the Israeli Tax Authorities (“the ITA”) as a result of a tax assessment. In 
accordance with the agreement’s provisions, the tax liability for the tax years through 1999 
will be increased by approximately $1.0 million, which was paid in 12 equal monthly 
payments, commencing with the agreement date. 
 
In addition, based on the provisions of the abovementioned agreement, the Company had a 
contingent tax liability to pay an additional amount (“the additional amount”) conditioned by 
obtaining certain approvals from the “Investment Center” regarding the status of the 
“Approved Enterprise”, under the “Law for Encouragement of Capital Investment, 1959” to 
some of its investment plans. In July 2002, a second agreement with the ITA was reached, 
and the additional amount was set to be $580,000, payable in 11 payments ended October 
2003. This amount completes Technologies’ tax liability for the tax years through 1999, and 
was fully paid during 2003. 

 
d. Deferred income taxes: 
 

Deferred income taxes reflect the net tax effects of temporary differences between the 
carrying amounts of assets and liabilities for financial reporting purposes and the amounts 
used for income tax purposes. Significant components of the Company and its subsidiaries’ 
deferred tax assets are as follows: 
 
 December 31, 2002  December 31, 2003 

 Current 
Non- 

current  Current 
Non- 

current 

 U.S. dollars in thousands 

     
Gross deferred tax assets $ 3,456 $ 10,904 $ 849 $ 7,602 
Less - valuation allowance (2,596) (7,032) - (3,823) 
     
Net deferred tax asset $ 860 $ 3,872 $ 849 $ 3,779 
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NOTE 13: TAXES ON INCOME (Cont.) 

 
During the year ended December 31, 2003, the Company and its subsidiaries have decreased 
the deferred income taxes assets resulting from tax loss carryforwards and other tax credits 
and the related valuation by $5.9 million and $5.8 million, respectively. Management 
currently believes that it is more likely than not that the deferred income taxes regarding the 
loss carryforwards and other temporary differences, on which a valuation allowance has been 
provided, will not be realized in the foreseeable future. 
 

Provisions for income tax expense (benefit) are comprised of the following: 
 
 Year ended December 31, 
 2001 2002  2003 
 U.S. dollars in thousands 
    
Current (foreign) $ 676 $ 1,001 $ (123) 
Deferred (foreign) 50 407 104 
    
 $ 726 $ 1,408 $ (19) 

 
 The Company’s entire provision for taxes on income relates to operations in jurisdictions 

other than the Netherlands Antilles. The effective income tax rate varies from period to 
period because each jurisdiction in which the Company and its subsidiaries operate has its 
own system of taxation (not only with respect to the nominal rate, but also with respect to the 
allowance of deductions, credits and other benefits). In addition, the provision for income 
taxes for the fiscal years ended December 31, 2001, 2002 and 2003, does not include the 
recognition of a majority of the deferred tax assets relating to the net operating losses of the 
Company’s subsidiaries worldwide.  

 
The main reconciling item from the statutory tax rate of the Company to the effective tax rate 
is the non-recognition of tax benefits from accumulated net operating losses carryforward 
among the various subsidiaries worldwide due to the uncertainty of the realization of such tax 
benefits. 
 

e. Loss (income) before taxes on income is comprised as follows: 
 

 Year ended December 31, 
 2001 2002  2003 
 U.S. dollars in thousands 
    
Domestic $ 6,218 $ 8,252 $ 1,499 
Foreign 10,995 (4,546) 699 
    
 $ 17,213 $ 3,706 $ 2,198 

 
f. Israeli tax reform: 
 
 On January 1, 2003, a comprehensive tax reform took effect in Israel. Pursuant to the reform, 

Israel resident companies are subject to Israeli tax on income accrued or derived in Israel or 
abroad. 
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 In addition, the concept of “controlled foreign corporation” was introduced, according to 

which an Israeli company may become subject to Israeli taxes on certain income of a non-
Israeli subsidiary if the subsidiary’s primary source of income is passive income (such as 
interest, dividends, royalties, rental income or capital gains). The tax reform also substantially 
changed the system of taxation of capital gains. 

 
 
NOTE 14: SHAREHOLDERS’ EQUITY 

 
a. In June 2003, the Company’s shareholders approved a 1-for-5 reverse stock split of the 

Company’s Common shares. Accordingly, all share, per share option and warrant data shown 
in these financial statements has been retroactively adjusted to reflect the reverse stock split. 

 
b. In December 2000, the Company entered into a memorandum of understanding with 

Yarnfield International Limited, an affiliate of Magnum Technologies Fund (“Magnum”), 
and Formula Systems Ltd., for a $15 million investment in exchange for issuance of Series F 
convertible Preferred shares. On December 25, 2000, the Company received a $5 million 
nonrefundable deposit, for which it would have issued 5,000,000 Common shares if the 
agreement would not be approved by shareholders, or Series F Preferred shares if it would 
have been approved. The Company recorded the $5 million cash received as proceeds on 
account of shares within the shareholders’ equity as of December 31, 2000. 
 
The Series F convertible Preferred shares were convertible into Common shares of the 
Company at any time at a ratio of $7.5 per Common share. In accordance with an anti 
dilution clause, the conversion ratio will be adjusted in two stated dates, but will never 
increase, to 110% of the average closing sale price of the Company’s Common shares for the 
10 trading days following August 15, 2001 and March 1, 2002. The conversion ratio shall not 
be adjusted to be less than $5.0 per Common share. At maturity, three years from the date of 
investment, the Company will redeem all of the remaining outstanding Series F convertible 
Preferred shares through payment of cash or delivery of Common shares, at the Company’s 
election. If Common shares are issued, the redemption price will be the average closing sale 
price of the Company’s Common share for the 30 trading days preceding maturity. The 
Company’s intention was to redeem the investment in shares. 
 
The investors were also granted warrants to acquire from the Company additional 10,000 
Series F Preferred shares at any time before December 25, 2003, at an exercise price of $7.50 
per share or as adjusted in accordance with the provisions described above. 
 
The warrant fair value was measured using the Black-Scholes Option Pricing Model with the 
following assumptions: risk-free interest rate of 4%, dividend yields of 0%, volatility factors 
of the expected market price of the Company’s Common shares of 0.7, and contractual life of 
the warrant of 2.5 year. 
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NOTE 14: SHAREHOLDERS’ EQUITY (Cont.) 

 
In February 2001, the Company’s shareholders approved the share purchase agreement, 
which was signed on January 24, 2001, and the Company issued to the investors an aggregate 
of 10,000 Series F Preferred shares par value €681 per share, each of which may be converted 
into 200 Common shares, subject to adjustment, at a cash price of $1,500 per Series F share.  
 
The Series F Preferred shares have all the rights of Common shares in addition to liquidation 
preference and conversion rights. 
 
In addition, the investors have the right for “demand registrations” of an underwritten public 
offering of Common shares with unlimited piggyback rights. 
 
In determining whether an instrument includes a beneficial conversion option in accordance 
with EITF 98-5, the total proceeds were allocated to the Preferred shares and the detachable 
warrants based on their fair values. As of December 31, 2001, no beneficial conversion 
feature value was accounted in respect of the Preferred share. 
 
On August 15, 2001, the conversion ratio was adjusted to $1,139 per Series F Preferred share. 
Following the adjustment, and in accordance with the provisions of EITF No. 00-27, no 
beneficial conversion feature was recorded, due to immateriality.  
 
In accordance with the share purchase agreement’s provisions, the conversion price was not 
adjusted as a result of the average closing sale price of the Company’s Common shares for 
the 10 trading days following March 1, 2002. 
 
In December 2002, the Investors converted all of the outstanding Series F Preferred shares 
into Common shares at a reduced conversion price of $4.15, and Formula invested an 
additional $10 million in Common Shares by exercising its two thirds portion of the 
Investors’ option to purchase Common Shares at a reduced exercise price of $4.15 per 
Common share. The remaining unexercised one third portion of the Investors’ existing option 
was assigned to Formula by Yarnfield and it was agreed that such option to purchase 
1,204,819 Common shares would be exercisable at the reduced exercise price of $4.15 per 
Common share. The option is exercisable through June 30, 2004. This transaction was 
accounted for in accordance with the guidelines of EITF D-42 “The Effect on the calculation 
of Earnings Per Share for the Redemption or Induced Conversion of Preferred Stock”. No 
deemed dividends were recorded as a result of the conversion of Series F Preferred shares 
and exercise of options due to immateriality. 
 
At the time that the transactions described in this section b. took place, Ron Zuckerman, 
Chairman of the Board of the Company, was an advisor to Magnum. 
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c. On April 4, 2001, the Company entered into a share purchase and loan agreement with Red 

Coral Holdings, Inc. (“Red Coral”), a company owned by the Company’s President and Chief 
Executive Officer. According to the terms of the agreement, Red Coral purchased 300,000 
Common shares of the Company for a purchase price of $975,000. As part of the agreement, 
the Company granted to Red Coral a loan in the amount of $975,000 for the purpose of 
acquiring the Common shares. The term of the loan is six years, with accrued interest at a rate 
of 4%, which is payable on January 15th of each calendar year. The interest amount is fully-
recourse and fixed. To secure payment of the loan, Red Coral granted to the Company a lien 
and security interest on all of the Common shares of the Company that it owns. To secure 
fulfillment of the terms of the agreement, the Common shares are being held in escrow by the 
General counsel of the Company. The issuance of Common shares was recorded in the 
shareholders’ equity and the loan amount was deducted from the shareholders’ equity as a 
Note receivable from a related party shareholder.  

 
In accordance with EITF 95-16 “Accounting for Stock Compensation Arrangements with 
Employer Loan Features under APB Opinion No. 25”, the transaction was accounted for as a 
fixed award.  
 

d. Common shares confer upon their holders voting rights, the right to receive cash dividends 
and the right to share in excess assets upon liquidation of the Company.  
 

e. Stock option plan: 
 

Stock options granted under the Company’s 1992 Stock Option and Incentive Plan (“the 
Plan”) to employees, directors and service providers are exercisable at the fair market value 
of the Company’s Common shares on the date of grant and, subject to termination of 
employment, expire ten years from the date of grant and are generally exercisable in four 
equal annual installments commencing one year from the date of grant. 

 
As of December 31, 2003, approximately 202,141 Common shares of the Company are still 
available for future grant. Any options which are forfeited or cancelled before expiration 
become available for future grant under the Plan. 
 
In January 2000 and November 2000, the Company increased the number of shares available 
for grants by 400,000 and 800,000, respectively, and approved grants of such shares. In 
December 2000, 154,560 previously granted options with exercise price from $11.25 to 
$69.375 were repriced to $0, resulting in a new measurement date and total compensation 
expense of $628,000 of which $453,000 was recognized in 2000 for the portion already 
vested and $175,000 was deferred to be recognized over the remaining vesting period ended 
in 2003. During the years 2001, 2002 and 2003, $107,000, $47,000 and $21,000 of the 
amount deferred were recognized, respectively.  
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In December 2000, the Company granted 509,600 Time Accelerated Restricted Stock Award 
options (“TARSAP’s”) to employees. The TARSAP’s include an acceleration feature, based 
on the Company’s performance in the years 2001 and 2002. As of December 31, 2003, 
375,400 of the options are outstanding, and 100% of the options were vested based on the 
2001 and 2002 performance tests. No compensation expense was recorded, since the fair 
value was equal to the exercise price at the date of grant. 
 
A summary of the stock options activities in 2001, 2002 and 2003, is as follows: 

 
  Year ended December 31, 
  2001 2002  2003 

  Shares 

Weighted
average 
exercise 

price  Shares 

Weighted 
average 
exercise 

price   Shares 

Weighted
average 
exercise 

price  
Outstanding at January 1 *) 1,790,614 $ 18.30 *) 1,569,698 $ 12.50 *)  1,580,713 $ 11.25
     
Granted  61,700 $ 4.60 274,300 $ 4.70 157,600 $ 4.06
Exercised  (560) $ 0 (55,080) $ 0.20 (6,820) $ 3.91
Cancelled and forfeited (482,056) $ 29.75 (208,205) $ 15.70 (172,998) $ 14.05

Outstanding at 
December 31 *) 1,569,698 $ 12.50 *) 1,580,713 $ 11.25 *)  1,558,495 $ 10.25

     
Exercisable options at 

December 31 745,647 $ 12.30 908,784 $ 12.85 1,095,779 $ 11.86

 

*) Including 154,000, 102,100 and 102,100 options repriced to zero, as of December 31, 
2001, 2002 and 2003, respectively. 

 

The options outstanding as of December 31, 2003, have been classified by range of exercise 
price, as follows: 

  

Options 
outstanding  

as of  
December 31,

Weighted 
average 

remaining 
contractual

 
Weighted 
average 
exercise  

Options 
exercisable 

 as of 
December 31, 

 
Weighted 
average 
exercise  

Exercise price  2003 life (years) price 2003 Price 

       
$ -  102,100 6.99 $ - 102,100 $ - 

$ 3.25 - $ 3.75  210,700 8.39 $ 3.58 79,600 $ 3.44 
$ 4.06 - $ 5.70  844,562 7.62 $ 4.46 534,805 $ 4.32 

$ 11.25 - $ 16.875  175,080 2.26 $ 11.87 175,080 $ 11.87 
$ 19.375 - $ 29.375  54,675 6.54 $ 28.90 43,266 $ 28.93 

$ 32.5 - $ 47.5  129,328 5.14 $ 38.31 129,328 $ 38.31 
$ 61.25 - $ 69.375  42,050 6.07 $ 67.40 31,600 $ 67.41 

       
  1,558,495  $ 10.25 1,095,779 $ 11.86 

 
All options were granted at exercise price equal to the share price at the date of grant. The 
weighted average fair value of options granted during the year ended December 31, 2003 was 
$2.3. 
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f. During 2003, the Company decided to extend the exercise period for certain former 

employees. The extension was accounted for in accordance with FIN No. 44 by applying a 
new measurement date, which resulted in no additional compensation expenses. 
 

g. Warrants: 
 

In 1999 and 2000, warrants were granted to service providers. As of December 31, 2003, 
warrants are outstanding, as follows: 
 

Issuance date  
Warrants to 

Common shares

Weighted 
average 

exercise price 
per share 

Warrants 
exercisable  Exercisable through

       
1999  20,939 $ 24.78 20,939  December 2004 
2000  114,305 $ 33.20 114,305  January-August 2005
       
  135,244  135,244   

 
h. In 2001, the Company granted Bank Leumi Le Israel B.M., Bank Hapoalim Ltd., Mizrahi 

Bank Ltd. and Bank Discount Ltd. (collectively the “Banks”) 81,000 warrants as part of a 
credit-line extension agreement (see Note 10a) at an exercise price ranging from $4.4 to $6.9 
per share. These warrants were measured at fair value (according to the Black-Scholes option 
pricing model) with the following weighted-average assumptions for 2001: risk free interest 
rate of 5%, dividend yields of 0%, volatility factors of the expected market price of the 
Company’s Common shares of 0.901, and contractual life of the option of 2 years. Total 
compensation expense amounted to $203,000, of which $150,000 and $53,000 were 
recognized as financial expense in 2001 and 2002, respectively, over the credit-line period. 
 

i. The Company does not intend to pay cash dividends in the foreseeable future. 
 
j. Payments in respect of acquisition adjustment of Syspart: 
 
 In May 1999, the Company acquired all of the outstanding shares of Syspart (Deutschland) 

GmbH, a German corporation (hereafter - “Syspart”). The total consideration was 
approximately $6 million (including $354,000 of costs related to the acquisition) of which 
64% was paid in cash and 36% in Sapiens Common shares. The acquisition was treated on 
the basis of the purchase method of accounting. The operations of Syspart are included in the 
consolidated statements from the acquisition date. In 2000, 2001, 2002 and 2003, the 
Company paid additional consideration in the amounts of $164,000, $471,000, $486,000 and 
$496,000, respectively, which were paid due to a share price floor clause in the purchase 
agreement. In accordance with APB 16, “Business Combinations”, and EITF 97-8, 
“Accounting for Contingent Consideration Issued in a Purchase Business Combination”, the 
additional amounts were recorded as reductions to the additional paid-in capital. 
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NOTE 15: GEOGRAPHIC INFORMATION  

 
a. The Company operates in a single segment as a provider of software solutions. See Note 1 for 

brief description of the Company’s business. The following data is presented in accordance 
with Statement of Financial Accounting Standard No. 131 “Disclosure About Segments of an 
Enterprise and Related Information”. 

 
b. Geographic information: 
 

The following is a summary of operations within geographic areas based on the end 
customers’ location. 
  Year ended December 31, 

  2001 2002 2003 

  U.S. dollars in thousands 

1. Revenues:    
 U.K. $ 21,275 $ 25,438 $ 19,446 
 North America 18,523 20,272 17,636 
 France 5,976 3,450 2,594 
 Germany 4,798 2,653 2,211 
 Israel 6,097 5,776 6,453 
 Other 6,766 7,239 3,978 
     
  $ 63,435 $ 64,828 $ 52,318 

 
 

  December 31, 

  2001 2002 2003 

  U.S. dollars in thousands 
    
2. Long-lived assets:   
 France $ 2,135 $ 2,426 $ 2,916 
 Dutch Antilles 1,275 936 2,112 
 Israel 11,722 10,213 12,934 
 Germany 4,287 4,988 5,922 
 Other 3,276 2,816 1,466 
    
  $ 22,695 $ 21,379 $ 25,350 
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NOTE 16: SELECTED STATEMENTS OF OPERATIONS DATA 

 
a. Research and development expenses: 

 Year ended December 31, 

 2001 2002 2003 

 U.S. dollars in thousands 

    
Total costs $ 11,006 $ 9,448 $ 8,329 

    
Less - capitalized software development 

costs (3,967) (2,732) (4,539)
Less - royalty-bearing grants (1,581) (699) (134)

    
Research and development expenses, net $ 5,458 $ 6,017 $ 3,656 

 
b. Financial expenses, net: 
 

Financial income:    
Interest $ 518 $ 778 $ 612 
Foreign currency translation differences 3,728 6,511 26,178 
Gain on sale of marketable securities 124 - - 

    
 4,370 7,289 26,790 
Financial expenses:    

Interest 1,818 1,747 1,246 
Foreign currency translation differences 5,277 6,351 26,292 
Bank charges and others 462 162 133 
Loss on sale of bonds - - 77 

    
 7,557 8,260 27,748 
    
Financial expenses, net $ 3,187 $ 971 $ 958 
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NOTE 17: SUBSEQUENT EVENTS (UNAUDITED) 

 

a. On March 16, 2004, the Company and the investors in eZoneXchange mentioned in Note 1c 
signed an agreement according to which: 

 
1) The Company shall issue the investors 750,000 shares of Common stock of the 

Company at no consideration.  
 
2) An amount of $8.6 million shall be due to the investors by the Company as a 

repayment of a loan, which bears annual interest of 7.5% to be paid on each July 10 
and January 10. Principal payments of the loan shall be made as follows: (1) $4.6 
million by no later than May 1, 2004, and (2) $4.0 million by no later than May 1, 
2005. 

 
3) The Company shall issue to the investors warrants to purchase 350,000 shares of 

Common Stock of the Company at an exercise price of $4.0 per Common share. The 
warrant shall be exercised, in whole or in part, at any time during the period from 
issuance to December 31, 2007. 

 
 The Company expects to record an expense in the amount of approximately $676,000, 

in connection with this transaction. 
 

b. Through March 3, 2004, 179,663 Options (Series A) were exercised into Debentures, with a 
total exercise price of approximately $3.8 million. 105,225 of the Options (Series A) were 
exercised by one of the Company’s subsidiaries in Israel. 
 

 
 
 
 

- - - - - - - - - - - - -  
 
 
 
 

 




