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Letter to Our Shareholders
Dear Shareholders,

2004 was a year of disappointing results, where
we experienced a continued decline in our
traditional business and where our penetration of
the insurance industry, our strategic focus, was
further delayed. Three major elements led to this
delay: (i) the length and complexity of the
development of our insurance solutions; (ii) the
long selling cycle to the insurance industry; and
(i) the structural changes that the insurance
industry is  undergoing, primarily  the
introduction of new regulations.

We continued to make significant progress in the
development of our SAPIENS INSIGHT™ suite
of insurance products, for the global Life &
Pensions and Property & Casualty insurance
sectors. Our insurance solutions are being
recognized by the leading industry analysts, our
sales pipeline continues to grow and we see the
early signs of penetration. We are proud of our
new insurance customers who have elected to
base their future business development on
Sapiens INSIGHT™,

In addition, we continue to develop our core
eMerge™ technology suite and to bring to our
customers full cross platform portability and
reduced cost of ownership. We continue to make
progress in the Rules Based Engine (RBE)
domain, generating renewed interest and analyst
recognition.

Global Review

Our pipeline is expanding in the various
territories, focusing on L&P in Israel & Europe,
on P&C in North America and on eMerge™ in
Japan.

In Israel, we are strengthening our presence in
the insurance industry, becoming a dominant
player in the pensions sector. During 2004 we
made significant progress both in the
deployment of our projects and in the expansion
of our solutions' functionality.

In the UK, France and Germany we experienced
slow progress whereas in the US we have seen
faster development in our pipeline and early
signs of new sales.

Our insurance solutions are unique in their
flexibility and business value and are being
recognized by the leading industry analysts. In
its October 2004 report “Policy Administration
Systems in Global Life Insurance,” Datamonitor
recognized us as a leading vendor in the Global
Life Insurance Solutions market and ranked us
among the seven leading companies in the Life
& Pensions market. In its May 2005 “Policy
Administration Systems 2005: P/C Commercial
Lines Vendors" report for the P&C market in
North America, Celent ranked us high on
richness and innovation.

Governance & Management Restructure

In March 2005, at a meeting of our shareholders,
you elected Mr. Uzi Netanel and Mr. Yacov
Elinav, prominent and experienced business-
people, to serve as independent members of our
Board of Directors, replacing Ms. Yocheved
Dvir and Mr. Yeoshua Agassi, to whom we give
our thanks for their service to the Company. |
am confident that the new members of the Board
will bring skills and experience that will enrich
us and strengthen our conduct.

In the early part of 2005, we implemented a plan
which included changes in management and our
headquarters, the objectives being cost cutting,
refreshing leadership and setting new priorities.
Ruvik Barkan was appointed Chief Operating
Officer of the Company, Ori Brin was appointed
as our new CFO, replacing Yuval Hadari, and
Kali Bagary was promoted to become the
Managing Director in the UK, replacing Yair
Spitzer. Rounding out the management changes,
Micca Kudish was promoted to become VP
Technology, Mely Lerman was promoted to VP
Insurance, Life & Pensions and Debby Lerman
was promoted to VP Insurance, Property &
Casualty. | thank my colleagues who have left



for new endeavors and congratulate the new
members of management, wishing them all the
best of luck.

In addition, we undertook significant cost
reductions, worldwide, through unfortunate lay-
offs of employees and scaling down of various
activities, in order to strengthen the Company on
its way forward.

Financial and Operational Highlights

Total revenues for 2004 were $47.8 million,
down 8.6% from 2003. The Company's gross
profit margin was 42.1%, down 7.0% from
2003. The operating loss was $1.65 million
compared with $1.47 million last year, and the
net loss was $5.1 million compared with a net
loss of $2.2 million last year.

We recorded a one-time write-off of software
development costs, totaling $0.9 million, which
significantly affected our results, for the year.
Without the one-time write-off, the full year
operational loss showed significant improvement
over 2003. The growth in net loss from 2003 is
primarily attributable to an increase in financial
expenses (related to the debenture offering in
December 2003).

In March 2005, our controlling shareholder,
Formula Systems (1985) Ltd., announced that
FIMGold Limited, an affiliate of another major
shareholder of ours, F.I.LD. Holdings, had
obtained a controlling interest in Formula
Systems and two seats on the Board of Formula.

In June 2005, we entered into a share purchase
agreement with Formula, whereby Formula
invested an additional $2 million in our
company. As a result, Formula increased their
holdings to approximately 58% of our
outstanding common shares.

Looking Ahead

For the last 4 years, we have been in a major
turnaround. We have successfully completed the
first stage of stopping the bleeding of cash and
we are in the process of developing the required
assets for the insurance industry while holding
costs at a minimum required level and
continuing to service our installed customer
base. These efforts require  continued
investment. We continue to believe that the
investment we make today will yield the results
we all hope for. We have made very significant
progress and we are starting to see early signs of
success. Yet we understand today that it is going
to take time and resources before we “turn the
boat around.” We are confident in our future,
and | am sure that you, our shareholders, are too.

I would like to express my personal gratitude
and appreciation to my fellow employees at
Sapiens, for their outstanding efforts and strong
belief in our success and further growth. Our
shareholders, customers and employees are the
sources of our strength. We hope to have better
news to report next year.

Yitzhak Sharir
President and
Chief Executive Officer



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 consolidated financial statements and the
notes thereto.

Certain matters discussed in this annual report
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 2004 filed with the
United States Securities and Exchange
Commission.

Results of Operations

Years ended December 31, 2003 and 2004

Revenues. Revenues from the sale of products
are comprised of sales of Sapiens eMerge™
licenses, license upgrades, specially designed
products for the insurance industry such as
“INSIGHT™ for Property & Casualty,”
“INSIGHT™ for Closed Books,” “INSIGHT™
for Life & Pensions,” “INSIGHT™ for
Reinsurance,” “INSIGHT™ for Underwriting, ”

and “INSIGHT™ for Claims” 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 consulting on a time and
materials basis, maintenance and support.

Total revenues in 2004 decreased 8.6% to $47.8
million from $52.3 million in 2003. Product
revenues in 2004 decreased 17.8% to $26.8
million in 2004 from $32.6 million in 2003.
Consulting and other service revenues in 2004
increased 6.5% to $21.0 million from $19.7
million in 2003.

Our product revenues for the year 2004
decreased mainly due to the completion of
multi-year projects for two of our customers -
CSC and OneBeacon in the United States, which
amounted to a decline of $3.3 million, or 57% of
the decline in our product revenue. Product
revenues also declined as a result of the
prolonged periods of time required to negotiate
with our customers, particularly in the insurance
industry. The increase in consulting and other
service revenues came as a result of higher
revenues from maintenance, while revenues
from consulting remained stable. Maintenance
revenues increased because of several long-term
customers (who had previously not had
maintenance  agreements)  entering  into
maintenance agreements, primarily in England,
the United States, Germany and Switzerland
where the increases from 2003 amounted to
$223,000, $356,000, $137,000 and $122,000,
respectively.

Cost of Revenues and Gross Profit. Cost of
revenues: Products, is comprised of salaries and
other personnel-related expenses of software
consultants and engineers ($11.7 million, or
70.6% of our total costs of products in 2004, and
$13.8 million or 78.9% in 2003), amortization of
capitalized software development costs ($3.0
million or 17.9% in 2004 and $2.3 million or



13.0% in 2003), royalties to the Office of the
Chief Scientist of the Ministry of Industry,
Trade and Labor (*OCS”) ($1.6 million or 9.6%
in 2004, and $1.2 million or 7.1% in 2003) and
other costs ($323,000 or 1.9% in 2004, and
$166,000 or 1.0% in 2003). Cost of revenues:
Consulting and other services, is comprised of
salaries and other personnel-related expenses
and depreciation of property and equipment. In
2004, Cost of revenues included an additional
line item for impairment of capitalized software
development costs of $901,000 which
contributed to the decline in gross profit.

Our gross profit in 2004 decreased 15.0% to
$20.1 million from $23.7 million in 2003.
Without the $901,000 impairment, gross profit
in 2004 would have been $21.0 million,
representing a decrease of 11.4% from 2003.
The gross profit margin decreased by 7.0% to
42.1% from 45.3% in 2003, mainly as a result of
this impairment of capitalized software
development costs. Without such impairment,
gross profit margin for 2004 would have been
44.0%. Gross profit margin was further
negatively affected by the increase in
amortization of software development costs in
2004, as described below.

Gross profit from product revenues decreased
32.4% in 2004 to $10.2 million (without taking
into account the $901,000 impairment which
cannot be allocated to products or to consulting
and other services, and is therefore a separate
line item) from $15.1 million in 2003, because
revenues decreased greater than the decreases in
salaries and other personnel-related expenses,
and such cost reductions were partially
neutralized due to (i) increases in the
amortization of software development costs, and
(ii) increases in the royalties paid to the OCS,
each as described below. Gross margin from
product revenues was 38.1% in 2004, a decrease
of 17.7% from 46.3% in 2003.

Royalty expense pursuant to the OCS funding
programs, included in cost of products, increased
in 2004 by 33.3% to $1.6 million from $1.2
million in 2003. The increase in royalties to the
OCS occurred due to the one-time drop in our

liability to the OCS in 2003, resulting from an
arrangement entered into with the OCS in that
year.

Amortization of capitalized software
development costs increased 30.4% to $3.0
million in 2004 (without taking into account the
impairment charge of $901,000) from $2.3
million in 2003 due to the increase in capitalized
development costs in 2003 relating to our
Sapiens eMerge™ solution.

Gross profit from consulting, maintenance and
other services increased 25.6% to $10.8 million
in 2004 from $8.6 million in 2003. At the same
time, gross margin from consulting, maintenance
and other services improved 18.1% in 2004 to
51.6% from 43.6% in 2003. The improvement in
gross profit and gross margin derived primarily
from our continuing efficiency measures, at the
center of which was better utilization of
manpower resources.

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 32.4% in 2004
to $2.5 million from $3.7 million in 2003. The
decreased spending on R&D recorded in 2004,
as compared with the previous year, reflects our
efforts to make our development activity more
efficient through reducing work force (salaries
and other personnel-related expenses decreased
to $6.7 million in 2004 from $6.9 million in
2003) as well as increased grants from the OCS.

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 $833,000 in 2004 and $134,000 in
2003.

Capitalized  software  development  costs
increased 4.4% to $4.7 million in 2004



i’l E R N S T& YO U N G B Kost Forer Gabbay & Kasierer -

3 Aminadav St.
Tel-Aviv 67067, Israel

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

REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Shareholders of
Sapiens International Corporation N.V.

We have audited the accompanying consolidated balance sheets of Sapiens International Corporation N.V.
and its subsidiaries (the “Company”) as of December 31, 2003 and 2004 and the related consolidated statements of
operations, shareholders' equity and cash flows for each of the three years in the period ended December 31, 2004.
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. We were not engaged to perform an audit
of the Company’s internal control over financial reporting. Our audit included consideration of internal control
over financial reporting as a basis for designing audit procedures that are appropriate in the circumstances, but not
for the purpose of expressing an opinion on the effectiveness of the Company's internal control over financial
reporting. Accordingly we express no such opinion. An audit also includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements, assessing the accounting principles used and
significant estimates made by management, and evaluating the overall financial statement presentation. We believe
that our audits 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 Sapiens International Corporation N.V. and its subsidiaries as of December
31, 2003 and 2004 and the consolidated results of their operations and their cash flows for each of the three years
in the period ended December 31, 2004 in conformity with U.S. generally accepted accounting principles.

Kosh F@(e./ A%q\;, @w&\(qﬁfefv

Tel-Aviv, Israel KOST FORER G AY & KASIERER
February 9, 2005, except for Note 17b, A Member of Ernst & You obal
as to which the date is May 30, 2005
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SAPIENS INTERNATIONAL CORPORATION N.V.
AND ITS SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS

U.S. dollars in thousands

December 31,

2003 2004
ASSETS
CURRENT ASSETS:
Cash and cash equivalents $ 31,775 $ 10,942
Marketable securities and short-term deposits (Note 3) 1,039 11,157
Trade receivables (net of allowance for doubtful accounts of $529 and
$775 as of December 31, 2003 and 2004, respectively) (Note 4) 9,133 10,028
Other receivables and prepaid expenses (Note 5) 4,932 4,013
Total current assets 46,879 36,140
PROPERTY AND EQUIPMENT, NET (Note 6) 3,060 2,382
OTHER ASSETS:
Capitalized software development costs, net of accumulated amortization of
$24,881 and $29,274 as of December 31, 2003 and 2004, respectively
(Note 7a) 11,282 12,394
Goodwill 8,621 8,621
Deferred income taxes 3,779 3,768
Other, net (Note 7b) 3,102 5,429
Total other assets 26,784 30,212
Total assets $ 76,723 $ 68,734

The accompanying notes are an integral part of the consolidated financial statements.
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SAPIENS INTERNATIONAL CORPORATION N.V.

AND ITS SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS

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

December 31,

2003 2004
LIABILITIES AND SHAREHOLDERS' EQUITY
CURRENT LIABILITIES:
Short-term bank credit (Note 9a) $ 939 $ 9195
Current maturities of long-term debt (Note 10) 189 9,678
Trade payables 2,619 2,718
Deferred revenues 3,254 3,224
Other liabilities and accrued expenses (Note 8) 11,054 8,558
Total current liabilities 26,506 33,373
LONG-TERM LIABILITIES:
Convertible debt, warrants and options (Note 9b) 16,672 18,246
Other long-term liabilities (Note 10) 8,111 5,035
24,783 23,281
REDEEMABLE SHARES IN A SUBSIDIARY (Note 1c) 11,505 -
COMMITMENTS AND CONTINGENT LIABILITIES (Note 11)
SHAREHOLDERS' EQUITY (Note 14):
Share capital:
Preferred shares: Authorized - 1,000,000 of €2.30 par value and of €0.01 par
value at December 31, 2003 and 2004, respectively; Issued and
outstanding - None at December 31, 2003 and 2004 - -
Common shares: Authorized - 20,000,000 of €2.30 par value and 30,000,000
of €0.01 par value at December 31, 2003 and 2004, respectively; Issued -
11,035,729 and 11,790,729 at December 31, 2003 and 2004, respectively;
Outstanding: 10,993,935 and 11,748,935 at December 31, 2003 and 2004,
respectively (Note 14b) 23,788 142
Additional paid-in capital 82,120 108,493
Treasury shares (2,423) (2,423)
Note receivable from a related party shareholder (975) (975)
Accumulated other comprehensive loss (3,207) (2,542)
Accumulated deficit (85,474) (90,615)
Total shareholders' equity 13,929 12,080
Total liabilities and shareholders' equity $ 76,723 $ 68,734

The accompanying notes are an integral part of the consolidated financial statements.
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SAPIENS INTERNATIONAL CORPORATION N.V.
AND ITS SUBSIDIARIES
CONSOLIDATED STATEMENTS OF OPERATIONS

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

Year ended December 31,

2002 2003 2004
Revenues (Note 15b):
Products $ 42,008 $ 32,580 $ 26,781
Consulting and other services 22,820 19,738 21,023
Total revenues 64,828 52,318 47,804
Cost of revenues:
Products 22,567 17,489 16,578
Consulting and other services 13,543 11,118 10,186
Impairment of capitalized software development
costs (Note 2i) - - 901
Total cost of revenues 36,110 28,607 27,665
Gross profit 28,718 23,711 20,139
Operating expenses:
Research and development, net (Note 16a) 6,017 3,656 2,531
Selling, marketing, general and administrative, net 23,782 21,539 19,260
Restructuring costs (Note 1b) 481 - -
Total operating expenses 30,280 25,195 21,791
Operating loss 1,562 1,484 1,652
Financial expenses, net (Note 16b) 971 958 2,410
Other expenses (income), net 1,173 (244) 552
Loss before taxes on income 3,706 2,198 4,614
Taxes on income (benefit) (Note 13) 1,408 (19) 217
5,114 2,179 4,831
Minority interest in earnings of a subsidiary 39 8 11
Net loss 5,153 2,187 4,842
Settlement of redeemable shares in a subsidiary (Note 1c) - - 299
Net loss to shareholders of common shares $ 5,153 $ 2,187 $ 5141
Basic and diluted net loss per share (Note 2s) $ 1.03 $ 0.20 $ 0.46
Weighted-average number of shares used in computing basic
and diluted net loss per share 4,999 10,693 11,273

The accompanying notes are an integral part of the consolidated financial statements.
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SAPIENS INTERNATIONAL CORPORATION N.V.
AND ITS SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS

U.S. dollars in thousands

Year ended December 31,
2002 2003 2004

Cash flows from operating activities:
Net loss $ (5,153) $ (2,187) $ (4,842)
Adjustments to reconcile net loss to net cash provided by (used

in) operating activities:

Depreciation and amortization 4,818 3,866 4,250
Revaluation of Warrants (Series 1) - - (266)
Amortization of convertible debt issuance expenses - 15 247
Amortization of convertible debt discount - - 348
Impairment of capitalized software development costs - - 901
Loss (gain) on disposal of property and equipment 24 (15) 64
Amortization expense on re-priced options 47 21 -
Decrease (increase) in trade receivables 8,190 2,415 (412)
Decrease in other receivables and prepaid expenses 180 552 1,427
Decrease in deferred income taxes, net 407 110 -
Decrease in trade payables (960) (185) (20)
Increase (decrease) in deferred revenues 1,805 (829) (257)
Decrease in other liabilities and accrued expenses (4,509) (3,826) (4,568)
Accrued interest on redeemable shares in a subsidiary 474 320 64
Loss on marketable securities and bonds - 77 67
Gain on payment of convertible subordinated notes (409) (61) -
Minority interests in earnings of a subsidiary 39 8 11
Net cash provided by (used in) operating activities 4,953 281 (2,986)
Cash flows from investing activities:
Purchase of property and equipment (1,011) (750) (442)
Increase in capitalized software development costs (2,732) (4,539) (4,750)
Decrease in restricted cash 2,500 - -
Purchase of marketable securities and short-term deposits (1,618) (3,000) (13,622)
Proceeds from sale of marketable securities and short-term
deposits - 3,541 3,353
Proceeds from sale of property and equipment 128 39 5
Payment for acquisition of Syspart (957) (496) -
Other investment - - (75)
Net cash used in investing activities (3,690) (5,205) (15,531)

The accompanying notes are an integral part of the consolidated financial statements.
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SAPIENS INTERNATIONAL CORPORATION N.V.
AND ITS SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS

U.S. dollars in thousands

Year ended December 31,

2002 2003 2004
Cash flows from financing activities:
Conversion of Series "F" Preferred shares and exercise of
warrants (issuance expenses) 10,000 (44) -
Proceeds from employee stock options exercised 12 27 20
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 -
Proceed from Options (Series A) exercise - - 1,492
Increase (decrease) in short-term bank credit, net (10,621) 2,501 (241)
Payment of convertible subordinated notes (2,316) (4,144) -
Principal payment of long-term loans (260) (279) (4,742)
Proceeds from long-term bank loans 7,500 1,000 567
Convertible debt issuance expenses - (1,496) (32)
Net cash provided by (used in) financing activities 4,315 14,237 (2,936)
Effect of exchange rate changes on cash and cash equivalents 336 461 620
Increase (decrease) in cash and cash equivalents 5,914 9,774 (20,833)
Cash and cash equivalents at the beginning of year 16,087 22,001 31,775
Cash and cash equivalents at the end of year $ 22,001 $ 31,775 $ 10,942
Supplemental cash flow activities:
Cash paid during the year for:
Interest $ 820 $ 704 $ 2917
Income taxes $ 1235 $ 214 $ 176
Non-cash investing and financing activities:
Purchase of technology usage rights (Note 10) $ - $ - $ 1,695
Settlement of redeemable shares in a subsidiary (Note 1c) $ - $ - $ 11,569

The accompanying notes are an integral part of the consolidated financial statements.
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SAPIENS INTERNATIONAL CORPORATION N.V.
AND ITS SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
NOTE 1: BUSINESS AND ORGANIZATION

a. General:

The Company is a global provider of information technology (“IT”) solutions that modernize
business processes to enable insurance and other leading companies to quickly adapt to
change. The Company's solutions, sold as customizable software modules, align IT with
business demands for speed, flexibility and efficiency. The Company's solutions are
supplemented by the Company's technology, methodology and consulting services, which
address the complex issues related to the life-cycle of enterprise business applications. The
Company's solutions include scalable insurance applications the Company has developed for
leading insurance organizations. The Company's service offerings include a standard
consulting offering that helps customers make better use of IT in order to achieve its business
objectives.

The Company's core technology, Sapiens eMerge™, is a rules-based application development
suite which enables rapid solution development for complex mission-critical enterprises to
deliver new functionality, achieve legacy modernization and enterprise application
integration.

Revenues from a major customer accounted for 9%, 19% and 16% of total revenue in the
years ended December 31, 2002, 2003 and 2004, respectively.

b. Restructuring costs:

In 2002, the Company recorded restructuring charges of approximately $500,000, all of
which was paid in 2002. The restructuring costs consisted 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™).

See Note 17a, Subsequent Events, for an additional restructuring plan approved by the board
of directors on February 10, 2005.

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 provided that 50% of the consideration from the investors' shares
would 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 granted 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 would be multiplied by the percentage of shares purchased.
The exercise period would 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) would continue to be subject to the original
terms of the Put/Call Agreement. The amendment terminated the Company's call option.

As of March 16, 2004, the balance of the Redeemable Shares in a Subsidiary totaled
approximately $11.6 million, including interest accrued through that date.

On March 16, 2004, the Company and the investors signed an agreement according to which,
among other terms specified in the agreement, the Company would redeem the remaining
eZoneXchange common shares and eZoneXchange warrants held by the investors by three
means:

1. lIssuance of shares: Sapiens issued to the investors an aggregate of 750,000 of the
Company's Common shares on March 26, 2004.

The investors were granted a right to demand the registration of the Common shares
issued, such right to be effective no earlier than March 31, 2005. As of the date of these
financial statements, the investors did not exercise their demand right to register the
Common shares issued.

The Common shares issued were valued at approximately $2.7 million, based on the
Company's stock market price on the date of issuance (March 26, 2004).
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 1:

NOTE 2:

BUSINESS AND ORGANIZATION (Cont.)

2. Loan payable: the Company agreed to pay an amount of $8.6 million to the investors,

bearing annual interest of 7.5% compounded annually on the outstanding principal from
January 1, 2004, to be paid semi-annually, with principal payments of $4.6 million by no
later than May 1, 2004, and $4.0 million by no later than May 1, 2005. The May 1, 2004
payment was made by the Company during May 2004.

See Note 17b, Subsequent Events, for an agreement signed with the investors in May 2005
regarding the 2005 payment.

The 7.5% interest rate was considered as market interest rate for debt with similar risk,
and accordingly, the fair value of the loan payable was determined to be its carrying
value.

Warrants: the Company issued to the investors warrants to purchase 350,000 Common
shares at an exercise price of $4.00 per Common share of the Company, exercisable at
any time and from time to time during the period from issuance to December 31, 2007.

The warrants were valued at $560,000 using the Black-Scholes pricing model with the
following assumptions: exercise price $4.00, fair value of the underlying shares of $3.65,
interest rate 2.5%, dividend yield 0%, and volatility of 60%.

The difference between the fair value of the three components, equal to $11,868,000, and the
carrying amount of the liability before the modification of $11,569,000, in the amount of $299,000,
was recorded as a Settlement of Redeemable Shares in a Subsidiary deemed dividend in the 2004
consolidated statements of operations.

Pursuant to an evaluation of the terms of the agreement under the provisions of EITF 00-19,
"Accounting for Derivative Financial Instruments Indexed to, and potentially settled in, a
Company's Own Stock", the Company has classified all the above derivative financial instruments
issued in connection with the private placement as liabilities.

SIGNIFICANT ACCOUNTING POLICIES

The consolidated financial statements have been prepared in accordance with U.S. generally accepted
accounting principles ("U.S. GAAP").

a.

Use of estimates:

U.S. GAAP requires management to make certain estimates, judgments and assumptions.
Management believes that the estimates, judgments and assumptions upon which it relies, are
reasonable based upon information available at the time that these estimates, judgments and
assumptions were made. To the extent that there are material differences between these
estimates and actual results, the financial statements may be affected.

21



SAPIENS INTERNATIONAL CORPORATION N.V.
AND ITS SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 2: SIGNIFICANT ACCOUNTING POLICIES (Cont.)

b.

Financial statements in U.S. dollars:

A substantial portion of the financing of the Company's activities 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 subsidiaries is the
dollar.

Accordingly, monetary accounts maintained in currencies other than the dollar are re-
measured into 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 financial expenses, net, amounted to
approximately $160,000, $238,000 and $159,000 for 2002, 2003 and 2004, respectively.

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.

Cash equivalents:

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

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 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
financial expenses, net.

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 as follows:

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
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. During 2002, 2003 and 2004, no impairment losses have been
identified.

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").

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
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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, net of participation by the OCS.

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 three years, the estimated useful life of the software product. 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.

As of December 31, 2004, the unamortized capitalized costs exceeded the net realizable value
of this intangible asset by the amount of $901,000 and therefore the Company included an
impairment of capitalized software development costs in the amount of $901,000 which is
presented in cost of revenues. Based on its most recent analyses, management believes that
no further impairment of capitalized software development costs exists as of December 31,
2004.

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 should not be amortized. SFAS No. 142 requires goodwill to be
tested for impairment at least annually or between annual tests in certain circumstances, and
written down when impaired, rather than being amortized as previous accounting standards
required. Goodwill fair values are determined using market capitalization.

Through 2004, no impairment losses were identified.
K. Intangible assets:

Intangible assets 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 4-8 years

During 2002, 2003 and 2004, no impairment losses have been identified.
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Revenue recognition:

Product revenues include software license sales and implementation and customization services
(which include the sale of software technology and services).

The Company recognizes revenue in accordance with Statement of Position (“SOP”) 97-2,
“Software Revenue Recognition,” and SOP 98-9, “Modification of SOP 97-2, Software
Revenue Recognition, With Respect to Certain Transactions.” Under SOP 97-2, revenues from
software product licenses are recognized upon delivery of the software provided there is
persuasive evidence of an agreement, the fee is fixed or determinable and collection of the
related receivable is probable and no further obligations exist. Revenues under multiple-
element arrangements, which may include software licenses, support and maintenance, and
training and consulting services, are allocated to each element based on their respective fair
values based on vendor-specific objective evidence. This objective evidence represents the
price of products and services when sold separately. When vendor-specific objective evidence
of fair value exists for undelivered elements but does not exist for delivered elements of a
software arrangement, the Company uses the residual method for recognition of revenues, when
all other revenue recognition criteria are met. Under the residual method, the Company defers
revenues related to the undelivered elements based on their vendor-specific objective evidence
of fair value and recognizes the remaining arrangement fee for the delivered elements. When
vendor-specific objective evidence of fair value for undelivered elements does not exist,
revenues from the entire arrangement are recognized over the term of the agreement.

Revenues from support and maintenance agreements are recognized ratably over the term of the
agreement, which is typically one year. Revenues from training arrangements are recognized as
the services are performed.

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

Amounts collected or billed prior to satisfying the above revenue recognition criteria are
reflected as deferred revenue. Deferred revenue represents deferred maintenance revenue, and
to a lesser extent, deferred software license revenues.

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.

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
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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,
2004, 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.

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, or as a reduction of capitalized software development costs.
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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.

0. 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.

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 and trade receivables. The Company's cash and cash equivalents 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 U.S. and non U.S.
corporations. 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, 2004.
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qg.

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, 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 fair value for marketable securities is based on quoted market prices and do
not significantly differ from a carrying amount.

The carrying amounts of the Company's long-term borrowing arrangements approximate their
fair value. Fair values were estimated using discounted cash flow analyses, based on
prevailing market borrowing rates.

The fair value of the convertible debentures with a carrying value in the amount of
$18,050,000 as of December 31, 2004 according to the quoted price in the TASE is
$14,635,000. The fair value of the traded warrants does not significantly differ from their
carrying amount.

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.

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").
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In 2002, 2003 and 2004, 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
3,892,357, 1,175,862 and 103,409 for the years ended December 31, 2002, 2003 and 2004,
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 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.

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 No. 123, "Accounting for
Stock-Based Compensation” ("SFAS No. 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 2002, 2003 and 2004 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:

2002 2003 2004
Dividend yield 0% 0% 0%
Expected volatility 97% 83% 65%
Risk-free interest 2% 2% 3.74%
Expected life of up to 6 years 3.5 years 2.5 years

29



SAPIENS INTERNATIONAL CORPORATION N.V.
AND ITS SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 2:

SIGNIFICANT ACCOUNTING POLICIES (Cont.)

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

2002 2003 2004

U.S. dollars in thousands

Net loss to shareholders of common shares

- as reported $ 5153 $ 2,187 $ 5,141
Less - stock-based employee

compensation - intrinsic value 47 (21) -

Add - stock-based employee compensation -

fair value 2,813 1,207 637

Pro forma net loss $ 7919 $ 3373 $ 5,778
Basic and diluted net loss per share -

as reported $ 1.03 $ 020 $ 0.46

Pro forma basic and diluted net loss per share ~ $ 158 $ 031 $ 0.51

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 2002, 2003 and 2004 amounted to approximately $762,000,
$939,000 and $893,000, 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 $1.2 million, $853,000 and $570,000 for
2002, 2003 and 2004, respectively.

Recently issued accounting pronouncement:

In December 2004, the Financial Accounting Standards Board ("FASB") issued FASB
Statement No. 123 (revised 2004), "Share-Based Payment,” ("SFAS 123(R)") which is a
revision of FASB Statement No. 123, "Accounting for Stock-Based Compensation™” ("SFAS
123"). SFAS 123(R) supersedes APB Opinion No. 25, "Accounting for Stock Issued to
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NOTE 2:

NOTE 3:

SIGNIFICANT ACCOUNTING POLICIES (Cont.)

Employees," and amends FASB Statement No. 95, "Statement of Cash Flows." Generally, the
approach in SFAS 123(R) is similar to the approach described in SFAS 123. However, SFAS
123(R) requires all share-based payments to employees, including grants of employee stock
options, to be recognized in the income statement of operations based on their fair values. Pro
forma disclosure is no longer an alternative.

SFAS 123(R) permits public companies to adopt its requirements using one of two methods:

1. A “modified prospective” method in which compensation cost is recognized beginning
with the effective date (a) based on the requirements of SFAS 123(R) for all share-
based payments granted after the effective date and (b) based on the requirements of
SFAS 123 for all awards granted to employees prior to the effective date of SFAS
123(R) that remain unvested on the effective date.

2. A "modified retrospective” method which includes the requirements of the modified
prospective method described above, but also permits entities to restate based on the
amounts previously recognized under SFAS 123 for purposes of pro forma disclosures
either (a) all prior periods presented or (b) prior interim periods of the year of adoption.

In April 2005, the Securities and Exchange Commission postponed the required adoption date of
SFAS 123(R) from no later than July 1, 2005 to no later than January 1, 2006. Early adoption will
be permitted in periods in which financial statements have not yet been issued. The Company
expects to adopt SFAS 123(R) on January 1, 2006. The Company plans to adopt SFAS 123(R)
using the modified-prospective method and expects that the adoption will have a significant effect
on its consolidated financial statements.

W, Reclassifications

Certain amounts from prior years have been reclassified to conform to current period
presentation.

MARKETABLE SECURITIES AND SHORT-TERM DEPOSITS
The Company invests in marketable securities, which are classified as available-for-sale and are

carried at fair value. The following is a summary of marketable debt securities:
December 31,

2003 2004
Unrealized Unrealized
Amortized gains Market Amortized gains Market
cost (losses) value cost (losses) value
U.S. dollars in thousands

Available-for-sale:

Government debentures $ - $ - $ - $ 1,309 $ 8 $ 1,317
Commercial debentures 15 24 39 9,923 (83) 9,840
Total available-for-sale

marketable securities $ 15 $ 24 $ 39 $ 11,232 $ (79 $ 11,157

As of December 31, 2003 the Company had a short-term deposit of $1.0 million.
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NOTE 4:

NOTE 5:

MARKETABLE SECURITIES AND SHORT-TERM DEPOSITS (Cont.)

During 2004, the Company recorded proceeds from sales of marketable securities in the amount of
$3,353,000 and related losses of $67,000 in financial expenses, net.

Since the Company has the ability and intent to hold these investments until a recovery of fair value,
the Company does not consider these investments to be other than temporarily impaired as of
December 31, 2004. In addition, the unrealized losses are in a continuous position for a period not
more than 12 months.

The amortized cost and estimated fair value of available-for-sale investments as of December 31,
2003 and 2004 by contractual maturity, are as follows:

December 31,
2003 2004
Amortized Market Amortized Market
cost value cost value
U.S. dollars in thousands

Available-for-sale:

Matures in one to five years $ - $ - $ 6,975 $ 6,368
Matures in five to ten years - - 1,003 1,008
Matures in more than ten years 15 39 3,254 3,281

$ 15 $ 39 $ 11232 $ 11,157

TRADE RECEIVABLES

The Company's trade receivables are composed of accounts receivable in the amounts of $6.4
million as of December 31, 2003 and 2004, and unbilled receivables in the amounts of $2.7 million
and $3.6 million as of December 31, 2003 and 2004, 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. The Company had no such agreements during 2004.

Bad debt expenses totaled $1,084,000, $205,000 and $231,000 for the years ended December 31,
2002, 2003 and 2004, respectively.

OTHER RECEIVABLES AND PREPAID EXPENSES
December 31,

2003 2004
U.S. dollars in thousands

Sales and other taxes receivable $ 1,596 $ 1,363
Prepaid expenses 1,602 921
Deferred income taxes 849 860
Government grants 50 258
Employees receivables 292 307
Other 543 304

$ 4,932 $ 4,013
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Cost Accumulated depreciation
December 31,
2003 2004 2003 2004
U.S. dollars in thousands
Equipment and furniture $ 2385 $ 2364 $ 1,638 $ 1,791
Computer equipment and software 11,588 12,022 10,339 11,072
Motor vehicles 195 205 139 169
Leasehold improvements 2,280 2,296 1,272 1,473

$ 16,448 $ 16,887 $ 13,388 $ 14,505

Depreciation expense totaled $1,592,000, $1,282,000 and $1,011,000 for the years 2002, 2003 and
2004, respectively.
As for pledges see Note 12.

NOTE 7: OTHER ASSETS
a. Amortization expenses for capitalized software development costs for 2002, 2003 and 2004,
were $2.9 million, $2.3 million and $3.0 million, respectively. Amortization expenses are
included in cost of revenues.
As for impairments of software development costs, see Note 2i.

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

Accumulated

Cost amortization Other assets, net
December 31,
2003 2004 2003 2004 2003 2004

U.S. dollars in thousands

Prepaid royalties $ 208 $ 2074 $ 1,503 $ 1,627 $ 580 $ 447
Technologies and usage rights (1) 910 2,041 817 396 93 1,645
Intangible assets and other 156 158 148 148 8 10
Distribution rights 1,070 1,070 1,063 1,070 7 -
Deferred debt issuance

costs (2) 1,496 1,528 15 262 1,481 1,266

$ 5715 $ 6871 $ 3546 $ 3,503 $ 2,169 $ 3,368

In addition, other assets include:

Severance pay fund - 1,011 - 1,011
Long-term tax advances 715 774 715 774
Long-term deposits 156 162 156 162
Other 62 114 62 114
933 2,061 933 2,061

$ 6,648 $ 8932 $ 3102 $ 5429
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1) In September 2004, the Company purchased the technologies underlying the
INSIGHT™ for Closed Books solution, for a minimum amount of approximately $1.7
million to be paid in 4 annual installments, beginning December 31, 2005. Under
certain conditions set forth in the agreement, the consideration may increase in the
future, based on the number of policies administered by such solution.

The technologies are amortized over a 4 year period, which is the estimated useful life
of the technologies.

2)  Related to the issuance of Debentures, Options (Series A) and Warrants (Series 1) (see
Note 9b).

Amortization of other assets charged to expenses was $368,000, $303,000 and $148,000 for
2002, 2003 and 2004, respectively.

As for impairments of long-lived assets, see Note 2h.

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

U.S. dollars in

December 31, thousands
2005 $ 563
2006 546
2007 529
2008 456
$ 2,094

NOTE 8: OTHER LIABILITIES AND ACCRUED EXPENSES

December 31,
2003 2004
U.S. dollars in thousands

Employee and related payroll accruals $ 3,167 $ 3,310
Sales and other taxes payable 1,601 1,611
Accrued royalties to the OCS (Note 11a) 2,404 1,477
Accrued expenses and other liabilities 3,882 2,160

$ 11,054 $ 8,558
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a.

Short-term bank credit;

The Company and its subsidiaries have available revolving credit line facilities for
borrowings of up to a total of $19.0 million as of December 31, 2004, 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 and results. See Note 17c, Subsequent Events, for extension of terms of the
credit lines.

Weighted average
interest
December 31, December 31,
2003 2004 2003 2004
Linkage % U.S. dollars in thousands
Credit lines NIS 7.2 6.5 $ 2,740 $ 1,045
Short-term loans U.S. dollar 3.2 45 6,650 8,150

$ 9390 $ 9,195

Convertible Debentures, Warrants and Options:

During December 2003, the Company completed an offering of securities in the Tel-Aviv
Stock Exchange ("TASE") in lIsrael, 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 U.S. 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) was exercisable into 100 Debentures (Series A) no later than March
3, 2004 at an exercise price of NIS 96 (approximately $21.85). Through March 3, 2004,
179,663 Options (Series A) were exercised into Convertible Debentures, with a total exercise
price of approximately $3.8 million. 105,225 of the Options (Series A), with a total exercise
price of approximately $2.3 million, were exercised by one of the Company's subsidiaries in
Israel. The remaining balance expired.
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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 U.S. dollar.

As of December 31, 2004, 600,000 Warrants (Series 1) are outstanding.

The Convertible Debentures and Warrants are, and the Options were, 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 U.S. 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 was allocated 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) were 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™ ("EITF 00-19"), 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) was 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.

Pursuant to an evaluation of the terms of the agreement under the provisions of EITF 00-19, the
Company has classified all the above derivative financial instruments issued in connection with
the private placement as liabilities.
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As of December 31, 2003 and 2004, the outstanding balance of the convertible debt,

Warrants and Options are as follows:

Debentures:
Par value
Deemed discount, net *)

Less — debentures purchased by one of the

Company's subsidiaries

Warrants (Series 1)
Options (Series A)

December 31,

2003 2004
U.S. dollars in thousands
$ 18,207 $ 22,295
(1,557) (1,456)
16,650 20,839
(457) (2,789)

462 196

17 -

$ 16,672 $ 18,246

*)  the deemed discount is amortized over a period of 72 months, the term of the
debentures (Series A), using the interest method. Amortization of the deemed discount
charged to expenses was $18,000 and $348,000 for 2003 and 2004, respectively.

The share issuance expenses, which are classified to other assets (Note 7b), are amortized
over the term of the debentures (Series A), using the interest method.

NOTE 10: OTHER LONG-TERM LIABILITIES

Rate of December 31,
Linkage interest Maturity 2003 2004
U.S. dollars
% in thousands
Loan payable
eZoneXchange ***) U.S. Dollar 7.5 May 2005 - $ 4,000
Through
Long-term loans *) U.S. Dollar 45-4.7 March 2005 7,000 7,567
Capital lease obligations
(Note 10b) Euro 5 June 2005 117 46
Through
Other long-term liability **) GBP - December 2008 - 1,736
Other long-term debt Japanese Yen 2.1-2.8 February 2006 123 69
7,240 13,418
Less - current maturities (189) (9,678)
7,051 3,740
Accrued severance pay 991 902
Warrants issued as part of a
settlement of redeemable
shares in a subsidiary
(Note 1c) - 320
Minority interest 69 73
$ 8111 $ 5,035
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*)  See Note 9a for covenants.
**)  See Note 7b.
***)  See Note 17b for an extension of the maturity date.

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 was fully
repaid.

Long-term debt maturities after December 31, 2004, are as follows (U.S. dollars in
thousands):

2005 $ 9,678
2006 3,140
2007 and after 600

3 13,418

Interest expense was $1.0 million, $1.2 million and $1.0 million for 2002, 2003 and 2004,
respectively.

NOTE 11: COMMITMENTS AND CONTINGENT LIABILITIES

a.

Sapiens Technologies Ltd. ("Technologies"), a subsidiary incorporated in Israel, partially
finances its research and development expenditures under programs sponsored by the OCS
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 license and maintenance revenue and 0.35% of the net
consolidated consulting services revenue related to the 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 $1.6 million, $1.2 million and $1.6 million in 2002,
2003 and 2004, respectively.

As of December 31, 2004, the Company had a contingent liability to pay royalties of
approximately $8.0 million.
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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 Capital
leases leases
U.S. dollars in thousands

2005 $ 2,499 $ 46
2006 2,258 -
2007 2,061 -
2008 1,887 -
2009 and thereafter 1,941 -
Total future minimum lease payments $ 10,646 $ 46

Amortization of assets recorded under capital leases is included in depreciation expenses.
Rent expense for the years 2002, 2003 and 2004 was $2.5 million, $2.5 million and $2.4
million, respectively.

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 $477,000. A former employee has
threatened to sue the Company for the amount that such employee was required to pay to the
Israel Tax Authorities as the result of his exercise of stock options. In the event that such
employee would decide to file a claim in court, the Company believes that such threatened
claim lacks merit and the Company, based on the advice of its legal counsel, believes that it
has a reasonable defense. The Company does not believe that the claim reflects a probable
loss contingency, in accordance with Statement of the Financial Accounting Standard Board
No. 5, "Accounting for Contingencies".

Under Israel's Stamp Tax on Documents Law, certain documents are subject to stamp tax.
Recently promulgated regulations provide for a gradual phase-out of the stamp tax by 2008.
In 2004, however, the tax authorities began an enforcement campaign involving extensive
audits of companies' compliance with the stamp tax obligation with respect to all agreements
which had been signed since June 2003.

The Company has received legal advice that there are a variety of defenses relating to its
obligation to pay stamp tax or the amount to be paid. The Company's management believes
that the applicable provision in its financial statements as of December 31, 2004 is adequate
to cover probable costs arising from this law.

As for tax assessments, see Note 13c.

See Note 7b(1) for a contingent liability related to a purchased technology.
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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 9a above.

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 $1.3 million 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 £130,000. 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, 2004, the Company's subsidiary in the U.S. had net operating loss
carryforwards for U.S. federal income tax purposes of approximately $6.5 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 $50 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 2005 to 2009.

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").
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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, 2004 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.

Income from sources other than the "Approved Enterprise” during the benefit period is
subject to tax at the regular corporate tax rate of 35% in 2004, 34% in 2005, 32% in 2006 and
30% in 2007 and thereafter.

The entitlement to the above benefits is conditional upon the Company fulfilling the
conditions stipulated by the Capital Investments Law, regulations published thereunder and
the instruments of approval for the specific investments in "approved enterprises”. 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, in whole or in part, including
interest. In the event of a distribution of such tax-exempt income including, among other
things, a cash dividend, the Company will be required to pay tax at the rate of 10%-25% on
the amount distributed. In addition, these dividends will be subject to a 15% withholding tax.
Technologies have 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".

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.

On April 1, 2005, subsequent to the balance sheet date, an amendment to the Investments
Law came into force. Pursuant to the amendment, a company's facility will be granted the
status of "Approved Enterprise” only if it is proven to be an industrial facility (as defined in
the Investments Law) that contributes to the economic independence of the Israeli economy
and is a competitive facility that contributes to the Israeli gross domestic product. The
amendment provides that the Israeli Tax Authority and not the Investment Center will be
responsible for an Approved Enterprise under the alternative package of benefits, referred to
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as a Benefiting Facility. A company wishing to receive the tax benefits afforded to a
Benefiting Facility is required to select the tax year from which the period of benefits under
the Investment Law are to commence by notifying the Israeli Tax Authority within 12
months of the end of that year. In order to be recognized as owning a Benefiting Facility, a
company is required to meet a number of conditions set forth in the amendment, including
making a minimal investment in manufacturing assets for the Benefiting Facility and having
completed a cooling-off period of no less than two to four years from the company's previous
year of commencement of benefits under the Investments Law.

Pursuant to the amendment, a company with a Benefiting Facility is entitled, in each tax year,
to accelerated depreciation for the manufacturing assets used by the Benefiting Facility and to
certain tax benefits, provided that no more than 12 to 14 years have passed since the
beginning of the year of commencement of benefits under the Investments Law. The tax
benefits granted to a Benefiting Factory are determined according one of the following new
tax routes:

Similar to the currently available alternative route, exemption from corporate tax on
undistributed income for a period of two to ten years, depending on the geographic location
of the Benefiting Facility within Israel, and a reduced corporate tax rate of 10 to 25% for the
remainder of the benefits period, depending on the level of foreign investment in each year.
Benefits may be granted for a term of from seven to ten years, depending on the level of
foreign investment in the company. If the company pays a dividend out of income derived
from the Benefiting Facility during the tax exemption period, such income will be subject to
corporate tax at the applicable rate (10%-25%). A company is required to withhold tax at the
source at a rate of 15% from any dividends distributed from income derived from the
Benefiting Facility.

A special tax route enabling companies owning facilities in certain geographical locations in
Israel to pay corporate tax at the rate of 11.5% on income of the Benefiting Facility. The
benefits period is ten years. Upon payment of dividends, a company is required to withhold
tax at source at a rate of 15% for Israeli residents and at a rate of 4% for foreign residents.

A special tax route that provides a full exemption from corporate tax and from tax with
respect to dividends for companies with an annual income of at least NIS 13-20 billion that
have invested a total of between NIS 600-900 million in facilities in certain geographical
locations in Israel.

Generally, a company that is Abundant in Foreign Investment (as defined in the Investments
Law) is entitled to an extension of the benefits period by an additional five years, depending
on the rate of its income that is derived in foreign currency.

The amendment changes the definition of "foreign investment™ in the Investments Law so
that instead of an investment of foreign currency in the company, the definition now requires
a minimal investment of NIS 5 million by foreign investors. Furthermore, such definition
now also includes the purchase of shares of a company from another shareholder, provided
that the company's outstanding and paid-up share capital exceeds NIS 5 million. Such
changes to the aforementioned definition will take effect retroactively from 2003.
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The amendment will apply to Approved Enterprise programs in which the year of
commencement of benefits under the Investments Law is 2004 or later, unless such programs
received approval from the Investment Center on or prior to December 31, 2004 in which
case the provisions of the amendment will not apply.

C. Tax assessments

Technologies and some of the Company's group entities have final tax assessments through
the year 1999.

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, 2003 December 31, 2004
Non- Non-
Current current Current current

U.S. dollars in thousands

Gross deferred tax assets $ 849 $ 7,602 $ 860 $ 8,558
Less - valuation allowance - (3,823) - (4,790)
Net deferred tax asset $ 849 $ 3,779 $ 860 $ 3,768

During the year ended December 31, 2004, the Company and its subsidiaries have increased
the deferred income taxes assets resulting from tax loss carryforwards and other tax credits
and the related valuation by $1.0 million. 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,
2002 2003 2004
U.S. dollars in thousands

Current (foreign) $ 1,001 $ (123) $ 217
Deferred (foreign) 407 104 -

$ 1,408 $ (19 $ 217

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

43



SAPIENS INTERNATIONAL CORPORATION N.V.
AND ITS SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 13: TAXES ON INCOME (Cont.)

allowance of deductions, credits and other benefits). In addition, the provision for income
taxes for the fiscal years ended December 31, 2002, 2003 and 2004, 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.

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

Year ended December 31,
2002 2003 2004
U.S. dollars in thousands

Domestic $ 8,252 $ 1,499 $ 5,019
Foreign (4,546) 699 (405)

$ 3,706 $ 2198 $ 4,614

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.

In August 2004, the Company's shareholders approved amendments to the Company's
Avrticles of Association, and thereby (a) increased the number of authorized Common shares
to 30,000,000, while the number of authorized preferred shares remained 1,000,000, and (b)
changed the par value of all authorized shares to one Eurocent (€ 0.01) each, from two and
three tenths Euros (€ 2.30) each, such that the total nominal capital of the Company became €
310,000.

In December 2000, the Company entered into a memorandum of understanding with
Yarnfield International Limited, an affiliate of Magnum Technologies Fund (*Magnhum"), 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 was to be adjusted in two stated dates, but was never
increased, 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 was not
to be adjusted to be less than $5.0 per Common share. At maturity, three years from the
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date of investment, the Company was to 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 were issued, the redemption price would 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.

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 shares.

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 was exercisable through June 30, 2004. This transaction was accounted for in
accordance with the guidelines of EITF D-42, "The Effect on the calculation
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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 c. took place, Ron Zuckerman,
Chairman of the Board of the Company, was an advisor to Magnum.

d. 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 15" 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.

e. 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.

f. 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.

In 2003, the Company's Board of Directors and shareholders authorized the extension of the
Sapiens International Corporation N.V. 1992 Stock Option and Incentive Plan (the “1992
Stock Plan”) until April 2012. Also in 2003, the Company's Board of Directors and
shareholders approved the 2003 Share Option Plan (the “2003 Option Plan™), including the
reservation of 500,000 Common Shares for grant Pursuant to such plan. The 1992 Stock Plan
and the 2003 Option Plan are referred together as "the Plan".

In August 2004, the Company's shareholders approved an increase of the number of Common
shares available for grant pursuant to the Plan by an additional 500,000 Shares.

In December 2000, 154,560 previously granted options with exercise prices 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
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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.

As of December 31, 2004, 1,114,765 options to 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 December 2000, the Company granted 509,600 Time Accelerated Restricted Stock Award
options ("TARSAP's™) to employees. The TARSAP's included an acceleration feature, based
on the Company's performance in the years 2001 and 2002. As of December 31, 2004,
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 of the Company's Common shares was equal to the exercise price at the date of grant.

A summary of the stock options activities in 2002, 2003 and 2004, is as follows:

Year ended December 31,

2002 2003 2004
Weighted Weighted Weighted
average average average
exercise exercise exercise
Shares price Shares price Shares price
Outstanding at January 1~ *) 1,569,698 ~$ 1250 *) 1,580,713 $ 11.25 *) 1558495 $ 10.25
Granted 274300 $  4.70 157,600 $  4.06 321539 $  4.05
Exercised (55,080) $ 0.20 (6,820 $ 3.91 (50000 $ 4.07
Cancelled and forfeited (208,205) $ 15.70 (172,998) $ 14.05 (234,163) $ 10.23
Outstanding at
December 31 *)1580,713 $ 1125 *) 1558495 $ 1025 *) 1,640,871 $  9.05
Exercisable options at
December 31 908,784 $ 12.85 1,095,779 $ 11.86 1143432 $ 11.24

*) Including 102,100 options repriced to zero, as of December 31, 2002, 2003 and 2004.

The options outstanding as of December 31, 2004, have been classified by range of exercise
price, as follows:

Options Weighted Options

outstanding average Weighted exercisable Weighted

as of remaining average as of average

December 31,  contractual exercise December 31, exercise

Exercise price 2004 life (years) price 2004 Price

$0 102,100 5.98 $ - 102,100 $ -
$1.86-$2.63 135,650 9.37 $ 257 - $ -
$3.25-$3.75 188,500 7.37 $ 357 120,425 $ 3.49
$4.06-$5.70 863,812 6.71 $ 453 570,098 $ 4.43
$11.25-$16.875 153,810 0.88 $ 1181 153,810 $ 11.81
$19.375- $29.375 48,600 5.56 $ 2891 48,600 $ 28.91
$325-$475 110,799 4.13 $ 37.35 110,799 $ 37.35
$61.25-$69.375 37,600 5.03 $ 67.78 37,600 $ 67.78
1,640,871 $ 9.05 1,143,432 $ 11.24
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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, 2004 was
$1.46.

During 2003 and 2004, the Company decided to extend the exercise period for certain former
employees. The extension was accounted for in accordance with FIN 44 by applying a new
measurement date, which resulted in no additional compensation expenses.

Warrants:

In 2000, warrants were granted to service providers. As of December 31, 2004, warrants are
outstanding, as follows:

Weighted
Warrants to average
Common exercise price Warrants
shares per share exercisable Exercisable through
82,944 $ 22.73 82,944  January-March 2005 *)
31,360 48.65 31,360 August 2005
114,304 $ 29.48 114,304

*) Expired in March 2005, subsequent to the balance sheet date.

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. 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.

In June 2004, the Company extended the exercise period of the above warrants terms with
additional 9 months, until March 31, 2005. These warrants were measured at fair value
(according to Black—-Scholes option pricing model) with the following assumptions: Risk free
rate of 2%, dividend yields of 0%, volatility factors of the expected market price of the
Company's common shares of 60%, and contractual life of the warrants of 9 months. Total
compensation expense amounted to $14,000.

These warrants expired on March 31, 2005.

The Company does not intend to pay cash dividends in the foreseeable future.

As for warrants granted to investors as part of the settlement of redeemable shares in a
subsidiary, see Note 1c.

As for 600,000 Warrants (Series 1) offered to the public, see note 9b.
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m.

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" superseded by SFAS 141
"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.

NOTE 15: GEOGRAPHIC INFORMATION

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 data below is presented in accordance with
Statement of Financial Accounting Standard No. 131, "Disclosure about Segments of an
Enterprise and Related Information”.

Geographic information:

The following is a summary of operations within geographic areas based on the end
customers' location.

Year ended December 31,

2002 2003 2004

U.S. dollars in thousands

1. Revenues:

U.K. $ 25,438 $ 19,446 $ 18,217
North America 20,272 17,636 12,381
Israel 5,776 6,453 8,910
France 3,450 2,594 1,352
Germany 2,653 2,211 1,814
Japan 3,697 2,644 3,147
Other 3,542 1,334 1,983

$ 64,828 $ 52318 $ 47,804
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2. Long-lived assets:
Israel
France
Dutch Antilles
Germany
Other

December 31,
2003 2004
U.S. dollars in thousands

$ 12934 $ 14,587
454 455

2,112 588

33 19

1,466 1,111

$ 16,999 $ 16,760

NOTE 16: SELECTED STATEMENTS OF OPERATIONS DATA

a. Research and development expenses:

Year ended December 31,

2002 2003 2004
U.S. dollars in thousands
Total costs $ 9,448 $ 8,329 $ 8,114
Less - capitalized software development
costs, net of royalties bearing grants (2,732) (4,539) (4,750)
Less - royalty-bearing grants (699) (134) (833)
Research and development expenses, net $ 6,017 $ 3,656 $ 2,531
b. Financial expenses, net:
Financial income:
Interest $ 778 $ 612 $ 358
Revaluation of Warrants (Series 1) - - 266
Foreign currency translation differences 6,511 26,178 10,057
7,289 26,790 10,681
Financial expenses:
Interest 1,747 1,246 2,282
Foreign currency translation differences 6,351 26,292 9,898
Bank charges and others 162 133 249
Loss on sale of marketable securities and
bonds - 77 67
Amortization of issuance expenses and
discount on convertible notes - - 595
8,260 27,748 13,091
Financial expenses, net $ 971 $ 958 $ 2,410
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a. On February 10, 2005, board of directors approved a restructuring plan for the purpose of
reducing costs and to restore profitability.

The restructuring costs consist of employee termination benefits associated with the involuntary
termination of approximately 40 employees, accounted for in accordance with Statement of
Financial Accounting Standard No. 146, "Accounting for costs Associated with Exit of Disposal
Activities".

The Company expects to record approximately $1.0 million as restructuring costs in 2005 in
connection with this restructuring plan.

b. On May 29, 2005, the Company entered into an agreement with the investors in eZoneXchange
regarding the payment of the remaining $4.0 million originally due on May 1, 2005. It was
agreed to pay $2.0 million on May 1, 2005, $1.0 million on April 1, 2006 and $1.0 million on
August 1, 2006. The investors may, at their sole discretion, convert all or any portion of the
$1.0 million payable on August 1, 2006 into the Company's Common shares, at a conversion
price per each share of $3.20. In addition, the interest due on the remaining amount was
changed to Libor + 2.5%. The first installment of $2.0 million was paid as required at the
beginning of May 2005.

c. Subsequent to the balance sheet date, the credit line facilities mentioned in Note 9a, have
effectively been extended to enable the Company and the banks to negotiate the conditions for
an additional twelve month period. Management believes that the financial results and ratios
that will be agreed upon will be ones that the Company will be able to maintain over the next
twelve months. Borrowings under these agreements in U.S. dollars bear interest at rates ranging
between the London Interbank Offered Rate ("LIBOR") plus 2% to plus 2.25% and borrowings
in New Israeli Shekels ("NIS") bear interest at the prime rate of interest in Israel plus 0.7%.

d. On June 27, 2005, we entered into a share purchase agreement with its major shareholder,
Formula Systems (1985) Ltd., whereby Formula invested $2.0 million in the Company and the
Company issued 1,041,667 Common shares to Formula, at a purchase price per share of $1.92,
which was the average closing price for the 10 day period prior to the execution of the
agreement.
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