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A Shift in the Wind

[ ntroduction

For thefirst timein over ayear and ahdlf pogitive signs are emerging and a change in aimosphere
with positive expectations can be felt in the VC community. However, these signs are being
treated very cautiously and it will till take awhile before they will actually be seen (if at all)
in the market. Although many VCs are actively seeking new investments, investment levels
and the number of quarterly deals till remain steady and relatively low. Hopefully these brighter
expectations will evolvein to positive trends.

The Israel VC Indicator Survey is a comprehensive picture of VCs expectations for the next
six to twelve months and acts as an indicator of changing confidence levels in:
= Economic and market climate
= Dedl activity
= |nvestment and Managerial focus
The results produce a forward looking measure of the overall sentiment in the Israeli venture
capital community which is extremely relevant to immediate deal-flow.

The 7th Deloitte & Touche — Brightman Almagor Israel VC Indicator Survey results for Q2
2003, include a comparison, where relevant, with responses from the previous quarters surveys
in Israel and with the results of the Q2 2003 VC Confidence Survey which is conducted by
Deloitte & Touche on aquarterly basisin the Silicon Valley.

Results

Thisquarter’sresultsindicate a brighter outlook
and the first signs of recovery in over ayear.
46% of the respondents expect the overall
economic climate to improve during the next
six months compared to 8% in Q1, 2003 and
only 10% expect a decline compared to 25%
in the previous quarter. These expectations
are similar to those of the Silicon Valley VC
community who has shown optimistic
expectations since last quarter (35% expect an
improvement in the overall economic climate
compared to 25% in Q1, 2003). (Chart A)
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Additional indicationsto an increasing positive
outlook can be seen in the V Cs expectations
regarding foreign investments in Israel and
raising new funds. It seems that the end of
thewar in Iraq, together with general sentiment
of improvement being felt in the public
marketsin the USlately have resulted in some
optimistic expectations in the Israeli VC
community. 63% of the respondents expect
foreign investments in Israeli companies to
increase during the next six months.
Furthermore, only 12% of the VC community
members expect raising new funds by
companies from VCsto be more difficult than
it is today (compared to 28% in Q1, 2003).
Thisdefinitely reflectsachangein atmosphere!
(Chart B, see next page)
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Chart B: Due to the local situation and to the end of thewar in
Iraq, | expect that during the next six months foreign investments
in Israeli companies:
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over the course of 2003. If this expectation is
to become realistic, we should expect an
increase in VC investment levels as well.
(Chart D)

&

20% 13199
o il
0%

There will be hardly will Decrease
any atall

will Increase

Raising new funds for the VCs themselvesis
also expected to be dightly simpler, with 10%
of the respondents expecting it to be less
difficult than it is today (compared to 0% in
Q1, 2003) and only 14% expecting it to be
more difficult (compared to 55% in Q1, 2003).
Despite this encouraging expectation, the
majority of theVC community (73% compared
t0 59% in Q1, 2003) still anticipates that they
will only raise their next fund during the year
2005.

Those VCsthat are looking to raise new funds
should note that it seems that the difficulties
that the V Cs have encountered during the past
two years throughout the world in raising new
funds, and the fact that some of the funds raised
between 1999 and 2000 have been returned to
the LPs, coincides with the fact that the vast
majority of the Silicon Valley respondents
(94%) indicate that the optimal fund size in
the current environment is less than $500
million, with 51% of the same group indicating
that $250 million is the optimal fund size.
(Chart C Silicon Valley)

Chart C Slicon Valley: What isthe optimal fund size, given the current
pool of investable private companies, assuming traditional investment
horizons?
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As in last quarter, the majority of the VC
community members (64% compared to 67%
in Q1, 2003) still expect the most important
factor that will lead to an increase in VC
investment levelsto be the recovery of public
markets and only 30% expect it to beanincrease
in corporate IT spending. 86% of the
respondents expect the value of NASDAQ to
increase up to 25% compared to its value today,
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Chart D: Over the course of 2003, | expect the value of NASDAQ
to:
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65% of the respondents expect over 25% of
their total funds to be deployed for new
investments rather than follow-on investments
during 2003, with 17% of them expecting to
deploy over 50% of their total funds for new
investments. When looking to invest this
money, a slight increase can be seen in the
number of respondentsthat expect the majority
of their new investments to be made in the
second round (46% compared to 38% in Q1,
2003) and a dlight decline can be seen in the
expectations towards seed investments (22%
compared to 28% in Q1, 2003). (Chart E)

Chart E: In 2003 | expect the percentage of total funds that will be
deployed for new investments rather than follow-on investments to be:
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In reference to new investments the VC
community in the Silicon Valley while asked
about evaluating a potential new investment,
73% of the respondentsindicate that the most
important factor in determining pre-money
valuation for the investment is an evaluation
of milestones reached by the company and
only 25% appear to still be mostly concerned
with public company valuation as an important
benchmark.

80% of the respondentsindicate that up to 25%
of ther portfolio companiesare actively seeking
a strategic buyer. 72% of the respondents
expect the likely results of this search to be an
acquigtion by alarger player, while 23% expect
the companiesto sell their assets.

INSIGHTS

® The local situation in Israel -
fragile as it may be - appears to
be moving in a positive direction:
the political road map, the new
economic plan, together with the
end of the war in Iraq and the
stabilizing economic conditions
in the US, are raising hopes
towards the local economic
environment and high expectation
for the investment of foreign funds
in Israel. Further improvement
in any of the above shall further
benefit the Israeli economy, high
tech industry and VC community.

Despite the rising hopes towards
raising new funds for VCs, the
future fund sizes are expected to
decline. The VC industry shall
be composed of VCs that will be
managing smaller amounts of
money and with a stronger “hands
on” approach.

Due to the lack of an IPO market,
M&As will continue to be the most
likely exit route in the near and
mid-term future. Companies who
wish to use this route must shift
their business plans, their
structure and strategies in order
to position themselves as
attractive candidates for an
acquisition by larger players.

As a preliminary approach to an
M&A, VCs should explore the
possibility of mergers among their
own portfolio companies or with
other Israeli companies,
especially when it comes to niche
companies. The new company
created by the merger may be
more successful in its new format
or may turn out to be an even
more attractive candidate for an
acquisition than each company
was alone...

Valuation expectations have fallen
to realistic ranges, and this will
only help the expected pace of
investing and VC exits.
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Appendix: 2nd Quarter, 2003 Detailed Results

Economic Activity

Deal Activity

Investment & Management Focus
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During the next six months, | expect raising new funds by
VCsto:
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In 2003, | expect the percentage of total funds that will be
deployed for new investments rather than follow-on
investments to be:

>50%

17% 0-25%

35%

25-50%
48%

During the next six months | expect raising new funds by
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When do you anticipate raising your next fund?

Over the course of 2003, | expect the value of NASDAQ to:
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During the next six months, | expect the number of transactions
in the sectors listed below to:
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o Contacts

Deloitte & Touche — Brightman Almagor initiated this survey and collected the results from May 19th through May
30th, 2003. The Isragl VC Indicator Survey is conducted on a quarterly basis.

We welcome suggestions for issues to be addressed in future Israel VC Indicator Surveys.

For more information about this survey or the specia services offered by Deloitte & Touche Brightman Almagor or its affiliates,
to VCs, and how we can assist the deal initiation and execution process, please contact us as follows:

Technology Media and Telecommunications (TMT) Group

Leader of the Global Industry

Igal Brightman
Chairman & CEO
03-6085500
ibrightman@del oitte.co.il
Israeli Group
Assurance & Advisory Due Diligence & VC Tools Financial & Business Consulting Business Devel opment Tax
[lan Birnfeld Shlomi Anfang Shaul Koniarski Tomi Deutsch Yitzchak Chikorel
Leader of the Israel TMT Group 03-6085550 03-6085202 03-6085408 03-6085511
03-6085514 sanfang@del oitte.co.il skoniarski @del oitte.co.il tdeutsch@del oitte.co.il ychikorel @del aitte.co.il
ibirnfeld@del oitte.co.il
Incentives4U Enterprise Risk Services (ERS)

Micha Yehezkel Avrum Savran Dan Halpern Yael Shindler Henriette Fuchs
03-6085529 03-6085405 03-6085471 03-6085273 03-6085519
myehezkel @del oitte.co.il asavran@deloitte.co.il dhalpern@deloitte.co.il yshindler@del aitte.co.il hfuchs@del aitte.co.il

Corporate Finance Marketing
Asher Mechlovich Avi Tassat Moti Barzilay Hadar Levy Adi Yoffe
03-6085524 03-6085334 03-6085204 03-6085542 03-6085580
amechlovich@del oitte.co.il atassat@del oitte.co.il mbarzilay@deloitte.co.il hlevy@del aitte.co.il ayoffe@delaitte.co.il

About Deloitte & Touche - Brightman Almagor

Delaitte & Touche Brightman Almagor is one of the leading accounting and consulting firmsin Israel, specidizing in accounting, auditing,
taxation aswell as consulting and trust services. The firm's 35 partners and over 700 employees, serve adiversified clientele, large and small,
private and public, in all areas of the Isragli economic arena, including over 120 companies whose shares are traded on the stock exchanges
in lsrael, the US and Europe.

Thefirm isafully integrated member of Deloitte Touche Tohmatsu

About Deloitte Touche Tohmatsu

Ddoitte Touche Tohmatsu is one of the world' s leading professional services organizations. The member firms of Delditte Touche Tohmatsu
deliver world-class assurance and advisory, tax and consulting services. With more than 119,000 people in over 140 countries, the member
firms serve over one-half of the world's largest companies, as well as large national enterprises, public institutions, and successful, fast
growing global growth companies. Our internationally experienced professionals strive to deliver seamless, consistent services wherever
our clients operate. Our mission isto help our clients and our people excel.

Deloitte Touche Tohmatsu is a Swiss Verein, and each of its national practices is a separate and independent legal entity.

Our missionisto help our clientsand our people excel

The surveys contain general information only and Deloitte & Touche - Brightman Almagor is not by means of this publication, rendering
accounting, business, financial, investment, legal, tax or other professional advice or services. This survey is not a substitute for such
professional advice or services, nor should it be used as a basis for any decision or action that may affect you or your business. Past
performance is not necessarily indicative of future results. In Addition, prediction of future eventsisinherently subject to both known and
unknown risks, uncertainties and other factors that may cause actual results to vary materially. Before making any decision or taking any
action that may affect you or your business, you should consult with aqualified professional advisor. Deloitte & Touche - Brightman Almagor,
their affiliates and related entities shall not be responsible for any loss sustained by any person or entity that relies on this publication.



