Patents and Intellectual Property

We currently rely on a combination of patent, trade secret, copyright and trademark law, together
" with non-disclosure sgreements and technical measures, to establish and protect proprietary rights in our
products. We hold a United States patent for a commercial satellite communication system that allows
random access to allotted frequency segments on satellites. The patented system allows our customers to
utilize lower cost networks, while maintaining sufficient throughput and response times. Through Gilat
Florida, we alsa hold a United States patent for the ISAT frame relay system. In addition, we also hold
several patents relating to spread spectrum.

We belleve that our patents are important to our business. We also believe, however, that the
improvement of existing products, reliance upon trade secrets and unpatented proprietary know-how as
well as the development of new products ere generally as important as patent protection in establishing and
maintzining a competitive advantage. We believe that the value of our products is dependent upon our )
proprietary software and hardware remaining *‘trade secrets® or subject to copyright protection. Generally,
we enter inta non-disclosure and invention assignment agreements with our employees and subcontractors,
However, we cannot assure that our proprietary technology will remain a trade secret, or that others will
not develop a similar technology or use such technelogy in products competitive with those offered by us.

- On May 8, 2000, Gilat Satellite Networks Ltd. and Spacenet In¢. were named as defendants in an
action flled in the United States District Court for the District of Marytand. Plaintiff Hughes Electronics
Corporation alleges the infringement of four patents, and seeks to enjoin further alleged infringement (See
“Iters 3; Litigation™. We intend to vigorously defend against these claims. We do not believe we are
infringing the patents.

~ In addition, from time to time, we may be notified of claims that we may be infringing patents,

copyrights, or other intellectual property rights owned by third parties. While we do not believe we are
- currently infringing any intellectual property rights of third parties, we cannot assure that othet companies

will not, in the future, pursue claims against us with respect to the alleged infringement of patents,
copyrights or other intellectual property rights owned by third parties. In addition, litigation may be
necessary to protect our intellectual property rights and trade secrets, to determine the validity of and scope
of the propriety rights of others or to defend against third-party claims of invalidity. Any litigation could
result in substantial costs and diversion of resources and could have 2 material adverse effect an Gilai's
business, financial condition and operating results,

We cannot assure that additional infringement, invalidity, right to use or ownership claims by
third parties or claims for indemnification resulting from infringement claims wiil nat be asserted in the
future. If any claims or actions are asserted against us, we may seek to obtain a license under a third party’s

E intellectual property rights. We cannot assure, however, that a license will be avatlable under terms that are
; ' acceptable to us, if at all. The failure to obtain 2 license under a patent or intellectual property right from a

| third party for technology used by us could cause us 1o incur substantial liabitities and to suspend the

[ manufacture of the product covered by the patent or intellectual property right. In addition, we may be

‘ required to redasign our products to eliminate infringement if a license is not avaitable. Such redesign, if

i possible, could result in substantial delays in marketing of products and in significant costs. In addition,
should we decide to litigate such claims, such litigation could be extremely expensive and time consuming
‘and could materially adversely affect our business, financial condition and operating results, regardless of
the cutcome of the litigation,

Government Regulation

Regulatory Overview, The international telecommunications environment is highly regulated.
As a provider of communications services in the United States, we are subject to the regulatory authority of
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the United States, primarily the Federal Comtmunications Commission (the *‘FCC'"). We are also subject to
regulation by the natlonal communications authorities of other countries in which we provide service. Each
of these entities can potentially impose operational restrictions on us. The changing policies and
regulations of the United States and other countries will continue to affect the internarional
telecommunications industry. We cannot predict the impact that these changes will have on our business or
whether the general deregulatary trend in recent years will continue. We believe that continued
deregulation would be beneficial to us, but also could reduce the limitations facing many of our existing
competitors and potential new competitors,

We are required to obtain epprovals from numerous nationa! and local authorities in the ordinary
course of our business in connection with mest arrangements for the provision of services. The necassary
approvals generally have not been difficult for us to cbtain in a timely manner. However, the failure to
obtain particular approvals has delayed, and in the future may delay our provision of services, Moreover, it
is passible that any approvals that mey be granted may be subject to materially edverse conditions.

United States Regulation. All entities that use radio frequencies to provide communications

services in the United States are subject to the jurisdiction of the FCC under the Comrunications Act of

‘ 1934, as amended (the **Communications Act'’). The Communications Act prohibits the operation of

B satellite earth station facilities and VSAT systems such as thoss operated by us except under licenses issued
by the FCC. Major changes in earth station or VSAT operations require modifications to the FCC licenses,
which must also be approved by the FCC, The licenses we hold are granted for ten year terms. The FCC
generally renews satellite earth station and VSAT licenses routinely, but we cannot assure that our licenses
will be renewed at their expiration dates or that such renewals will be for full terms, [n addition, certain
aspects of our business may be subject to state and local regulation including, for example, local zening
laws affecting the instalfation of satellite antennas. ,

Internationa) Regulation. We must comply with the applicable laws and obtain the approval of
the regulatory guthority of each country in which we propose to provide network services or operate
VSATs. The laws and regulatory requirements regulating access to sateltite systems vary from country to
country. Some countries have substantially deregulated satellite communications, while other countries
maintain strict monapoly regimes. The application procedure tan be time-consuming and costly, and the
tertns of licenses vary for different countries. In addition, in some countries there may be restrictions on
our bility to interconnect with the local switched telephone network.

Employees

As of May 1, 2000, we had spproximately 1191 full-time employees, including 19% employees in
administration and finance, 150 empioyess in marketing and sales, 281 employees in engineering, research
and development and 560 employees in manufacturing, operations and technical support. Of these
employees, 494 employees were based in our facilities in [sracl, 587 were employed in the United States,
78 in Europe, and 32 in Asia, the Far East, and other parts of the worid.,

We alsa utilize temporery employees, as necessary, to supplement our manufacturing and other
capabilities. We believe that our relations with our employees are satisfactory.

We and our employees are not parties to any collective bargaining agreements. However, certain
provisions of the collective bargainipg agreements between the Histadrut (General Federation of Labor.in
[srael) (*'Histadrut'*) and the Coordination Bureau of Economic Organizations (including the
Manufacturers” Association of Israel) are applicable to Israeli employees by order (the *‘Extension Order*')
of the israeli Ministry of Labor and Welfare. These provisions principally concern the length of the work
day and the work week, minimum wages for workers, contribut{ons to a pension fund, insurance for work-
related accidents, procedures for dismissing employees, determination of severance pay and other
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conditions of employment, Furthermore, pursuant to such provisions, the wages of most of our employees
are automatically adjusted based on changes in the [sraeli CP1. The amount and frequency of these
adjustments are modified from time to time.

Israeli law generally requires severance pay upon the retirement or death of an employee or
termination of employment without due cause. Our ongoing severance obligations are partially funded by
making monthly payments to approved severance funds or insurance policies, with the remainder accrued
as » long-term liability in our financial statements. See nate 7 to Notes to the Consolidated Financial
Statements. In addition, 1sraeli employees and employers are required to pay specified sums to the
Natioral Insurance Institute, is similar to the U.S. Social Security Administration. Since January 1, 1995,
such amounts also include payments for nationz! health insurance, The payments 1o the National Insurance
Institute are approximately 14.6% of wages (up to a specified amount), of which the employee contributes
approximately 66% and the employer contributes approximately 34%. The majority of our permanent
employees are covered by life and pension insurance policies providing customary benefits ta employzes,
including retirement and severance benefits, For Lsracli employees, we contribute 13.33% to 15.83%
(depending on the employee) of base wages to such plans and the permanent employees contribute 5% of
base wages. .

-  Conditions In Israel

We are incorporated under the laws of, and our offices and manufacturing facilities are located in,
the State of Israel. Accordingly, we are directly affected by political, economic and military conditions in
Isracl. Our operations would be materially adversely effected if major hostilities involving Isracl should
oceur or if trade between Israel and its present trading pariners should be curtailed.

Political and Economic Conditlons

Since e establishment of the State of [sracl in 1948, a number of armed conflicts have taken
place between Isreel and its Arab neighbors and 2 state of hostility, varying from time to time in intensity
and degree, has led to security and economic problems for Israel. However, a peace agreement between
Israel and Egypt was signed in 1979, a peace agreement between Israe! and Jordan was slgned in 1994 and,
since 1993, several agreements between [srael and Palestinian representatives have been signed. In
addition, 1srael and several other Arab States have announced their intention'to establish trade and other
relations and are discussing certain projects. As of the date hereof, Israel has not entered into any peace
agreement with Syria or Lebanon, although Istael recently withdrew ali of its forces from South Lebanon,
There is substantial uncertainty about how the **pence process™ will develep or what effect it may have
upon us.

Despite the progress towards peace between Israsl, its Arab neighbors and the Paiestinians, certain
countries, companies and organizations continue to participate in a boycott of Isracli firms. We do not
believe that the boycoit has had a material adverse effect on us, but there can be no assurance that
restrictive laws, policies or practices directed towards Israel or lsraeli businesses will not have an adverse

i impact on the expansion of our business. .

b As discussed below (see “Item 9; Management’s Discussion and Analysis of Financial Condition
: and Results of Operations—Impact of Inflation and Currency Fluctuations’), the costs of our operations in :
- Israe} are generally incurred in NIS:1f the-inflation rate in Israsl-exceeds the rate of devaluation of the NI§—- -~ - — - ==
against the dollar in any period, the costs of our Isracli operations, as measured in dollars, could increase. '
Israel's economy has, at various times in the pest, experienced high rates of inflation.
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Trade Agreements

Israel is a member of the United Nations, the [nternational Monetary Fund, the International Bank
for Reconstruction and Development and the jnternational Finance Corporation. Israel is a member of the
World Trede Organization and is a signatory of the General Agreement on Trade in Services and to the
Agreement en Basic Telecommunications Services. In addition, Isracl has been granted preferences under
the Generalized System of Preferences from the United States, Australis, Canads and Jepan. These
preferences aliow Israel to export the products covered by such programs either duty-free or at reduced
tariffs.

Israel and the Buropean Union concluded a Free Trade Agreement in July 1975 that confers

certain advantages with respect to Israeli exports to most European countries and obligates 1scael to lower

' its tariffs with respect to imports from these countries over & number of years. In June 2000, Israel was
admitted as an Associate Member of the European Union. In 1985, Israel and the United States entered into
en agreement to establish a Free Trade Area (*‘FTA™"). The FTA has eliminated all tariff and certain non-
tariff barriers on most trade between the two countries, On January 1, 1993, Israel and the European Free
Trade Association ('EFTA’") entered inte an agreement establishing a free-trade zone between Israel and
the EFTA netions. In recent yesrs, Israel has established ¢commercial and trade relations with a number of
ather nations, including Russia, the People’s Republic of China and nations in Eastern Europe.

Risk Factors; Forward-Looking Statements

The following factors, in addition to other information contained in this annual report on Form
20-F should be considered carefully.

This annual report on Form 20-F includes certain statements that are intended to be, and are
hereby identified as, “forward looking statements” for the purposes of the safe harbor provisions of the
. Private Securities Litigation Reform Act of 1995, We have based these forward-looking statements.on our
current expectacions and projections about future events, These forward-looking statements are subject to
risks, uncertainties, and assumptions about Gilat, including, among other things:

- - ouranticipated growth strategies
- our imention to introduce new products

= anticipated trends in our business, including trends in the market for communication
netwaork products and services

+  foture expenditures for capital projects
«  our ability to continue to control costs and maintain quality

Thes¢ statements may be found in Item 1: “Description of Buginess” and Item 9: **Management'’s
Discussion and Analysis of Financial Condition and Results of Operatiens,’and in this anoual report on
Form 20-F generally. Our actuat results could differ materially from those anticipated in these forward-
looking statements as a result of various factors, including all the risks discussed in **Risk Factors’* and

_elsewhere in this annual report on Fgrm 20-F.

We undertake no obligation to publicly update or revise any forward-looking statements, whether
as a result of new information, future events or otherwise, In light of these risks, uncertainties, and
assumptions, the forward-looking events discussed in this annual report on Form 20-F might not occur.
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Ability to manage our rapid growth and expansion

We have grown significantly in the last few ycars and expect to continue to grow rapidly. This
growth is likely to place a significant strain on cur resources and systems, as we expand our manufacturing,
testing, quality control, delivery and service operations. In particular, we are in the process of
implementing a new management information system to assist in managing our anticipated growth.

We cannot assure. that we will be able to meet all our product delivery snd service commitments,
or that we will be able to implement successfully the new management information system. Inability to
menage our growth effectively will expose us to potential loss of custamers, contractual penalies, damage
to reputation and various costs and expense. This could have a material adverse effect on our business,
financial condition and opereting results.

Dependence on a limited number of large sales and limjted number of products

- A significant portion of our sales ere derived from large-scale contracts with major customers,
Generally, we are selected as suppliers of these customers in a bid process. The number of major bids for
VSAT-based networks in any given year is limited and the competition is intense. Qur losing 2 relatively
small number of bids could have a significant adverse impact on our operating results. In addition, the
USPS contract does not require the USPS to purchase any specific number of VSATs by eny specific date.
See “ltem 1: Decription of Business—Customers—USPS Transaction,”

In addition, in recent years we have derived the largest portion of single product sales from the
. sale of our SkyStar Advantage product. Any change in the macket acceptance of this preduct, or of other
. key products such as our telephony products, could have a material adverse effect on our business.

Need to develop, introduce and market new products and services

Our market is characterized by rapid technological changes, frequent new product announcements
and evolving industry standards. Significant technological changes could render our existing products and
technology obsolete. To be successful, we must anticipate changes in technology and industry standards
and continuously develop and intreduce new products and services as well as enhancements to existing
products and servicea. If we are unable to address the needs of our customers successfully and to respond
to technological advances on a cost-effective and timely basts, or if new producis are-not accepted by the
market, then our business, financial condition and operating results could be adversely affected.

Backlog of grders may not be filled and contracts may not be renewed

At present, we have a substantial backlog of orders, consisting of netwark service contracts,
generally for three to five years, and of new orders for products and services. See “Item 1. Marketing,
- Distribution and Strategic Alliances — Backlog”. We may be unable to fill all the backlog or te fully
recognize the revenues expected from this backlog for any of the following reasons:

.« Existing service contracts can be terminated due 1o customers” dissatisfaction with
the service we provide

«  Existing contracts may be terminated because of our inability to timely provide and
install additional products or requested new applications
-~

The loss of existing contracts and a decrease in the number of renewals of orders or of new large

orders, would have a material adverse effect on our business, financial condition and operating results. In
addition, a portion of oUr service contracts are short-term with expiration or cancellation upon 90 days’
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notice or less. If a substantial number of our service customers choase to cancel or not to renew their
contracts, our business could be adversely affected.

Potential delays in the supply or lntcrease in price of components required to build our VSATs

Several of the components required to build our VSATs are manufactured by a limited number of
suppliers. In the past we have not experienced any difficulties with our suppliers. However, we can not
assure the continuous availability of key components or our abjlity fo forecast our component requirements
sufficiently in advance. Any interruption in supply would cause delays in manufacturing and shipping
products, Those delays and the cost of developing alternative sources of supply could have & material
adverse effect on our business, financial condition and aperating results,

Our research and development and operauons groups are working with our vendors and
subcontractors to obtein components for cur products in higher quantities at reduced prices to enable us to
lower the overell price of our products. If we are unable to obmin the necessary volumes on time, orat
optimally Jow prices, sales of our products may be lower than expected which could have a material
adverse effect on our business, financiz! condition and operating results,

( Dependence on availabitity of satellite transponder space

Our VSAT-based services depend on satellite ransponder space purchased frem third-party
suppliers. For networks in the United States, we primarily use satellite capacity acquired from GE
Americom. We also use capacity on several regional satellites in Western and Eastern Europe, Latin
America, India and other areas of Asia. In connection with our acquisition of Spacenet, we entered into a
series of agreements with GE Americom. These agreements provide protected services for customer
.networks on transponders on three satellites currently operated by GE Americom and on one satellite 1o be
constructed, operated and launched by GE Americom, as well as certain preemptible servicea for in-house

. use on an additional satellite operated by GE Americom. See “item 1: Description of Business-Satelite
Capacity’' and Ttem 13; **Ineerest of Management in Certain Transactions—The Satellite Transponder
Agreements.”” We cannot assure that this transponder capacity wil! be sufficient to meet our growing
needs, or that we will be able to obtain additional transponder space at competitive prices from GE
Amerjcom or from other suppliers should we need to do so. In addition, our transponder service contracts
generally do not provide for altemative services in the event of satellite failure, and we do not maintain
insurance against such failures. Therefore, if a satellite becomes inoperable, and altemative services are not
available, our revenues would be adversely affected.

Potentlial competition with existing customers

As service providers, we compete with cerfain existing customers for our products who provide
VSAT-related services to end-users, These customers could consequently sever their business relationships
with us or, alternatively, we may elect to refrain from selling additional products to them. The loss of those
customers, sorne of whom may be significant, could have a material adverse effect on our business,

! financial condition and operating results,

Competition in the network communications industry

Gilat operates in a highly competitive industry of network communications. Many of our
competitors have substantially greater financial resources, providing them with greater research and
. development and marketing capabilities, These competitors arc also more experienced in obtaining
regulatory approvals for their products and services and in marketing them. Our relative position may place

! us at a disadvantage in responding to our compentnrs pricing strategies, technulogmal advances and other
‘I initiatives.
| .
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. Gilat’s principal competitor in the supply of VSAT networks is Hughes Network Systems
(*'Hughes''), which offers a full line of VSAT products and services, Hughes obtains satellite capa,ciry on
o the satellite system operated by its afﬂlmtes Hughes Gelaxy and PanAmSat.

The foliowing table Jists addmonal competitors 6F Gilat: e

Campetitor Ares of Competition

NEC Corporation FaraWay VSAT system
Comstreem Corp. FaraWay VSAT system
ViaSat Inc. FaraWay VSAT system
Titan Information Systems Corp. DialAway VSAT system
STM Wireless, Inc, DialAway VSAT system
ACT Networks, Inc. . ISAT Frame relay system
Globe Comm Systems Inc. ISAT Frame relay system

Englneering Technical Services tnc.  ISAT Frame relay system

In additien, Gilat competes with various companies that offer communication network systems
based on other non-satellite technologies such as terrestrial lines (including cable, DSL, fixed wireless,
1SDN tines and fiber optics), frame relay, radio and microwave transmissions. These technologies can
often be cheaper than VSAT technology while still praviding a sufficient variety of the features required by
customers, Competitors of this type inctude major established carriers such as AT&T, MCI Worldcom,
Sprint, British Telecom, Deutsche Telekom, France Telecom, global consortia of PTTs and others.

Dependence on proprietary VSAT technology

Proprietary rights are important to our success and our compefitive position, We establish and
protect the proprietary rights and technology used in our produzts by the use of patents, trade secrets,
- copyrights and trademarks. We also utilize non-disclosure and invention assignment agreements,

. Our actions to protect our proprietary rights may be insufficient to prevent others from developing
similar products to ours. In addition, the laws of many foreign countries do not protect our intellectual
property rights to the same extent as the laws of the United States.

Depeadence on our key managemeat and technical personnel

We believe that our success depends on the continued employment of the following senior

management team:
! Name Pogition . Empjoyment Apeeement
o Yoel Gat Chairman and Chief Executive Officer Year-to-year
: Amiram Levinberg  President and Chief Operadng Officer Year-to-year
g Yoav Leibovitch Vice President, Finance and Administration and Chief Financial ~ Year-to-year

Officer

If any of cur key personnel is unable or unwilling to continue in his present position, our business,
financial condition and operating results could be materially adversely affected.

' . Competition for personnel, particularly for employees with technical expertise, is intenge. Our

business, financial condition and operating results will be materially adversely affected if we cannot hire
zad retain suiteble personnel.
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Dependence on a single facility makes us susceptible to its cg

Most of our manufacturing capacity, our principal offices and principal research and development
facilities are concentrated in a single location in Israsl,

Fire, natural disaster or any other cause of material disruption in our operation in this location
could have a material adverse effect on our business, financial condition. and operating results. In addition,
the particular risks relating to our lecation in Israsl are described below.

Risks relating to our international sales and operations

We sel] and distribute our products and also provide our services internationally, particularly in
the United States, Europe and Latin America. A compenent of our strategy is to continue to expand into
new ipternational markets, such as China and South America. Qur operations can be limited or distupted
by various factors known to affect international trads, These factors include the following:

«  imposition of governmental controls and regulations

*  export license requirements

+  political instability

»  trade restrictions and changes in tariffs

»  difficulties in staffing and managing foreign operations

=  longer payment cycles and difficulties in collecting accounts receivable

+  seasonal reductions in business activities

Difficulties in obtaining regulatory approvals for our telecommanication services

Our telecomrmunication services require licenses and approvals by the FCC in the United States,
and by regulatory bodies In other countries. The approval process can often take substantial time and
require substantial resources, and any approvals that may be granted may be subject to materially adverse
conditions. In addition, even after obtaining the required approvals the regulating agencies may, at any
time, impose additiona) requirements. We can not assure our ability to comply with any new requirements
on a titnely or economic basis,

Limitation on production outside of israel and on transfer of technology

Because some of our products were developed with Israeli governmental financial suppart, we
cannot manufacture them or transfer the technology embodied in them outside of Israel without
govermnmental approval. Those approvals, If granted, may be conditioned, among other things, upon
significantly higher royalty payments to the [sraeli government. See “Item 7: Taxation.”

Fluctuations in operating results and volatility of share price
= / ) . » » a

Qur operating results may vary significantly from quarter to quarter. Historically, we have

recognized 1 greater proportion of our revenues in the last quarter of each year. The causes of fluctuations

include, among other things:

» the timing, size and composition of orders from customers

4i
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. ® our timing of introducing new products and product enhancements and the leve] of
their market acceptance

s the mix of products and services we offer
s the changes In the competitive environment in which we operate
The market price of our ordinary shares has been subject to volatility and could be subject to wide
fluctuations in response to numerous factors, many of which are beyond our control, These factors include
_ the follawing:
» getual Buctuations or anticipated variations in our operating results
« announcements of technological innovations
s customer orders or new products or contracts
s competltors’ positions in the market
»  changes in financial estimates by securities analysts
s conditions and trends in the VSAT and other technology industries

*  our earnings releases and the eaming releases of our competitors

s the general state of the securities markets {with particular emphasis on the
technology and Israeli sectors thereof)

In addition, the stock market in general, and the market for technology companies in particular,
has been highly volatile. Investors may rot be abie to resel] their shares following perieds of volatiliey. The
trading prices of many technology-related companies® stocks have recently reached historical highs and
have reflected relative valuations substantially above historical levels, These rading prices may not be
sustained.

The Hughes litigation #nd the potential for further litigation due to infelfectuzl property
infringements

- Cn May 8, 2000, Gilat Satellits Networks Ltd. and Spacenet Inc, were named as defenclants in an
action filed in the United States District Court for the District of Maryland, Plaintiff Hughes Electronics
. Corporation (the parent of Hughes Network Systems), elleges the infringement of four patsnts, and seeks to
! enjoin further alleged infringement. We do not believe we are infringing the patents. However, the
: litigation may continue for an extended period and, regardless of the outcome of the litigation, may require
: the expenditure of significant sums for legal fees, experts, and other related costs, and may materially
‘adversely affect our husiness, financiz! condition and cperating results. If the plaintiff is successful, we
. might be required to pay license fees for using the patented technology. We cannot essure, hawever, thata
‘ - license wil] be availablc under terms that are accepieble to us, if 2t all, The failure to obtain a license could
cause us to incur substantial labilities and to suspend the menufecture of the products that utilize the
patented technology. In addition, we may be required to redesign our products so as not to use the
; pasented technelogy. Such redesign, if possible, could result in substantial delays in marketing our
! products, as well as significant costs. We intend to vigorously defend against these claims.
]
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FOR PUBLIC INSPECTION

In addition, we may, from time to time, be notified of other ¢laitns that we may be infringing
patents, copyrights, or other intellectuat property rights owned by third parties. While we do not belicve we
are currently infringing any intellectual property rights of third parties, we cannot assure that other
companies will not, in the fiture, pursue claims against us with respect to the alleged infringement of
patents, copyrights or other intellectual property rights owned by third parties. In addition, litigation may
be necessary to protect our intellectual property rights and trade secrets, to determine the validity of and
scope of the propriety rights of others or to defend against third-party claims of invalidity. Any litigation
could result in substantial costs and diversion of resources and could have a material adverse effect on
.Gilat’s business, financiel condition and operating. results.

Potential produect liahility claims

We may be subject to legal claims relating to the products we sell or the services we pravide, Qur
agreements with our busitiess customers generally contain provisions designed to limit our exposure to
potential product liability claims. We also maintain a product liability insurance policy. Our insurance may
not cover all relevant ¢laims or may not provide sufficient coverage, To date, we have not expetienced any
material product liability claims, Our business, financial condition and operating results ¢ould be materially
adversely affected if costs resulting from furure claims are not covered by our insurance or exceed our
coverage. .

Concentration of cantrol over Gilat

GE Americom beneficially owns approximately 18.7% of our outstanding ordinary shares as of
Jupe 15, 2000, GE Americom and several other principal shareholders, who beneficially own (including
options exercisable within 60 days) an additional approximately 9.45% of our ordinary shares, have
entered into a shareholders’ agreement. As a result of this agreement, a group of our principal shareholders,
collectively owning only about 28.17% of our outstanding ordinary shares, is able to exercise effective
control over most of our business. For a review of the shareholders’ agreement including certain exceptions
to the above, see “Item 13: Interest of Management in Certain Trensactions—The Sharcholders’
Agreement.”” In addition, Isracli law requires 8 minimum 75% of the shareholders to approve certain
significant corporate changes, including merger and consolidation, Consequently, subject to the terms of
the Shareholders’ Agreement, GE Americom could block approval of such resolutians.

No Intenfion to pay dividends

We have never paid cash dividends on our ordinary shares and do not anticipate paying any cash
dividends in the foreseeable future. We intend to retain any earnings for use in our business. In addition,

- the terms of some of our financing acrangements restrict us from paying dividends to our shareholders,

Onir stoek split may cesult in a decréased company capitalizafion

In February 2000, we announced our intention to split our stock.. The share split is subject to the
approval of the shareholders at the next annual meeting and we cannot assure that such approval will be
given.

Upon the effective date of our stock split, we may experience & decrease in the share price of our
ordinary shares. This decrease in share price may be temporzary although we cannot essure that the price

per Ordinary Share will return to pre-split price levels,
. .

Availability of Israeli Government benefits to our company

Under the Israeli Law for Encouragement of Capital Investments, 1959, facilities that meet certain

“canditions ¢an apply for an **Approved Enterprise” status. This status confers certain benefits including
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tax benefits. All of our existing facilities have been designated as **Approved Enterprises.”* Qur historical
operating results reflect substantial tax banefits which amount to approx;mately $3,872,000, $0, and
$10,524,000 for 1997, 1998 and 1999, respectively.

In addition, under the Law for Encouragement of Research and Develapment, 1984, we have
received research and development grants from the Office of the Chisf Scientist of the Ministry of Trade
and Industry of the State of Israel (the *'Office of the Chief Scientist'"). These grants are repayable from
royalties on sales of preducts developed with these grants. Under the terms of the graats, we are required to
manufacture these products in the State of Israel unless we receive a permit from the Office of the Chief
Scientist to manufacture abroad. If we receive a permit to manufacture sbroad, we may be required to pay a
higher royalty rate on sales of these products, and we may also be required to repay a greater overall
amount. In adgition, we have reccived grants from research consortia that are partly funded by the Office
of the Chief Scientist. The consortia grants do not require the payment of royalties.

During 1997, 1998, and 1999 we accrued $2,494,00, £2,910,000 and $2,300,000, rﬁ]ﬁectively in
royalty-bearing and non-royalty-bearing grants from the Office of the Chief Scientist.

The Government of [srael has indicated its intention to reexamine its policies in these areas. The
Israeli Govemnntent has also shortened the period of the tax exemption applicable to *'Approved .
- «w -+ .= -Enterprises’” from four years 1o two years. This.change only applies to our last four *Approxed. .. . .. ...
Enterprises’’ and to any future “‘ Approved Enterprises’” if a.ny -See “ltem 1: Description of Busmess-—-
Research and Development; Third-Party Funding."

With respect to repayment of grants from the Office of the Chicf Scientist, in 1997, the
Govemnment increased the annual rate of royalties from between 2% to 3% of associated product sales to
between 3% and 5% of associated product sales (including service and ather related revenues). Israeli
authorities have also indicated that the grant program may be further reduced in the future.

We cannot be sure that these and other governmental programs and tax benefits will be continued
in the future at their current levels or at all. Recently, a committee appointed by the [srae] Finance Minister
recomtmended reducing certain tax benefits, The termination or reduction of the benefits available to us
would significantly increase our costs and could have a material adverse effect on our business, financial
condition and operation resuits, See “Item 7: Taxation.”

In addition, in order to maintain our eligibility for the grants and tax benefits we receive, we must
continue ta meet certain conditions, including making certain investments in fixed assets and operations. If
we fail to meet such conditions in the future, we could be required to refund tax benefits already received,
with interest and linkage differences to the Israeli Consumer Price Index {the **Israeli CPI1"").

Impact of inflation snd foreign curreacy fuctuations

" Our intemational sales expose us to fluctuations in foreign currencies. Substantially all of our
sales are denominated in US dollars, Conversely, a significant portion of our expenses, mainly salaries, is
incurred in NTS and js linked to the Tsracli CPI. When the Israeli inflation rate exceeds the rate of the NIS
devaluation against the foreign currencies, then our NS expenses increase to the extent of the difference
between the rates. A significant disparity of this kind may have a material adverse ¢ffect on our operating
results.

- Risks relating to our location-in Israel o e R

We are incorposated under the laws of the State of lsrael, where we 2lso maintain our
headquarters and most of our manufacturing facilities. Political, economic and military conditions in Israel
directly influence us. Since the establishment of the State of Israel in 1948, Israel and its Arab neighbors
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have engaged in a number of armed conflicts. A state of hostility, varying in degree and intensity, has led
to security and economic problems for Israel. Despite the progress towards peace between Israel and jts
Arab neighbors and the Palestinians, major hostilities may revive. Such hostilities may hinder Israel’s
international trade and lead to economic downturn. This, in turn, could have a material adverse effect on
our operations and business.

Generally, male adult citizens and penmanent residents of Israe! under the age of 51 are obligated
to perform 14 to 31 days of military reserve duty annually, depending on their age. Additionally, ali such
residents are subject to being called to active duty at any time under emergency circumstances. The ful]
impact on our workforce or business if some of our officers and employess are called upon to perform
military service is difficult to predict. See **Conditions In Israel.””

Uncertainty of enforceability of civil llabilities against foreign persons

Our directors and officers and the Israeli experts named in this annual report on Form 20-F reside
outside the United States, Service of process upon them mey be difficult to effect within the United States.
Furthermore, because the majority of our assets are located in Israel, any judgment obtained in the United
States against us or any of our directors and officers may not be collectible within the United States,

ITEM 2: DESCRIPTION OF PROPERTY .

In April 1996, we moved to approximately 62,000 square feet of office, manufacturing and
warehousing facilities in Petah Tikva, Israel, which was expanded by an additional 57,000 square feet at
the end of 1997. We purchased approximately 93,000 square feet of additional facilities in 1997 fora
contract price of approximately $17.4 million, including taxes and related expenses. We have paid the ful
amount of the purchase price and the construction, was completed in 1999, We have also exercised our
contractuzl option to acquire approximately 79,000 square feet of space, including parking and cammereial
space, at a price of approximately $16.6 million including taxes and related expenses. Preliminary
construction has begun and is expected to be complated by the end of the first quarter 2001, In addition we
have (i) purchased 34,120 square feet of additiona! space in an adjeining building, et a price of
approximately $3.2 million; and (it} acquired an additional 65,000 square feet of adjoining real property for
future expansion, ) : )

We currently maintain a 15,000 square foot facility in ‘Yokneam, Israel which was recéntly
doubled from 7,500 square feet, for software research and development. Monthly rent is approximataly
$8,359; and the lease Is for five years, with an option for an additional five years.

The current facility of Gilat Florida in West Melbourne, Florida is comprised of approximately
31,000 square feet and houses the Gilat Florida executive, sales, manufacturing, and research and
development activities, under a ten-year lease which began May 1, 1997, Monthly rent is approximately
315,938,

Qur offices in McLean, Virginia originally comprised approximately 70,000 square feet, and were
recently expanded by an additional approximately 63,000 square feet at & tofal current monthly rental of
approximately $251,000. These offices house not only our personnel, but also contain one of our U.S.
network operations centers. In June 2000, we signed an agreement and paid a §1 million escrow deposit

-for the purchase of the Jand and building of Spacenet's current facilities for a purchase price of
824,325,000, We expect to close this purchase transaction in the third quarter of 2000, although the

. closing may be delayed. We currently lease a facility in Marietta, Georgia comprising epproximately
70,000 square feet, which is used for a second U.S. network operations center. The facilities lease is
expected to be assigned to GTH for the GTH network operations center in July 2000. We also maintain
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FOR PUBLIC INSPECTION

space in Manassas, Virginia, Chicago, Illinois and Houston, Texas for sales and operations personnel and
for equipment storage.

Qur Getman operations center leases a 21,000 square foot facility in Backnang, Germany at a
current monthly rental of approximately $25,000, This space is used by our German-based manegemeat,
sales and operations personnel and contains our European network operations centsr. We recently
purchased approximately 140,400 square feet of land inBacknang for $500,000, on which we plan to
construct a new aperations center. We commienced construction of the new building in 2000 and expect to
complete construction by the fourth quarter 0£2001, although completion mey be delayed.

We maintain offices in Santa Clara, California, Austin, Texas, Sunrise, Florida, Atlanta, Georgia,
Amsterdam, Paris and Hong Kong, and in South Americe, in Brazil, Argentina, Chile, Colombia, Mexico,
and Peru, 2long with representative offices in Beijing, and Melboumne, Australia, London, Prague, Pretoria,
S8o Pauly, Buenos Aires and New Delhi, and small facilities in other locations. We are currently
estabtishing a representative office in Almaty, Kazakhstan to provide pre-sales marketing and support and
expect to lease office space under & multi-year lease commencing in the third quarter of 2000.

ITEM ¥}: LEGAL PROCEEDINGS

‘We are a party to various legal proceedings incident to our business, most of which were assumed
in our acquisitions and are stiil the subject of various indemnities obtained in such acquisitions. Except as
noted below, there are no material Jegel proceedings pending or, to our knowledge, threatened against us or
our subsidiaries, and we are not involved in any legal proceedings that our management believes,

individually er in the aggregate, would have & materia! adverse effect on our business, financial condition
or operating results.

On May 8, 2000, Gilat Satellite Networks Ltd. and Spacenet Inc. were named as defendants in an
action filed in the United States District Court for the District of Maryland, entitled Hugher Elecironics
Corporation v. Gilat Satellite Networks Lid. and Spacenet Ine, Plaintiff Hughes Electronics Corporation
(the parent of Hughes Network Systems), alleges the infringement of four patents, and seeks 1o enjoin
further alleged infringement. We intend to vigorously defend sgainst these claims. We do not believe we
are infringing the patents,

On January 4, 1999, Gilst Satellite Networks Inc. was named as a defendant in an action filed in
the Circuit Court for Montgomery County, Maryland entitled Hughes Network Systems v. David Shiff;
Sheldon Revkin, and Gilat Satellite Networks, Inc. Plaintiff Hughes Network Systems sought to enjoin
Sheldon Revkin and David Shiff from working for Gilat in its Spacenet operations, and to enjoin Gilat
from employing them for a limited period of time. On July 9, 1999, Hughes Network Systems voluntarily
withdrew the complaint and amended complaint thereby terminating the action.

We are also a party to various regulatory proceedings incident to our business. To the knowledge
of our management, none of such proceedings is material to us or to our subsidiaries.
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ITEM 4 CONTROL OF REGISTRANT ~ _—— 7 7~

st

The following table scts forth certain information with respect to the bencficial ownership of our
ordinary shares as of June 15, 2000 (including options exercisable within 60 days) with respect to: (i) each
person who is believed by us to be the beneficial owner of more than 5% of the ordinary shares; and (ii) all
directors and officers as a group, Except where otherwise indicated, we believe, based on information
fumnished by the owners, that the beneficial owners of the ordinary shares listed below have sole
investment and voting power with respect to such shares, subject to any applicable community property

laws.

Noumber of
Ordinary
' Sharey . Percentof
Beneflcially QOrdinary
Qwned Shures Qufutanding
Name and Address ~.
GE AMELCOM{T i ivicnrsrireerrsressnssees reserernensonsearessesanres 4,308,000 [8.67 .

3135 Flaston Tumpike
Fairfield, Connecticut 06431.0001

Wellington Menagement Company, LLP(Z) ...o.... . 1,377,430 597
75 State Street ‘
Beoston, Massachusetis 02109

‘ All officers and directors es a group
(22 persons)(3} uericcecsrmmresnn mismsies s sssemrenn ens 1,524,489 6.61

(1) Excludes 292,699 ordinary shares held indirectly by Genera! Electric Company through various
subsidiary companies, including mutual funds end pension trusts mansged by General Efectric
Company. .

(2} Based on information available to Gilat.

(3) Includes 350,841 ordinary shares for which options to 18 executive officers are currently
exercisable within 60 days but have not yet been exercised, but does not include 182,418 ordinary
shares held by DIC Financial Menagement Ltd. (*DICFM™) and 746,917 Ordinary Share Leld by
DIC Loans Ltd. ("DIC Loans™). DICFM and DIC Loans, Israeli corporations, are controlled by
Discount Investment Corporation Ltd, (“DIC™), which is in tum controlled by IDB Development
Corporation Ltd. (“IDBD™). Companies controlied by Oudi Recanati, Elaine Recanati, Leon Y.
Recanati and Judith Yovel Recanati and their children, respectively, together beneficially own
approximately 51.95% of the equity and voting power in IDB Holding Corporation Lid.
(“IDBH"), the parent of IDBD. Elaine Recanali is the aunt of Oudi Recanati, Lean Y. Recanati
and Judith Yovel Recaneti: Leon Y. Recanati and Judith Yovel Recanati are brather and sister.
Leon Y. Recanati is co-Chairman of the Board of Directors and co-Chicf Executive Officer of -
IDBH and co-Chairman of the Board of Directors of IDBD. Based on the foregoing, IDBH and

- 1BBD (by reason of their contrel of DIC), DIC (by reason of its control of DICFM and DIC
- Loans) and Oudi Recanati, Elaine Recanati, Leon Y. Recanati and ludith Yovel Recanati, may be
deemed to share with DICFM and DIC Loans the power to vote and dispose of the ordinery
shares held by such companies For information with respect to a voting agreement and
sharcholders egreement entered into by certain shareholders, see “Item 13: Interest of
Management in Certzin Transactions."
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ITEM5: NATURE OF THE TRADING MARKET

Qur ordinary shares are quoted on the Nasdag National Market under the symbol “GILTE.”" The
following table sets forth, for the perieds indicated, the range of high and low clesing sale price for the
ordinary shares, as reported by Nasdaq:

High —Low
1997: )
" First Quarter......... o $36.500 $26.625
Second Quarter..... B T 836750 $27.000
Third Quarter........ , §37.063 $31.250
Fourth Quarter ...... $40.500 $27.000
1998:
First Quarter.......... $36.500 $22.500
Second Quarter..... $35.250 £30.500
Third Quarter........ $46.125 £32.313
Fourth Quarter ..... $£56.375 $37.500
1993: ’
o First Quarter......... . $63.000 $52.250
B Second Quarter .... $60.750 $47.125
Third Quarter........ . $62.375 $42.313
Fourth Quarter ..... $121.125 $43.063
2000: .
ceec o e --Pirst Quarters...t... T T 7 T Teovet ot $172:0000 0 oo U EY03sSeRT ottt m T
" Second Quarter (to June 15) $124.125 £68.563

l As of: June 15, 2000 there were 113 record holders of ordinary shares, of which 101 represented
U.S. record holders owning an aggregate of approximately 97.0% of the outstanding ordinary shares.

We have never paid ¢ash dividends to our shareholders and we currently do not intend to pay
dividends for the foreseeable future. We intend to reinvest earnings in the development and expansion of
our business. We have decided to-reinvest permanently the amount of tax exempt income derived from our
‘' Approved Enterprises”” and not to distribute such income as dividends. See note 10 of Notes to the
Consolidated Financial Statements listed in Item 19. We may only pay cash dividends in eny fiscal year out
of '‘profits,”" as determined under [sraeli law. In addition, the terms of certain financing arrangements
restrict us from paying dividends to our shareholders. '

In the event we declare dividends in the future, we will pay those dividends in NIS. Because
exchange rates between NIS and the dollar fluctuate continuously, a U.S. shareholder will be subject to
currency fluctuation between the date when the dividends are declared and the date the dividends are paid.

In February 2000, we announced our intention to split our stock. The share split is subject to the
approval of the shareholders at the next annual meeting and we cannot assure that such approval will be
given.

ITEM 6: EXCHANGE CONTROLS AND OTHER LIMITATIONS
AFFECTING SE(E’URITY HOLDERS

Non-residents of Isracl who purchase any of our ordinary shares with certain non-Israeli

curreacies (including the dollar) will be able ta convert dividends, liquidation distributions and the
proceeds from the sale of such ordinary shares into freely repatriable non-Israeli currencies at the raie of
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exchange prevailing at the time of conversion (provided that Israeli Income Tax has been paid or withheld
an such amounts).

ITEM7: TAXATION

The ‘fallawing is a short summary of cestain Israeli tax consequences to persons holding our .- .
ordinary shares. The discussion is not intended and should not be construed as legal or professional tax
advice and is not exhaustive of all possible tax considerations.

On May 4, 2000, a special committee appointed by the Israeli Minister of Finance for the purpose
of reviewing the [sraeli system of direct taxation submitted its report. The report makes severzl .
recommendations that if enacted into law by the Israeli Parliament may have substantial tax implications
on us and our shareholders. The [sraeli Government adopted the recotmmendations, with the intention that
the applicable legislation will be effective as of January 1, 2001. During the legislative process, the
recommendations contzined in the Report may be subject to substantial changes. References to the
recommendations in their current form are included in the discussion below.

Nonresidents of Israel ere subject to income tax on income accrued or derived from sources in
Israel or received in Israel. These sources of income include passive income such as dividends, royalties
and interest, as well as non-passive income from services rendered in Israel. Gilat is required to withhold
income tax at the rate of 25% (15% for dividends generated by an Approved Enterprise} on all distributions
of dividends other than bonus shares (stock dividends), unless a different rate is provided in a treaty
between Israc] and the shareholder's country of residence. Under the income tax treaty between the United
States and Israel {the *“Treaty"’), the maximun tax on dividends paid to a holder of ordinary shares who is
& United States resident (as defined in the Treaty} is 25%.

Israeli law imposes a capital gains tax on the sale of securities and other capital assets. Under
current law, however, gains from sales of the ordinary shares of Gilat are exempt from Israeli capital gains
tax for so long as (i) the shares are quoted on Nesdaq or listed on a stock exchange recogrized by the
Israeli Ministry of Finance and (i) Gilat qualifies as an Industrial Company er Industrial Holding
Company under the Law for Encouragement of Industry (Taxes), 1969. The report recommends revoking
! this exemption with the effect that Israeli and foreign individual investors would generally be subject to a
25% capital gain tax upon realization of their investment. This recommendation will not, however, affect
the Treaty. Under the Treaty, a holder of ordinary shares wha is a United States resident will be exempt
from lsraeli capital gains tax on the sale, exchange or other disposition of such ordinary shares un]ess such
holder owns, directly or indirectly; T10% or'more of the voting power of Gilat,.~— -~ S

A nonresident of Israel who receives interest, dividend or royalty income derived from or accrued
in Israel, from which tax was withheld at the source, is generally exempt from the duty to file tax returns in
Israel with respect to such income, provided such income was not derived from & business conducted in
[sraet by the taxpayer. lsrael presently has no estate or gift tax, though the report recommends introducing
these taxes.

In addition, the report recommends increasing to 25% the corporate tax rate available under the

Law for the Encouragement of Capital Investments, 1959, during certain portions of the Approved
L -Enterprise benefits period to companies owned in whole or in part by foreign investors. Currently,

d depending on the percentage of foreign ewnership, this rate can be as low as 10%, , and as high as 25%,
- which is the corporate tax rate avaitible to the Approved Enterprises of companies without any foreign
! ownership. Furthermore, the Report recommends revoking a current exemption available to income of
‘ Approved Enterprises that is rat distributed as a cash dividend and, setting a corporate tax rate of 10% for
profits generated during certain portions of the Approved Enterprise benefits period.
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ITEM 8: SELECTED CONSOLIDATED FINANCIAL DATA

The selected consolidated statement of operations data set forth below with respect to the years
ended December 31, 1995, 1996, 19597, 1998 and 1999 and the consolidated balance sheet data as of
December 31, 1995, 1996, 1997. 1998 and 1999 have been prepared in accordance with Israel GAAP and
audited by Kegselman & Kesseiman, independent cestified public accountants in [srael and a member of
PricewaterhouseCoopers Internstional Limited, Isracli GAAP varies in certain aspects from U.S. GAAP as
deseribed in notes 7 and 151 to the Consolidated Financial Staternents. The selected consolidated-financial
data set forth below should be read in conjunction with Item 9: “Management's Discussion and Analysis of

Financial Condition end Results of Operations” and the Consolidated Financial Statcmcnts and notes
thereto included in Item 19 in this Form 20-F,
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YEARS ENDED DECEMBER 31,

50 12980 =7 1558 15
(1@ thousands, except per share data)
Staterment of Operations Date:
Revenues $34,532 524,126 $103,690 5185335 $337.873
Cost of REVEnUEes: ...v-sieicesteuarsnrs
Cost of products sold and revenye rendered 31,483 42917 38,742 86,503 220,139
Write-off of Inventories assoclated with,
restructuring —_ —_— — 9,455 4,634
14 42,917 38,742 96,098 243713
Gross profit 23,048 N.209 44948 58237 113,100
Research and development costs: ..ommrvervrerinunir
EXPENSes INGIITE....coomsscsccarrassrrsesssssmsassisssisot 6,532 129 10615 15,815 27,159
LeS8-BIRMS 11 vrscoresersmessasstnsenes 1,066 1913 2,494 2,038 2,368
§,456 6,216 5,121 12,780 24,7191
Acquired rescarch and develepment...... ey N - - - B3R.000 —_
‘ Net research and development costs....cunvinmss 3,466 6216 8121 92.780 24791
. Seliing, general and administratlve expenses ..... 9,544 13,945 032 2,01 68.414
8,033 11,048 16,506 (62,620) 19,895
Restructuring charges 11,989 (356)
Merges expenses ... — T188 _— — —
Opermting Income (Ioss}...,...... ............ [O— . 8,039 3,087 16,506 (74,609) 20,251
FInancial INCOME (EXPERBES—NEL iow-ermmrerreres n LL17G 338 (1.247) 3,267
Write-off of invgstments associzted with
restructuring (2,700 (896)
Other IncOme —Het ..o e —_ 1,329 3o a2
Income (loss) before 1axes on income 8,514 5,556 17,074 (78394) 22,622
Taxes on income.... — 84 - 130 _ 286 2475
Income (toss) after tuxes On INCOME ...ocvecerenaenm B614 5472 16944 (78,580) 20,147
Shere in losses of associated COmpenics. ....ne. — . - 03 535
Net income (Joss).... R - $g614 55472 516044 (879.383) 519,61
Eamings(lass) per share under U S. GMP .
Bakic i w §o92 .5 )R i ] (115 3998
Diluted......cooovcrernrarnne. rearaeis s anns - g0 : 30507 5151 (§7.18)% 09
Weighted average number of shares used in
computation of camings (1058) pushne —in
thousands under U.S. GAAP ... R .
Basic S gl_; Jo8ts Q_;_lggs, i1, Q_LQ 20447
Diluted 3,632 1048 11,255 L1059 21,429
Eamnings (loss) per share under Israeli GAAP -
Basic " $0.89 30.50 $1.50 (5637} 0.83
Diluted $0.89 $0.50 $1.47 *($6.37) 0.83
Weighted average number of shares used in - -
computation of eamings (loss) per share -
. . thousands under [srecli GAAP -
Basic ' 2429 s uge L sy
Dilluted P 529 11,355 12,152 % ‘Zé,_g
' Restated, See note 1q in Notes to the Consolidated Financiel Statements
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“ DECEMRER 31,

Balance Sheet Dats: 1995 199 — 1997 1938 1999
. (in thousands)

Working capital......c.cmremrinrns 361,623 $61,632 $85,081 £85,227". $265,307
R T - 97,823 nmn 211,560 401,284* 678,853
Short-term bank credit and current

Maturitles of long-term debt........ 4,806 sR2 2,019 23,158 6,985
Long-term lighhities. oo evininnniornnicarsirnirann 11 - - 284 8,089
Convertible subordinated noles..ooienniunnnns - - 75,000 75,000 75,000
Shareholders® equity.umianns ' 81,963 89,758 108,338 222,620* 459,823

19 Inctudes the results of Gilut Florida into which a whally-owned subsidiary of Gilat was merged on December 30, 1996, and
sccounted for pursuant (o the pooling-of-interests method,

@ 1f the merger expenses assceisted with the Gilat Florida Metger had not been Incluted in Gilat's results, net inzome for the year
ended December 31, 1996 would have been approximately $13,463,000 and basic eamings per share for that year would have been
$1.24 and diluted carmings per share would have been $1.22,

- O Jf the restructuring charges, write offs associated with restructuring and expenses related o acquired research and development

) associated wilh the Spacenet Acquisition had not been included in Gilat's results, net income for the year ended December 31, 1998
would have been approximately $24,801,000 and basic eamings per share under U.S, GAAP for that year would have besn $2.24
and diluted earnings per shar under U.S. GAAP would have been $2.14,

Restated, See note 1q in Notes to the Consclidated Financial Statements
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ITEM 9: MANAGEMENT’S DISCUSSION AND ANALYSIS OF
FINANCIAL CONDITION AND RESULTS OF OPERATIONS

Over;view

Gilat commenced operations in 1987 and shipped its initial product, a first generation OneWay
VSAT, in 1989. Since that time, we have devated significant resources to developing and enhancing our
VSAT product lines and establishing strategic alliances primarily with major tzlecommunications
companies and equipment suppliers. We have also broadened our marketing strategy to emphasize sales to
custamers directly and through new distribution channels.

In 1991, we began marketing our second generation OneWay VSAT. In 1992, we began
marketing our TwoWay VSAT with Spacenet as part of Spacenet's Skystar Advantage VSAT service
offering, and we began marketing our TwoWay VSATSs to GTECH as part of GTECH's GSAT lottery
networks. Over the years, we experienced significant growth in orders, sales and eamings from our
OneWay and Skystar Advantage products. Additionally, we began marketing the FaraWay VSAT in 1994,
the DialAwey VSAT at the end of 1996, the SkySurfer VSAT in 1997, and the SkyBlaster VSAT in 1999.
The Skystar Advantage is our largest-selling product, accounting for approximately 49% of our saley
revenue during 1998, and for approximately 49% of our sales revenue during 1999.

On December 30, 1996, we acquired Gilat Florida (previously named Skydata, Inc.), 2 company
engaged in the development, manufacturing and marketing of VSAT-based paging and broadcast products.
The transaction was effected through the merger of a wholly-owned subsidiary of Gilat into Gilat Florida,
The merger wes accounted for as a pooling of interests. Accordingly, Gilat's financial information has been
restated to retroactively include the accounts and operations of Gilat Florida prior to 1996,

On December 31, 1998, we acquired Spacenet. The acquisition was accounted for by the purchase
method. Prior to the acquisition, Gilat and Spacenet kad engaged in a strategic elliance for a number of
years. Spacenet was the largest customer of Gilat’s produets, with aggrepate sales to Spacenet representing
gpproximately 28%, 34% and 45% of Gilat's total sales in 1996, 1997 and 1998, respectively. With the
acquisition of Spacenet, we have begun to offer satellite-based netwark services as well as products. Fora
discussion of certain continuing acquisition-related commitments, see “Iterm 13: Interest of Management in
Certain Transactions'™ ’ ) ' ’

In February 1999 we completed the offering of 5,456,750 ordinary shares, of which 4,711,750
ordinary shares were sold by Gilat and 745,000 by certain shareholders. The proceeds to Gilat, before
expenses but after the underwriters discount, were $257,826,960.

In February 2000, we completed a private offering of $350 million of 4.25% convertible
subordinated notes due in 2005, The notes are convertible into our ordinary shares at a conversion price of
$186.18 per share. Each note bears annual interest of 4.25% payable semiannually,

In Merch 2000, we completed a $10 million investment transaction with Knowledge Net Holdings
LLC, a subsidiary of Knowledge Universe Inc. in exchange for 10 miilion common units {approximately
5.6% of the outstanding units) of KnowledgeBroadeasting.com LLC (*KBC™), and a one year warrant to
purchase an additional 20 million units at the same unit price. We also granted KBC a five year warrant to

" purchase approximately 19) ,000'-ot€ur ordinary shares at a purchase price of §157.05 per share, and a five

year option 1o acquire equipment and services. Acquisitions of equipment and services made pursvant to
this option in the first twe years will be paid for by KBC with up to 20 million units of KBC valued at the
original purchase price, and thereafter, on terms to be agreed by the parties, KBC is a web-based media
company that distributes content using interactive broadband satellite and other technologies.
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In Apri) 2000, we completed the funding and formation of U.S.-based Gilat-To-Home Inc,, a joint
venture with Microsoft Corporation, EchoStar Communications Corporation, and ING Furinan Selz, Gilat-
To-Home was formed to provide satellite-based broadband Intemet services to consumers in the U.S.
Following the collective investment of $125 million by the ather parties to this joint venture, Gilat, along
with certain related parties, holds approximately 51% of Gilat-To-Hame, on a fully diluted basis including
shares reserved for options to be granted to employees but net Including warrants and debt conversion
rights issued as part of bank financing..

In addition, in April 2000, we completed a share purchase fransaction pursuant to which we,
together with certain employees, now hold 100% of GTH LA {Antilles) (formerly named Global Village
Telecom (Netheriands Antilles) NV ("GVT Antilles)). This transaction is more fully described in “ltem
1: Description of Business -- Strategic Alliances and Joint Ventures”. GVT Antilles was established ta
operate rural telephony communications networks, mostly in developing countries and is now part of our
planned consumer Intemet initiative in Latin America. This acquisition expands our presence in South
America and provides existing on-ground VSAT networks,

In Jurne 2000, we exercised our right te redeem our 6%% convertible subordinated notes issued on
L May (4, 1997 and due on June 1, 2004. The notes were redeemable in full at L02% of the principal
- ' amount plus accrued ard unpaid interest, setting the redemption price per $1,000 note at $1,020.72, All of
the note holders opted to convert their notes into Gilat's ordinary shares prior to the redemption date and
we consequently issued 1,785,695 prdinary shares to such holders.

We earnt revenue from sales of our satellite-based networking products and services to our
. customers worldwide. The charges ta customers for satellite networking products and services vary with
the number of sites, the length of the contrect, the amount of satellite capacity, the types of techriologies
and protocols employed and the degree of customization or development required to implement the
. network, .

In the case of product sates, we recognize revenue when the product is shipped. The present value
of payments due under sales-type lease contracts are recorded as revenues and cost of sales is charged with
the bogk value of equipment at the time of shipment. Future interest income.is deferred and recognized
over the related lease term. We recognize revenues from Jong-term contracts on the percentage-of-
completion method, measured using the ratio of material costs incurred to date to estirated total material
costs for each contract. Spacenet generally has two ways of recognizing revenue, depending on whether or
not the customer takes ownership of the netwark equipment. In the first type of network services sale, the
customer purchases hardwars, software, and satellite capacity and maintenance services, and Spacenet
records reventue when the netwerk is installed and operational (or, in cases where the customer obtains its
own installation services, when the equipment is shipped). In many of these cases, Spacenet is paid
progress payments upon signing, achievement of certain milestones and instaliation. For ongoing
meintenance, satellite capacity and support services, customers pay monthly fees, which are recorded as
service revenues.

In the other type of network services sale, Spacenet procures and installs the equipment and
software, obtains the satellite capacity and provides network operations and monitoring for the customer
over the contract term (generaily three to five years). Under this type of network servites sale, Spacenet
retains ownership and operation of the network, and receives a monthly service fee (and recognizes

- revenue) over the term of the contraet. Since our acquisition of Spacenct, these netwarking service
arrangements have grown and we expect that they will continue to grow as a percentage of our revenue. As
2 result, a growing portion of the YSAT equipment we manufactyre js capitalized on our balance sheet and
has resulted in an increase in our capital expenditures, We also believe that the growth of our business may
result in an increase of our inventory.and receivables levels and increased working capital needs. We
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intend to meet such anticipated increases in capital expenditures and working capital with cash on hang,
See “'—Liquidity and Capital Resources.”

We have started to depreciate the cost of the equipment used in our network service offerings on a
S-year basis. Our service contracis, however, may be for periods of a3 little as 3 years, which may require
us to write-off the unamortized cost of the equipment in the event the contract is not renewed and we are
unable ta place such equipment with ather customers. We expect, however, that most of our customers will
elect to renew their service contracts and that we will not be requiréd, in most instances, to effect such
write-offs,

Cost of revenues, for both products and services, includes the cost of system design, equipment,
satellite capacity, software customlzation and third party maintenance and installation. For equipmient
contracts, cost of Tevenues {s expensed as revenues are recognized, For network service contracts, cost of
revenues is expensed as revenues are recognizad over the term of the contract. For maintenance cortracts,
cost of revenues is expensed as the maintenance cost is incurred or over the term of the contract. Ag a result
of the Spacenet acquisition, we incurred agpregete restructuring expenses of $29.4 million for the two
years ended December 31, 1999. In addition, Spacenet incurred 8 charge of approximately $12.4 million
to eliminate unnecessary inventory and property, plant and equipment, which is included in the goodwill
and $33.6 million in expenses related to the replacement and upgrade of certain legacy VSAT network
equipment used by certain Spacenet customers. ‘We replaced approximately 75% of this legacy equipment
in 1999 and expect to replace the remainder in 2000. In 1999, most equipment replacements wers
accompanied by the customers’ entry into long-term network services contracts.

. We devote significant resources to research and development of all our products. Qur initial
research and develepment was funded by the 1sragl-U.S. Binational Industrial Research and Development
Foundation (*‘BIRD'"}, but currently none of our research and development {s funded by BIRD. In Tsrael, 2

. portion of our research and development expenditures is funded by the Office of the Chief Scientist of the
Ministry of Industry and Trade (the “Office of the Chief Scientist”). We have glso received, and expect to -
continue to receive, grants through participation in research consortia, which are funded by the Office of
the Chief Scientist, as well as grants from research and development programs sponsored by the European
Commisston and the U.S.-Israel Science and Technology Foundation ("USISTF"). We expect, however,
that the amount of funding from the Office of the Chief Scientist will decrease due to Israeli budgetary
constraints,

During 1998 and 1999, approximately 19.2% and 8.7%, respectively, of our research and
development expenditures befare ecquired research and development, were covered by the Office of the
Chief Scientist, the research consortia, USISTF, and the Burapean Commission. Under the tarms ofthe
funding provided during these and earlier years by the Office of the Chief Scientist, BIRD, and USISTF,
we are required to pay royalties on sales of the products developed from the funded project until an-amount
ranging from 100% to 150% of the grants has been repaid. Grants received through participation in the
research consortia and under the Europear Commission program do not require the payment of royalties.
Royalties to the Office of the Chief Scientist and BIRD, which are included in selling, generat and
administrative expenses, were $820,000 during 1998 and $719,000 during 1999, To date, we have not
made any sales in connection with the USlSTF project and consequently have not accrued or paid any
royalties to USISTF.

Selling, genecal and administrative expenses also include sales and marketing costs, customer
support, acgounting and administration. We expect that selling, general and administrative expenses will
increase in total amount over the next few years as sales efforts are expanded.
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‘Substantially l] of our production facilities in Israel are eligible for certain tax bencfifs. Asa
result, we expect that a substantial part of our income for 2000 and 2001 wil) be tzx exempt, while the
balance will be taxed at rates ranging from of 15% to 36%. See “'—Effective Corporate Tax Rate.”'

As part of the Merger Agresment, GE Americom and certain of its affiliates were committed to

purchase $37.5 million of our products through the end of 1999. GE Americom agreed to pay us a credit

* against service fees owed to GE Americom under ceriain satellite transponder service agreements, equal to
40% of any shortfalls in this purchase commitment. GE Americom did not purchase any of our equipment
in 1599 and therefore we were entitled to a credit equal to 40% oF the full amount of $37.5 million, or §15
million, which was recorded as revenues in 1999. In addition, pursuant to two settlement agreements
entered into by the parties in December 1999, GE Americom paid us $25 million for post-closing -
adjustments and undisclosed liabilities related to the Merger, and for reimbursement of expenses,

The currency of the primary economlie environment in which most of our opecations are
conducted is the dollar, and as such, we use the dollar as our functional currency. Transactions and
belances originally denominated in doliars are presented at their original amounts. Gains and losses arising
from non-dollar transactions and balances are included in the determination of net income.

Results of Operatinns of Gilat

. The following table sets forth, for the periods indicated, the percentage of revenues represented by
certain line items from Gilat's consolidated statements of incoma,

Percentage of Revenues
. Years Ended December 31,
djusted ) " Adjusted
- 1997 1998 1998({) 1599 189912
- Revenues ... S 100.0% . 160.0% . 100.0% 100% .. 100%
CoSt QF REVENUES ....c..irresrevsmcerssssanisssianrnsssasssossspmransesns . 367 © 619 558 66.5 55.6
Gross profit ......ocmemmmismenmmsse o 413 EEB 442 33.5 444
Research and development costs
EXPENSES INCUITES 1 vvvreuoscorsussmmesasresssmmemssssresssrsssmens 0.2 02 102 20 B0
Less = Brants .o nnmissiens et s 24 20 20 0.2 07
- 73 82 §2 3 73
Acquired research and development....ooececiician, 0.0 515 0.0 00 0.0
Net rescarch and developmeat CostS ....vmmereermmrins X BT B2 73 13
Seiling, general and administrative eXPEnses ... 19.6 187 187 203 19.9
Restructuring charges ...... 0.0 a1 a4 ey T on
Operating income (16358)..ueenererunconness eeerersversenasnrnasaes 159 (48.0) 173 60 17.2
Financial income (eXpenses) = N8t vuvmme s, 0.5 {0.8) (0.8} 1.0 i.0
Write-off of investments associated with
LestructBhng ....... e . 0.0 an oo ©.3)
Oher fICOME  TEL .oreeesiserserassrmssnsmsesssessmsesssersssiessnees 0.0 0l 0.1 0.0 0.0
Income (1033) before taxes ON INCOME cvsmcimrniremurns 164 (50.4) 16.6 6.1 182
Taxes on income ..., .ol 01 62 0.7 0.7
Incormne (loss) after taxes on income ... 163 (50.6} 16.4 6.0 7.5
Share in losses of agsociated companies 0.0 0§ 0.5 0.2 02
“NGE INCOME (1085) cucsrmmerinssorerrmsrmssserm e Do smmeassesntrasns 163% GLi)% 55 5% 17.3%

*Restated, see note 1q to Notes o the Consolidated Financial Statements
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(1) Results of operstions for year ended December 31, 1998, excluding the Spacenet restructuring charges,
write-0ffs associated with restructuring and expenses related to acqulred research and development of
approximately $104.2 million.

(2) Results of operations for year ended Decemnber 31, 1999, excluding expenses associrted with the Spacenet
acquisition end restructoring ofappmxlmately $38.8 million.

Year Ended December 31, 1999 Compared to Year Ended December 31, 1998

Revenues. Our revenues increased by 117.5% to approximately $337.9 million in 1999 from
approximately $155.3 miltion in 1998, The growth in revenues was attributable primarily 1o the acquisition
of Spacenet on December 31, 1998, which allowed us to expand our revenue base from primarily
manufacturing and selling VSAT equipment to service revenues based on the offering of complete end-to-
end telecommunications and data netwarking solutions. In addition, we expcrienoed an increase in demand
for Skystar Advantage products, and for SkyBlaster following its introduction in 1999, This was partly
offset by downward pressure oa prices in the industry.

Gross profit. Gross profit increased by 90.9% to approximately §113.1 million in 1999 from
approximately $59.2 million in 1998. The gross profit margin decreased to 33.5% in 1999 from 38.1% in
1998 due 1o expenses related to migration from offering Spacenet’s Clearlink system to offering our
Skystar Advantage, and a write-off of inventories associated with restructuring. In our 1998 financial
staternents, goodwill was restated and decreased by $21 million for expenses related to migration from
Clearlink to Skystar Advantage, inventories were restated and incressed by $12 million, accrued expenses
were restated and decreased by $11.3 million, and retained earnings were restated and increased by $2.3
million, The actusl migration expenses were included in the 1999 expenses, mainly in cost of goods sold. If

. such migration expenses and write-off of inventories had not been included, our gross profit margin would

have increased to 44.4% in 1999 from 44.2% in 1998.

- Research and Development Expenses. Research and development expenses in 1998 included
$30 million for a writs-off of ecquired in-process research and development associated with the Spacenet
acquisition. In-pracess research and development expenses arise from new product development projects
that are in various stages of completion &t the acquired enterprise at the date of acquisition. Gross rescarch
and development costs witheut the acquired in-process research and development increased by 71.7% to
approximately £27.2 million in 1999, from approximately $15.8 million In 1998, and as a percentage of
revenues, decreased 10 8.0% in 1959 from 10.2% in 1998, mainly due to the rapid increase in revenues
including from services, which by nature do not require significant R&D resources.  The dollar increase in
such costs in 1999 was pnmarlly due to hiring additional research and development personnel the further.
development of the SkyBlaster, Skystar Advamage and FaraWay product lines; the expansion of research
and development to reduce the costs and increase the functionality of our interactive VSAT product lines,
and conducting generic research relating to our participation in research consortia. Research and
development grants, as a percentage of gross research and development costs, decreased to 8.7% in 1999
compared to 19.2% in 1998, Research and development costs, without acquired research and development
showed a net increase to approximately $24.8 million in 1999 from approximately $12.8 million in 1993,
and a decrease as a percentage of sales to 7.3% in 1999 from 8.2 % in 1998,

Selling, General and Administrative Expenses. Selling, general and administrative expenses
‘increased by 135.3% in 1999 to approximately $68.4 million from approximately $29.1 million in 1998.
_As a percentage of revenues, sel]mg, general and administrative expenses increased 1o 20.3% in 1999 from
18.7% in 1998, Selling, genera! dnd administrative expenses include expenses related to migration fram
Clearlink to Skystar Advantage. 1f such migration expenses had not been included, the selling, general and
administrative expenses would have increased by 131.0% in 1999 to approximately $67.2 million, or
19.9% as a percentage of revenues. Increased expenditures it 1999 were primarily attributable to the
consolidation of Spacenet and the expansion of our marketing and selling efforts through the hiring of
, persornnel, and the opening of new offices around the world. :
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Restructuring Charges and Related Expenses. Restructuring expenses as a result of the
Spacenst zequisition other than inventary write-offs and write-off of investments which are presented in
other lines, were $0.4 million lower than was recorded in 1998. Inventory write-offs relating to
rationalization of product lines which are presented in cost of revenues, were $4.6 million higher than wes
recorded in 1998, and write-offs of investments associated with restructuring were $0.9 million higher
than was recarded in 1998. Restructuring charges in 1998 were restated by a decrease of $2.25 million, as
explained in note 1q to notes to the Consolidated Financial Staterments.

Operating Income (Loss). Operating income increased to approximately $20.3 million in 1999
from a loss of approximately $74.6 million after restatement es explained in the preceding paragraph in
1998, primarily due ta the expenses related to migration from Clearlink to Skystar Advantage, restructuring
charges, write-offs associated with restructuring, and expenses related to acquired research and
development as described abave. If expenses related to the migration, restructuring charges, write-offs
associated with restructuring and expenses related to acquired research and development had not been
included, operating income would have been $58.2 millien for the year ended December 31, 1999,
compared to §26.9 million for the year ended December, 1998, an increase of 116.4%, w:th the increase
due primarily to increased sales. h

A Flnancial Income (Expenses), Net. Financial income, net amounted to approxima!ely £33
million in 1999, compared to financial expenses, net of approximately $1.2 million in 1998, ma:niy due to
interest income on bank depasits from our public offering In February, 1999,

Taxes on income. Taxes on income were approximately $2.5 million in 1999 compared to
. approximately $0.3 million {n 1998.

Share in Losses of Associated Companies, Share in losses of associated companies was
. approximately $0.5 million in 1999, compared to approximately $0.7 million in 1998.

Net Income (Loss). As aresult of all the foregoing factors, we had net income of approximately
$19.6 million in 1999 compared to a loss of approximately $72.4 million, after restatement as explained
above, in 1998. If migration sxpenses, restructuring cherges, write-offs associated with restructuring and

' expenses related 1o acquired research and development had not been included in the results, net income for
the year ended December 31, 1999, would have been $58.4 million compared to $24.8 million for the year
ended December 31, 1998, an increase of 135.6%.

Earnings (Loss) Per Share. Basic eamnings per share for 1999 under U.S. GAAP was $0.96 per
share (50.83 per share under Israeli GAAP) as compared to basic loss per share of $7.18 per share ($6.37
per share under Tszaeli GAAP) in 1998, Diluted eamings per share for 1999 was 50.92 per share ($0.83 per
share under Israeli GAAP) 25 compared to diluted |oss per share of $7.18 per share ($6.37 per share under
Israeli GAAP) in 1998. If migration expenses, restructuring charges, write-offs associated with
restructuring and expenses related to acquired research and development had not been included in the
results, basic earnings per share for 1999 under U.S. GAAP would have been $2.86 per share as compared
to $2.24 in 1998, and diluted samings per share for 1999 under U.S. GAAP would have been $2.73 per
share as compared to §2.14 in 1998,

v

Yezr Ended December 31, 1998 Compared to Year Ended December 31, 1997 . e e

; Revenues. Our revenues Tncreased by 49.8% 10 approximately £155.3 million in 1998 from’

; approximately $103.7 million in 1997. The growth in revenues was attributable primarily to a substantiat
increase in sales of telephony products (FaraWay and DialAway) es well as increased sales of Skystar

' Advantage products and Internet Protocol (**IP'") based products. The increase in revenues was partly
P offset by downward pressure on prices in the industry.

. B 58
. - PAGE 5% OF 13l PAGES -
EXHIBIT INDEX ON PAGE [3]

FOR PUBLIC INSPECTION FCC2A000000611



© Gross Profit. Gross proﬁt ihcreased hy 31.8%10 approxtmately $59 2 million in"1998 from
approximately $44.9 million in 1997. Our gross profit margin decraased to 38.1% in 1998 from 43.3% in
1997 due to write-off of inventories associated with restructuring. 1f such write-off bad not been included,
our gross profit margin would have increased to 44.2% due primarily to a relative decrease in our cost of
revenues as a result of more efficient manufacturing processes, lower cost of components and a change in
the overall product mix.

Research and Development Expenses. Research and development expenses include $80 milfion

: for the write-off of acquired in-process research and development associated with the Spacenet acquisition.

' In-process research and development expenses arise from new product development projects that are in
various stages of completion at the acquired enterprise at the date of acquisition. Gross research and
development costs without acquired research and development increased by 49.0% to approximately §15.8
million in 1998, from approximately $10.6 million in 1997 and as a percentage of revenues remained at the
same level of 18.2% in 1993 as in 1997. The doHar increase in such costs in 1998 was due primarily to the
hiring of additional research and development personnel, the further development of the FaraWay,
SkySurfer and SkyBlaster product lines for corporats and rurzl telephony applications, the expension of
research and development to reduce the costs and increase the functionality of our unidirectional and .
interactive VSAT product lines, including IP-based products, as well as ISAT and paging receiver products

! . and to conducting generic research relating to the research consortia. Research and development grants, as .
a percentage of gross research and development costs, decreased to 13.2% in 1998 compared to 23.5% in
1997. Research and development costs, without acquired research and development net increased o
approximately $12.8 million in 1998 from approximately $8.1 million in 1997, and increased as 2
percentage of revenues to 8.2% in 1998 from 7.8% in 1997.

Selling, General and Administrative Expenses. Selling, general and administratlve expenses
increased by 43.1% in 1998 1o approximately $29.1 miilion from epproximately $20.3 million in 1997, As
- & percentage of revenues, selling, general and administrative expenses decreased to 18.7% in 1998 from
approximately 19.6% in 1997. Increased expenditures in 1998 were primarlly attributable to the expansion
of our marketing and selling efforts through the hiring of personnel, increased commissions paid to sales
personnel, agents and distributors, and the apening of new offices.

Restructuring Charges and Related Expenses. As a result of the Spacenet acquisition, we
incurred restructuring charges of $12.0 miilion after restatement, es explained in note 1q to Notes to the
Consolidated Financial Statements, for the year ended December 31, 1998, mainly for compensation to
customers and other third parties, 39.5 million of inventory write-offs relating to rationalization of product
lines, which are presented in cost of revenues and $2.7 million of write-off of investments associated with
restructuring.

Operating Income (Loss). Our operating income decreased 1o a loss of approximately $74.6
millicn after restatement, as explained in note 1q to Notes to the Consolidated Financial Statements, in
1998 fram an income of approximately $16.5 million in 1997, primarily due to the restructuring charges,
write offs associated with restructuring and expenses refated to acquired research and development as
described above. If restructuring charges, write offs associated with restructuring and expenses related to
acquired research and development had not been included, operating income would have besn $26.9
miilian for the year ended December 31, 1998, {representing an increase of 62.8% over 1997) with the
increase due primarily to increased revenues.

Financial Income (Expenses), Net. Financial expenses, net amounted approximetely to $1.2

million in 1998, compared to financial income, net of approximatety $0.5 million in 1997, mainly dus'to

payment of interest on subordinated notes whﬂc related Interest eamed on deposits in banks decreased due
to use of funds. :
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Share in Losses of Associated Companles. Share in losses of associated companics was
approximately £0.7 million in 1998 with no parallel amount in 1997,

Net Tncome (Loss). As a result of al] the foregoing factors, we had a loss of approximately §79.4
million in 1998, after restat¢ment as explained in note 1q to Notes to the Consolidated Financial
Statements, in comparison to net income of approximately $16.9 million In 1997, If restructuring charges,
write offs associated with restructuring and expenses related to acquired research and development had not
been included in the Company’s results, the net income for the year ended December 31, 1998, would have
been $24.8 million (representing an increase of 45.4% over 1997),

Earnings (Loss) Per Share. Basic loss per share for 1998 under U.5. GAAP was § 7.18 per

, share ($6.37 per share under lsraeli GAAP) after restatement, as explained in note 1q to Notes to the
Consolidated Financial Statements, as compared to basjc earnings per share of $1.56 per share (81.50 per
share under Isrueli GAAP) in 1997. Diluted loss per share after restatement for 1998 was $7.18 per share
($6.37 per share under {sraeli GAAP) as compared to diluted earnings per share of $1.51 per share ($1.47-
under Israeli GAAP) in 1997. 1f restructuring charges, write offs associated with restructuring end
expenses related to rcquired research and development had not been included in the our results, basic

, earnings per share for 1998 would have been $2.24 per share and diluted earnings per share for 1998 under

B U.S. GAAP would have been $2.14 per share.

Variabllity of Quarterly Operating ﬁuulis

Qur revenues and profitability may vary from quarter to quarter and in any given year, depending
primarily on the sales mix of our family of products and the mix of the various components of the products
{l.c., the volume of sales of remote terminals versus hub equipment and software and add-on
enbancemerits), sale prices, and production costs, as well as entry into new service contracts, the
termination of existing service contracts, or different profitability levels between different service
contracts. Sales of the Skystar Advantage and FaraWay products o a customer typically consist of
numerous remote terminals and related hub equipment and software, which carry different sales prices and
margins.

Annual and quarterly fluctuations in our results of aperations may be caused by the timing and
composition of orders by our customers, Our future results also may be affected by a number of factors
including our ability to continue to develop, introduce and deliver enhanced products on a timely basis and
cxpand into new product offerings at competitive prices, to anticipate effectively customer demands, and to
manage future inventory Jevels in line with anticipated demand. These results may also be affected by
curtency exchange rate fluctuations and economic conditions in the geographical areas in which we
operate. In addition, our revenues may vary significantly from quarter to quartzr s a result of, among other
faclors, the timing of new product announcements and releases by us and our competitors. We cannot be
sure that the growth in revenues, gross profit and net income achigved by us in prior quarters will continue
or that reveaues, gross profit and net income i any particular quarter will not be lower than those of the: -

© preéceding quarters, includitig compitable quarters. Our etpense levels ars based, in part, 0d &xpecutions - T
7T asto fure revenues. If revenies ere below expectations, operating results are likely o be adversely T T '
‘affected. Asa result, we believe that period-to-period comparisons of our results of operations are ot
necessarily meaningful and should not be relied upon as indications of future performance, Due ta ail of
‘the foregoing factors, it is likely that in some future quarters our revenues ar operating results will be
below the expectations of public masket analysts ar investors. In such event, the market price of our
ordinary shares would ilikely be materially adversely affected.
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Liquidity and Capital Resources

Since inception, our financing requirsments have been met primarily through cash generated by
operations, funds generated by private equity investments in 1990 and 1991, our public offerings in 1993
{approximately $24.5 million) 1995 (approximately $37.5 milliod), and 1999 (approximately 254.5
miliion), and our issuance of convertible subordinated notes in 1997 (approximately $71.8 million) and
2000 (approximately $338.8 million), as well as funding from research and development grants. In
addition, we also financed our operations through borrowings under available credit facilities as discussed
below, We intend to meet our anticipated increases in capital expenditures and working capital
reguirsments with cash-on-hand.

. We have used available funds primarily for working capital. In 1999, funds were used to increase
trade receivshles by approximately $40.0 million, other receivables by approximately $79.5 million,
accrued expenses decreased by approximately $6.8 million, and approximately $16.2 million were used to
decrease short term bank credit. Funds were also used to increase investment in companies by
approximately $11.9 million and property, plant and equipment by approximately $92.0 million in 1999,
This increase in property, plant and equipment represents a portion of our investment in our new facility in
Petah Tikva, Israel, as well as additional purchases of computer and electronic equipment and office

‘ furniture and equipment. Approximately $14.7 million was provided by an increase in trede payables,

. approximately $13.0 million was provided by an increase in other payables (including other long-term
liabilities), and approximately $13.9 million was provided by & decrease in inventories. The decrease in
inventories was due to migration from Clearlink to Skystar Advantage.

As of December 31, 1999, we had approximately $94.9 million in cash, cash equivalents and
short-term bank deposits and approximately $50.0 million of long-term bank deposits, compared to
appreximately $7.6 million in cash, cash equivalents and short-term bank deposits and approximately
$40.7 million of long-term bank deposits as of December 31, 1998, Our ratio of shareholders’ equity to
. total assets as of December 31, 1999, increased to 73.6% from 55.5%, after restatement, as explained in

e . note 1g of Notes tothe Cogsolidated Financial Statements, as of December 31, 1998, . L
As of December 31, 1999, we had a bank line of credit of approximately $10 million with Israel

Discount Bank Ltd. (an affiliate of one of our major sharcholders), under which approximately $4.6 million

: of short-term debt was outstanding as of that date. We glso had 2 bank line of credit of approximately $24
million with Bank Leumi Le Israet B.M., under which approximately $2.3 million of short-term debt was
outstanding as of December 31, 1999. The short-term bank credits are secured by a negative pledge
prohibiting s from selling or otherwise transferring any assets except in the ordinary course of business,
from placing a lien on our assets without the bank’s consent and from declaring dividends to our
shareholders.

In 1993, funds were used to increase inventories by approximately $1.5 million and trade
receivables by approximately $35.2 million. The increase in inventories in 1998 represented increased
component purchases to meet higher production levels and an increase in work-in-process and finished
products, primarily related to customer orders planned for shipment early in the following quarter
including products nesded for the migration from Clearlink to Skystar Advantage. Funds were also used to
increase investments by apnroximately $14.2 million (including $8.5 million in loans to an associated
company and $2.7 million used in connection with deconsolidation of the investment in GVT Antilles)
‘approximately $5.7 million was used to decrease other payables,and $15.8 million was used to increase

_property, plant and ¢quipment. This increase in property, plant and equipment represents a portion of our
investment in our new facility in Petah Tikva, [srael, as welf as additional purchases of computer and
electronic equipment and office furniture and equipment. Approximately $3.9 million was provided by an

. increass in trade payables, approximately $22.3 million after restatement, a3 explained in note 1q to Notes
to the Consolidated Financia! Statements, was provided by a decrease in other receivables and an increase
in accrued expenses, and approximately $20.4 million was provided by short term bank credit.

61

PAGE 6! OF BBl PAGES
EXHIBIT INDEX ON PAGE 13/

FOR PUBLIC INSPECTION FCC2A000000614



In June 2000, we exercised our right to redeem our 6%4% convertible subordinated notes issued on
May 14, 1997 and due oa June 1, 2004, The notes were redeemable in full at 102% of the principal
. amount plus accrued and unpaid interest, setting the redemption price per $1,000 note at $1,020.72. All of
the note holders apted to convert their notes into Gilar's ordinary shares prior to the redemption date, See
note 8 of Notes to the Consolidated Financial Statements,

_ The convertible subordinated notes that were issued in February 2000 represent unsecured general
obligations, are subordinate in right of payment to certain of our obligations, and are convertible into qur
ordinary shares. The notes bear interést at an annual rate of 4.25% and will mature on March 15, 2005,

unless:
. . redeemed by us on or after March 18, 2003;
. repurchased by us at the option of the holders upan the occurrence of certain designated
events; or
. converted into our ordinary shares at the option of the holders at a canversion price of

$186.18 per ordinary share.

The notes do not impose any financial covenants or any restrictions on the payment of dividends,
the repurchase of securities or the incurrence of senior indebtedness or other indetitedness. See note 16 of
Notes ta the Consolidated Finencial Statements.

We expect that the principal uses of our cash during 2000 will be for working capital, capital
expenditures and strategic investments. In addition, our uses of cash will include the expansion of our
manufacturing, testing, quality control, delivery and service capabilities in Israel, expansion of our
international marketing activities, research and development, and additional capital investment for cur
service-based offerings. . .

Acquisition of Spacenet

On December 31, 1998, we completed the acquisition of Spacenet, a company engaged in
providing VSAT-based network services and prior to the acquisition, a wholly-owned subsidiary of GE
Americom. The wransaction was completed pursuant to an Agreement and Plan of Merger entered into on-
September 25, 1998, between Gilat, GE Americom, and Spacenet. We acquired Spacenet from GE
Americom in exchange for 5 million shares of newly issued Gilat ordinary shares. The acquisition was
structured as a merger intended to qualify as a *“tax-free’* reorganization. See “Item 13: Interest of
Management in Certain Transactions—Merger-Related Agreements-—The Tax Matters Agreement.”* As
part of the acquisition, we entered into several significant agreements with GE. See “ltem 13: Interest of
Management in Certain Transactions—Merger-Related Agreements.”

In-Process Rqsearcl{ and Devclopment,

A major value-enhancing asset acquired in the Spacenet acquisition was the technology developed
by Spacenet as part of its planned new Turhosat product. At that time, we planned to utilize the Turbosat
technology in a new product.

A -

) . As pant of the process of analyzing the purchase of Spacenet, management made a decision to buy
i . technology that had not yet been commercialized rather than develop the technology intemally. Our

' management based this decision on factars such as the amount of time it would take to bring the

| technology to market and the quality of the Spacenet research and development cffort, We also considered
our owti resource allocalion and our progress on comparable technology. Our management expects to use
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the same decision process in the future. The allocation to in-process research and development of $80
million represents the estimated feir value using the methodology described under “Valuation
Assumptions” below, .

Al the time of the acquisition, the Turbosat technology, though not yet fully developed, was
intended to increase throughput, expand product features to serve additional applications and reduce cost.
The technology was elso expected to accommodate changes in customer’s performance and epplication
requirements through its ability to be upgraded to a sateltite multimedia platform or a terrestrial router.
One of the most important features of the acquired Turbosat technology is that it enables a wide range of
flexibility through the application of spread spectrum and CDMA technologies as the satellite access
method.  Other distinguishing features are its advanced level capability for data, audio and video
broadcasting.

At the time of the acquisition, we expected the full software feature to be complets in late first
quarter 1999 and a fully integrated Turbosat to be ready for release by June 1999, at which time we
expected to begin generating economic benefits from the value of the completed development associated
with the in-process research and development. At thal time, we also expected that if successfully
completed, the new. product incorporating the Turbosat feature set would be marketed by us under the
Bkystar Advantage trademark while maintaining backward compatibility.

In 1999, the research and development of Turbosat technology progressed, with moest of
Turbosat's improved functionality and features complated and the technology being integrated {other than
CDMA) into a new product platform, Skystar Advantage TG (Turbo Generation), which is now our main
Skystar Adventage platform and is being implemented for the USPS nefwork and other networks,

Prior ta the acquisition, Spacenet had incurred approximately $20 million in Turbosat
development-related costs. At the acquisition date, costs to complete the research and development efforts
related to Turbosat were cxpected to be approximately $6 million. In 1993 our gross research and
development expenses were approximately $27 million, which included expenses related to integration of
the Turbosat technology into the Skystar Advantage platform. We have not completed research and
development of the Turbosat CDMA technelogy, althaugh we continue to consider potentia! integration of
this technology in our VSAT products and for which we are directing research and development activities
over the next 12 months,

Valuation Assumptions

In connection with the Spacenet acquisition in 1998, we estimated the fair value of in-process
research and development using an income approach. This involved estimating the present value of the
cstimated afier-tax cash flows expected to be generated by the purchased in-process research and
development, using risk adjusted discount rates and revenue forecasts as appropriate. Product revenues
attributable to the Turbosat technology were estimated to be $118 million in 1999 and to grow thereafter
through the end of the product’s life in 2005 as new product technologies are expected to be introduced by
us. Product revenue growth was expected to decrease gradually from 42% in 2001 to 15% in 2003 and
6.9% in 2005, Service revenues and lease payments were expected to continue at a declining rate through
the year 201]. Revenues were estimated based on releveant market size and growth factors, expected
industry frends, individual product sales cycles, maintenance and service life and the estimate life of the

‘product’s underlying technology. Product costs included hardware, installation, space segment fees, and

maintenance costs. Estimated operating expenses included cost of goods sold, selling, general and

" administrative expenses and enginéring expenses. The estimates wers consistent with historical pricing,

margins and expense levels for our other products.

The selection of the discount rate was based on consideration of a weighted average cost of
capital, as well as other factars including the technology’s useful life, profitability level, uncertainty of
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advances, and stage of completion. A risk adjusted discount rate of 40% was utilized to discount projected
cash flows.

Only a proportional value consistent with the technology's already completed development effort
was considered in-process research and develapment for financial reporting purposes. Value sssociated
with the technology’s temaining development effort wes not included in the valuation. We further
believed that the estimated in process research and development amount determined represented fair value
and did not exceed the amount 2 third party would pay for the project.

We allocated anticipated cash flows from an in-process research and development profect to
reflzct contributions of the core infrastructure technology. At the date of acquisition, the Turbosat
technology for which a value had been assigned to in-process research and development efforts had not yet
reached technologicel feasibility and had no alternative future uses. Accordingly, the value allocated to
this R&D project was capitalized and immediately expensed at scquisition. [f the project is not wholly
successful or not fully completed in & timely fashion, management's product pricing and growth rates may
not be achieved and we would not realizs the financial benefits expected from the project at the time of the
acquisition.

r -

Based on an independent appraiser’s repart obtained by management, on December 31, 1998, we
recorded a charge of $80 million for the write-off of acquired in-process research and development
associated with the Spacenet acquisition. In-process research and development expenses arise from new
product development projects that are in various stages of completion at the acquired enterprise at the date
of acquisition.

Impaet of Inflation and Curreney Fluctuations

Almost all of our sales and service contracts are in dollars and most of our expenses are in dollars
and N13. The daollar cost of our operations in Isracl is influenced by the extent to which any increase in the
rate of inflation in Israel is not offset (or is offset on a lagging basis) by a devalvation of the NIS in relation
to the dollar. The influence on the dollar cost of our aperations in Iscael relates primarily to the cost of

" salaries in Israel, which are paid in NIS and constitute a substantigl portion of our expenses in NIS. During
1999, the rate of inflation in Israel was 1.3% while the value of the dollar against the NIS decreased by
0.17%. During 1997 and 1953 the rate of devaluation of the NIS ageinst the dollar exceeded the inflation
rate in Israel. In 1997 the rate of inflation was 7.0% and the rate of devaluation was 8.8%. I[n 1998 the rate
of inflation was 8.6% and the rate of devaluation was 17.6%. In earlier years, there was a reversed trend
when the inflation rate exceeded the rate of devaluation of the NIS against the dollar. For example, during
1995 the rate of inflation in Israel was 8.1% and during 1996 the rate of inflation was 10.6%, while the NIS
was devalued agdinst the doflar by 3.9% in 1995 and by 3.7% in 1996, If future inflation in Israe) exceeds
the devaluation of the NIS against the dollar or if the timing of such devaluation lags behind increases in
inflation in Jsrael, our results of operations may be materially adversely affected.

In addition, we pay for the purchase of certain components of our products in Japanese yen. Asa
result, an increas¢ in the value of the Japanest yen in comparison to the dollar could increase the cost of
revenues, We have entered into a hedging agreement with our princ¢ipal Japanese supplier in an effort to
reduce the effects of fluctuations in the exchange rate, although there can be no assurance that such
agreement will effectively hedge our Japanese yen exposure.

Effective Corporate Tax Rate

, Israeli companies are generally subject to income tax at the rate of 36% of taxable income.
However, substantially all of our production facilities in lsrael have been granted Approved Enterprise
stetus under the Law for-Encouragement of Capital Investments, 1559, and consequently are eligible for
certain tax benefits for the first several years in which they generate taxable income. We currently have
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nine Approved Enterprises, and have applied for approval for a tenth enterprise. Income detived from the
nine Approved Enterprises is entitled to tax benefits for periods of 7 years (in the case of two of the
enterprises) or 10 years (for the remaining seven enterprises), from the first year in which we generate
income from the respective Approved Enterprise, on the basis of the nature of the incentives selected by us.
The period of reduced tax for the tenth enterprise, if approved, is expected to be 10 years, although the
terms of the approval may provide for a different period. The main tax benefits are 2 tax exemption for
two or four years and a reduced tax rate of 15% to 25% for the remainder of the benefits period depending
upon the level of foreign ownership of the company. As a result of these programs, our effective corporate
tax rate was 0% in 1993, 2.1% in 1994, 0% in 1995, 1.5% in 1996, 0.8% in 1997, and 10.9% in 1999. The
increase in 1999 was dus mainly to one time charges associated with the restructuring and losses in
subsidiaries for which no deferred income taxes were recorded. In 1998 we had a loss due to restructuring
charges, write offs associated with restructuring and expenses related to acquired research and
development. We anticipate that a substantial part of our income for 2000 will be tax-exempt, while the
balance will be taxed at rates ranging from 15% to 36%.

On May 4; 2000, a committee appointed by the Israeli Finance Minister known as the “Ben-Bassat
Committee™ submitted its report an reform of the Israeli direct tax system (the “Report”). The Report
makes several recommendations that if enacted into law by the Israeli Parliament, may have substantial tax
jmplications on us and on our sharcholders. The sraeli Government adopted the recommendations, with
the intention that the applicable legislation will be effective as of January 1, 2001, During the legislative
process, the recommendations contained in the Report may be subject to substantial cheages.

The Report recommends increasing to 25% the corporate tax rate available under the Law for the
Encouragement of Capital Investments, 1959, during certain portions of the Approved Enterprise benefits
period to companies owned in whole or in patt by foreign investors. Currently depending on the
percentege of foreign ownership this rate can be as low as 10%, , and as high as 25%, which is the
corporate tax rate available to the Approved Enterprises of companies without any foreign ownership.
Furthermore, the Report recommends revoking a current exemption available to income of Approved
Enterprises that is not distributed as a cash dividend and, setting a corporate tax rate of 10% for profits
generated during certain portions of the Approved Enterprise benefits period.

Recently issued accounting pronouncements

In June 1998, the FASB issued FAS No. 133, “Accounting for Derivative [nstruments and
Hedging Activities”. FAS 133 established new accounting and reporting standards for derivatives and
hedging activities, FAS 133 requites companies to record derivatives on the balance sheet as assets or
liabilities, measured at fair value. Gains or losses resulting from changes in the values of these derivatives
would be accounted for depending on the use of the derivative and whether it qualifies for hedge
accounting. FAS 133 is effective for calender-year companies from January 1, 2000. We are currently
eveluating the impact FAS 133 will have on our financial statements.

In December 1999, the United States Securities and Exchange Comitnission issued Staff
Accounting Bulletin No. 101-“Revenue Recognition in Financial Statements”. SAB 101 summarizes the
SEC’s interpretation of the application of GAAP to revenue recognition,

We are currently evaluating the impact that SAB 101 will have on our financial statements.

,_'/-
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