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Chapter A - Description of Company Operations

In this report, which contains a description of the Group’s business operations as at December 31, 2006, the
Group included forward-looking information, as defined in the Securities Law 5728-1968 (hereinafter: the
“Securities Law”) with respect to both itself and the market. Such information includes forecasts, targets,
appraisals and assessments which apply to future events or matters the realization of which is not certain
and is not under the Group’s control. Forward-looking information in this report will usually be identified

specifically, or by employing statements such as “the Company expects”, “the Company assesses”, “it is the
Company'’s intention”, and similar statements.

Forward-looking information is not a proven fact and is based only on the Group’s subjective assessment,
based, inter alia, on a general analysis of the information available at the time of drafting of this report,
including public announcements, studies and surveys, and they contain no undertakings as to the
correctness or completeness of the information contained therein, and the Group does not independently
check the correctness thereof.

In addition, the realization and/or otherwise of the forward-looking information will be affected by factors that
cannot be assessed in advance, and which are not within the control of the Group, including the risk factors that
are characteristic of its operations as set out in this report, and developments in the general environment, and
external factors and the regulation that affects the Group’s operations, as set out in this report.

1. Description of General Development of Group Operations

“Bezeq” — The Israel Telecommunications Corp. Limited ( “the Company” or “Bezeq") along with the
subsidiaries that it owns in whole or in part, whose financial statements are consolidated with the
Company's, shall be jointly referred to in this periodic report as “the Group” or “the Bezeq Group”.

In its financial statements for 2006, the Company and its subsidiaries are reporting for the first time
in accordance with international financial reporting standards (IFRS). The date for transition to IFRS
was prescribed for January 1, 2005, and as a result, the Company has presented its financial
statements for 2005 once again, these having been reported in the past in accordance with the
accounting rules employed in Israel. In this regard, see Note 33 to the Company's financial statements
for the period ended December 31, 2006, which are included in this periodic report.

1.1 Group Activity and Description of its Business Development

1.1.1 As of the date of this periodic report, The Bezeq Group is the principal provider of
communications services in the State of Israel. The Bezeq Group implements and
provides a broad range of telecommunications operations and services, including fixed-line
domestic services, cellular services, international communications services, transmission to
the public of satellite multi-channel television broadcasts, internet access services,
customer call centers, maintenance and development of communications infrastructures,
provision of communications services to other communications providers, satellite services,
transmission to the public of television and radio broadcasts, provision of services and
maintenance of equipment on customer premises (network end point services).

1.1.2 Both in the global markets and in Israel, the pace of development in the
telecommunications sector is rapid. The telecommunications arena is affected by changes
in technology, in relation to both the business structure of the industry and the applicable
regulations.

1.1.3 The Company was founded as a government company in 1980 and has been privatized
over a period of years. The Company is a public company, the shares in which are traded
on the Tel Aviv Stock Exchange.

1.14 As of October 11, 2005, the holder of control of the Company is Ap. Sab. Ar. Holdings Ltd.
(“Ap. Sab. Ar.”) which holds 30% of the shares in the Company, as well as an option to
purchase up to 10.66% of the shares in the Company that are held by the State.



The diagram below outlines the holdings in the Company and the holdings of the Company
in its subsidiaries and principal affiliated companies, as of the date of the periodic report:

Zeevi Group The Public The State of Ap.Sb.Ar.
Israel
17.75%" 35.87% 16.38%2 300%°3
"Bezeq" The Israel Telecommunication Corp. Ltd.
49.77%* 100% 100%°
D.B.S. Satellite Pelephone Bezeq
Services Communications International
Ltd. Ltd.
(1998) Ltd.
6
100% 100% 100%
Bezeq Gold BezeqCall
(Holdings) Communications ?_?;gqu?jn
Ltd. Ltd. '
42.57%
Walla!
Communications
Ltd.

Note: The Company’s holdings are correct as at the date of publication of this periodic report. As noted in
section 2.9.6 below, the Company issued 78,151,368 options to employees (with the exception of
members of senior management), convertible into 78,151,368 shares of the Company, as part of an
employee option scheme®. The rate of holdings of the Company under full dilution, presuming exercise
of all of the options under the above scheme, is as follows:

Ap. Sab. Ar - 29.13%

The State of Israel - 15.91%
The Zeevi Group - 17.23%
The public - 37.73%

1.1.5 Mergers and Acquisitions

Of this, 17.63% are held by Zeevi Communications Holdings Ltd., to which a receiver has been appointed, with
authority to exercise the rights flowing from the shares in accordance with the ruling and approval of the Court.

For the option granted to Ap. Sab. Ar. to purchase up to approximately 10.66% of the State’s shares, see section 1.3
below; for employee options, see section 2.9 below.

The shareholders in Ap. Sab. Ar. are: 1. SCG Israel Ventures LLC (capital 45%, voting 40.5%) which is controlled by
private companies controlled by Haim Saban. 2. Purple Green Project and Investment Co. Ltd. together with Yellow
Green Financing and Investment Ltd. (jointly: capital 45%, voting 40.5%), indirectly wholly owned (100%) by
corporations in the Apax Europe VI Fund, managed by Apax Europe Managers Ltd. 3. Arkin Communications Ltd.
(capital 10%, voting 19%), which is wholly owned (100%) by Moshe Arkin.

As of the date of publication, the Company has an option to increase its holdings in DBS to approximately 58.36%
reflecting the proportional percentage of its investments, see section 1.1.5 (A).

The operations of the Goldnet Communications Services partnership have been transferred to Bezeq International Ltd.
BezeqCall Communications Ltd. has also been merged into Bezeq International Ltd. See sections 1.1.5 and 1.1.6 below.

An inactive company which holds debentures (series 5) of the Company (see section 2.13.7 and 2.17.1 below).
33.66% under full dilution.

Of this sum, approximately 59,574 options will be issued to two directors from among the employees subject to and following
the approval of the general meeting of the shareholders of the Company, which is expected to be held on April 15, 2007.
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A. DBS Satellite Services (1998) Ltd. (hereinafter: “DBS™)

On January 2, 2005, the Antitrust Commissioner conditionally approved the merger
between the Company and DBS (increase of the Company’s holdings in DBS to more
than 50%). The merger did not take place within a year of the date of approval of the
merger, and required a new consent. On August 2, 2006, the Company and DBS
submitted new merger notices to the Antitrust Commissioner (the “Commissioner”)
regarding the exercise of options for DBS'’s shares by the Company, which are
expected to increase the Company’s holdings in DBS from approximately 49.8% to
approximately 58%. On December 31, 2006, the Antitrust Commission gave notice of
the Antitrust Commissioner’s objection to the merger and on February 18, 2007, the
grounds for such objection were given. The Company intends to file an appeal
against this decision.

In this regard, see also Note 32 to the Company's financial statements for the year
ended December 31, 2006, which are included in this periodic report.

B. Merger of Bezeq International Ltd. and BezegCall Communications Ltd.

At the end of July 2006, proceedings were initiated for merger of the operations of the
subsidiary BezeCall Communications Ltd. (network end point operations) and the
subsidiary Bezeq International Ltd. (internet, international calls and integration
solutions for business), so that the operations of BezeqCall would transfer to Bezeq
International. On October 5, 2006 the merger was approved by the Antitrust
Commissioner. On December 31, 2006 the Ministry of Communications gave its
approval for assign of BezeqCall's network end point license to Bezeq International,
and the merger became final on February 11, 2007.

C. Acquisition of Tadiran-Telecom

On October 15, 2006, BezeqCall Communications (before the merger with Bezeq
International) signed an agreement to acquire all the operations of Tadiran-Telecom —
Israel Communication Services, a limited partnership, in consideration of NIS 93 million
(subject to certain adjustments depending on the date of closing the transaction). The
closing was subject to the completion of a due diligence process and to the receipt of
approvals, including from the Antitrust Commissioner. On March 27, 2007, the Company
was informed that the Antitrust Commissioner did not approve of the transaction. Bezeq
International Ltd. and Tadiran Telecom are considering their steps in this regard.

1.1.6 Disposals
Satellite Communications Operations

The Company terminated contacts with potential buyers for its satellite communication
operations (Inmarsat and Bezeq Sat), and is assessing its further activity in this field.

Walla!l Communications Ltd.

Further to immediate reports of the Company on April 10, 2006 and June 22, 2006,
concerning examination of the holdings in Wallal! Communications Ltd. through the
subsidiary Bezeq International Ltd., the Company announced, in an immediate report on
July 19, 2006, that it has terminated the contacts it had made on this subject.

Goldnet Communication Services ("Goldnet")

On April 30, 2006, an agreement was signed between the Company, Malam Systems Ltd.
and Goldnet, a limited partnership, of the first part, and the subsidiary Bezeq International
of the other part, concerning acquisition of all the operations of Goldnet by Bezeq
International in consideration of NIS 6.8 million, to be divided between the Company (NIS
5.1 million) and Malam Systems (NIS 1.7 million). The agreement has been concluded and
Goldnet's operations have been transferred to Bezeq International. In this regard, see also
section 4.9.2 below.

Areas of Operation

The Group has four principal areas of operation. These four areas of activity are reported as
business segments in the Company’s consolidated financial statements (see also Note 28 to the
Company'’s financial statements for the year ended December 31, 2006, included in this periodic
report):
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1.2.1 Fixed-line domestic communications

This segment primarily includes telephony services, internet access services, transmission
services and data communications. This activity is performed by the Company.

1.2.2 Cellular

Cellular mobile radio-telephone services (cellular communications), marketing of end-user
equipment, installation, operation and maintenance of cellular communications equipment
and systems. This activity is performed by Pelephone Communications Ltd. (hereinafter:
“Pelephone”).

1.2.3 International communications and internet services

International communications services as well as internet access services (ISP). This
activity is performed by Bezeq International Ltd. (hereinafter: “Bezeq International”).
Bezeq International also holds 42.57% (33.66% fully diluted) of Wallal Communications
Ltd., an Israeli company whose shares are registered for trading on the Tel Aviv Stock
Exchange, and which deals in the provision of services in the field of internet, and in the
activation of internet portals (see section 4.14 below).

1.2.4 Multi-channel television

Multi-channel digital television broadcasts to subscribers over satellite (DBS) and provision
of value-added services to subscribers. This activity is performed by DBS Satellite Services
(1998) Ltd. (hereinafter: “DBS”).

Note that in the past, the Company, in its financial statements, reported an area of
operations entitled “Others”, which included the operations of BezeqCall Communications
Ltd., which dealt in network end point services, the Goldnet Communications Services
Partnership, which dealt in content services, and Bezeq On-Line, which deals in call center
services. Due to the merger of the operations of BezeqCall Communications (see section
1.1.5 above) and Goldnet (see section 1.1.6 above) into Bezeq International, and due to
the fact that Bezeq On-Line’'s operations are not substantial at the Group level, the
Company will not include reference to the “others” sector in its financial statements for
2007. The 2006 report did contain reference to the “others” sector, which included the
operations of BezeqCall Communications Ltd. and Bezeq On-Line Ltd. (see section 1.5
below).

Investments in Equity and Stock Transactions

In 2005, the State of Israel completed the process of sale of the core of its control of the Company,
pursuant to the decision of the Ministerial Committee on Privatization, dated July 19, 2004, to the
effect that the State’s holdings of the Company would be sold by way of private sale of 30% of the
share capital of the Company and the grant of options to purchase a further 10.66% of the share
capital of the Company.

The State chose Ap. Sab. Ar., which offered NIS 4,237,000,000 for 30% of the share capital of the
Company (781,513,683 shares) and an option to purchase an additional 10.66% of the shares of the
Company (277,697,862 shares) as preferred offeror. Transfer of the State’s holdings to Ap. Sab. Ar.
required the receipt of consents under all laws, including the consent of the Prime Minister and the
Minister of Communications, under the Communications (Telecommunications and Broadcasts) Law,
5742-1982 (the “Communications Law”) and the Communications (Prescription of Essential
Service Provided by Bezeq - the Israel Telecommunications Corp. Ltd.) Order, 5757-1997 (the
“Communications Order”), and the consent of the Antitrust Commissioner under the Antitrust Law,
5748-1988.

On October 11, 2005 (after obtaining all of the consents required under the law), the aforesaid
transaction was completed under the conditions set out in the agreement for sale of the State’s
holdings in the Company between the State of Israel and Ap. Sab. Ar. (and the holders of interests
therein) of such date.

In consideration for the shares and options as aforesaid, the total sum of NIS 4,246,286,575 was
paid by Ap. Sab. Ar.

Ap. Sab. Ar.’s shares in the Company are held in trust by Romema Investment Company Ltd.

According to information provided to the Company:
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Pursuant to the agreement with the State, Ap. Sab. Ar. purchased 30% of the State’s shares in
the Company and an option for the purchase of up to 277,697,862 of the State’s shares in the
Company (constituting approximately 10.66% of the share capital of the Company), on the
conditions set out in the above agreement, as set out in the Company’s immediate reports
dated July 14, 2005 and October 16, 2005. The option is exercisable up until the first day of
business 48 months after October 11, 2005 (the date of completion of purchase of the
Company’s shares).

Pursuant to this agreement, Ap. Sab. Ar. shall be entitled to request that the State vote together
with it (under the limitations set out in the agreement regarding certain matters) in respect of the
10.66% of the shares in the Company held by the State in respect of which Ap. Sab. Ar. has an
option to purchase, and in respect of the 1.01% that will remain in the State’s possession during
the period commencing on October 11, 2005 (the date of completion of the transaction) and
ending at the end of the option exercise period, and in respect of the 4.71% of the Company’s
shares held by the State and designated for allotment to employees of the Company (see
section 2.9.6 below) — for such period or until transfer of title to such shares to the Company’s
employees, whichever is the earlier.

As a result of closing of the transaction, the Company was released from certain limitations that
had been imposed upon it as a company under the control of the State of Israel, including
repeal and/or amendment of some of the provisions of its Articles of Association which are
similar to certain provisions of the Government Companies Law, 5735-1975. It is noted that on
December 20, 2006, the Company replaced its Articles with new ones, in keeping with the
provisions of the Companies Law and with the Company's status as a company not under State
control. Prior to that replacement, the articles of the wholly owned subsidiaries of the Company
have been amended such that, inter alia, the provisions regarding the number of members of
the board of directors, proceedings for appointment of them, and provisions relating to the
Government Companies Law (in the articles of former government subsidiaries) were deleted.
Further to such, the directors of the Company’s subsidiaries were replaced such that directors
were appointed from the ranks of senior management of the Group, subject to the rules of
structural separation in the Group.

Payment of dividends
14.1 In 2004 and 2005, the Company did not distribute a dividend to its shareholders.

1.4.2 Pursuant to a resolution of the board of directors dated March 1, 2006, resolutions

regarding the distribution of dividends are to be passed specifically in accordance with the
Company’s financial results, financial state and the other relevant circumstances and data.
This resolution substitutes previous resolutions regarding dividend policy.

1.4.3 Below are details of distributions made by the Company during 2006 and up to the date of

publication of this Periodic Report:

Distribution date | Type of distribution Total amount Distributed amount
distributed (NIS) per share (NIS)
16.4.2006 Cash dividend 1,200,000,193 0.4606446
30.10.2006 Cash dividend 400,000,064 0.1535482
9.1.2007 Cash dividend 300,000,179 0.1151612
26.2.2007 Cash dividend® 1,800,000,030 0.6909668

1.4.4 Distribution of a cash dividend not in accordance with the earnings test

On December 28, 2006, the general meeting of the shareholders of the Company
approved the recommendation of the Board of Directors of the Company to distribute a
cash dividend of NIS 1,800,000,030 (amounting to NIS 0.6909668 per share), as a
distribution which does not comply with the earnings test. The distrbution was subject to
the approval of the court, and on December 31, 2006, the Company filed an application in
court for approval of the distribution. The court approved the distribution on February 4,
2007, and the distribution was made on February 26, 2007.

? Distribution of a cash dividend not in accordance with the earnings test. See section 1.4.4 below.
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It is noted that under the agreement between the State and Ap.Sh.Ar. for the sale of the
controlling interest in the Company, Ap.Sb.Ar. undertook, inter alia, to operate by virtue of
its holdings and not to make a distribution which was not from the accumulated retained
earnings of the Company on December 31, 2000 (it was clarified that this would not
prevent the distribution of earnings generated after December 31, 2000 in accordance with
the Companies Law, 5759-1999). Ap.Sb.Ar. also undertook to operate by virtue of its
holdings so that a distribution would not be made from the capital gains deriving from the
realization of capital assets paid for in kind, for a period of two years from the date of
purchase of the shares being sold.



15 Financial Information regarding the Group’s Areas of Operations

151 2006:

Domestic fixed-
line
communication

Cellular

International
communication and
internet services

Multi-channel
television

Others

Adjustments to
consolidated*

Consolidated

NIS thousands

NIS thousands

NIS thousands

NIS thousands

NIS thousands

NIS thousands

NIS thousands

Total Revenues:

From externals 5,193,493 4,462,077 1,016,300 1,338,826 221,134 - 12,231,830
From other areas of operation in the

segment 605,503 15,910 21,519 23,563 97,545 764,040- -
Total 5,798,996 4,477,987 1,037,819 1,362,389 318,679 764,040- 12,231,830
Total attributed costs:
Costs not constituting revenues in

another area of operation 4,687,452 3,625,410 820,458 1,209,302 324,006 - 10,666,628
Costs constituting revenues from other

areas of operation 365,224 160,895 85,945 145,380 6,596 (764,040) -
Total 5,052,676 3,786,305 906,403 1,354,682 330,602 (764,040) 10,666,628
Operating Income 746,320 691,682 131,416 7,707 (11,923) - 1,565,202
Total identified assets as at December

31, 2006 9,756,868 3,375,001 454,918 838,793 186,391 172,230 14,784,201

Minority percentage in the segment

* Details of the nature of the adjustments to the consolidated — inter-company transactions between areas of activity.




15.2 2005:

Domestic fixed-
line
communication

Cellular

International
communication and
internet services

Multi-channel
television

Others

Adjustments to
consolidated*

Consolidated

NIS thousands

NIS thousands

NIS thousands

NIS thousands

NIS thousands

NIS thousands

NIS thousands

Total Revenues:

From externals 5,285,006 4,413,423 825,801 1,200,866 199,622 - 11,924,718
From other areas of operation in the 607,947 14,854 21,488 8,206 104,511 (757,006) -
segment
Total 5,892,953 4,428,277 847,289 1,209,072 304,133 (757,006) 11,924,718
Total attributed costs:
Costs not constituting revenues in 4,591,737 3,660,312 670,151 1,182,920 292,662 - 10,397,782
another area of operation
Costs constituting revenues from other 382,078 182,782 77,494 104,592 10,060 (757,006) -
areas of operation
Total 4,973,815 3,843,094 747,645 1,287,512 302,722 (757,006) 10,397,782
Operating Income 919,138 585,183 99,644 (78,440) 1,411 1,526,936
Total identified assets as at December 9,638,637 3,591,679 525,114 941,693 218,100 198,372 15,113,595
31, 2005
Minority percentage in the segment 25.1%

(Goldnet)

* Details of the nature of the adjustments to the consolidated — inter-company transactions between areas of activity.




1.6

General Environment and Effect of External Factors on Group Activity

The Group's business is affected by the level of the financial activity in the domestic market and
therefore, positive or negative developments at this level are expected to have a corresponding
impact on the business of the Group. Thus, for example, growth in the GNP and in the number of
people employed in the market is expected to impact positively on Group revenues.

The Israeli communications market is characterized by a high level of concentration and a complex
structure of cross-ownerships which are a fertile ground for the setting up of a number of
communications groups operating on the basis of marketing cooperation between a number of
companies and/or joint holdings for the supply of inclusive communications services, whilst
exhausting the marketing and operating advantages that such a structure permits. Given the
regulatory limitations imposed upon the group in the context of generation of cooperation between all
of the members of the Group, and given the increasing competition on the part of the other
communications groups, the Group is having difficulty providing appropriate responses to threats
stemming from this sort of competitive structure.



2.

2.1

Fixed-Line Domestic Communications —

“Bezeq” — The Israel Telecommunications Corp. Limited ( “the Company”)

General Information on Area of Operations
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2.1.2

2.13

Area of activity and changes affecting it

The Company has a general license for the provision of fixed-line domestic
communications services. Under this license, the Company provides telephony services,
dial-up internet access and associated services; broadband internet access (ADSL);
remote access; information services and data communications; transmission services; IP-
VPN services; maintenance and development of infrastructures; internet access services
between users and ISPs; and other activities, including sale of terminal equipment, satellite
and video services, setting up and operation of radio and television broadcasting
installations and services for external organizations (billing and collection services,
deployment and maintenance of television cables, performance of engineering work, etc).
In addition, the Company provides infrastructure and other services to other
communications providers. Both in the global markets and in Israel, the pace of
development in the telecommunications sector is rapid. The telecommunications arena is
affected by changes in technology, in relation to both the business structure of the industry
and the applicable regulations.

Legislative and regulatory restrictions and special constraints

The Company’s activity is subject to comprehensive regulation and control that relates,
inter alia, to matters such as determining and approving the fields of the Company's
permitted activity and services, holding and transferring of means of control, licensing,
determining tariffs, quality and terms of service to subscribers and obligation to pay
royalties. These regulations and controls are attributable to the following: the status of the
Company as a licensee, according to the Communications (Telecommunications and
Broadcasting) Law, 5742-1982 (hereinafter: the “Communications Law”), and are subject to
the provisions of the Communications Law, as well as the regulations and rules that have
been promulgated there under, and the terms of its general license. The Company's status
as an essential telecommunications service provider is subject to the provisions of the
Communications Order based on section 4D of the Communications Law; and other laws.

The tariffs for the Company’s main activities are subject to strict regulation under various
provisions of the law. The tariffs are updated and change from time to time in regulations,
inter alia, according to recommendations of the Committee for the Regulation of Bezeq’s
Tariffs. The Company’s interconnect tariffs were reduced on July 1, 2006.

The Company was declared a monopoly in certain fields of activity, and is similarly subject
to control and restrictions under the Antitrust Law, 5748-1988.

Furthermore, some of the Company's activities involve the use of wireless frequencies and
the operation of facilities emitting electromagnetic radiation, which are subject,
respectively, to the Wireless Telegraph Ordinance (New Version), 5732-1972 (see section
2.16.8 below), the Pharmacists Regulations (Radioactive elements and their products),
5740-1980, and the Non-lonized Radiation Law, 5766-2005 (see Section 2.15 below).

With regard to this section, see also section 2.16 below.

Changes in the volume of activity and profitability in the field

2006 2005

Revenues (NIS millions) 5,799 5,893

Operating Income 753 919

Average monthly revenue per line (NIS) (ARPL)(1) 99 100
Number of active subscriber lines as at the end of the

year (thousands) 2,833 2,875
Total minutes of use in Israel (outgoing and incoming)

(millions) 20,528 21,499

(1) Not including revenues from transmission and data communications services, services to
communications providers, contractor work and other.
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2.15

2.16

Developments in the market and in customer attributes

In recent years we have seen growing competition between fixed-line and cellular
telephony. If in the past almost all calls were made between two fixed lines, today, more
than 50% of calls are made in the cellular networks. As the number of cellular subscribers
has grown and reached approximately 8.5 million subscribers (according to data published
by the cellular companies), there has been a decline in the number of households and
businesses holding a fixed line, as well as a decline in the number of lines per customer.
Furthermore, there has been an ongoing average decline in the Company’s regulated and
unregulated tariffs (see Section 2.16.1 below). On the development of competition in the
various domestic areas, see section 2.6 below.

Technological changes that significantly impact on the area of activity

A. Penetration of high speed internet and the availability of new IP-based technologies
offer consumers a wide variety of applications and services over IP-based
infrastructures, such as voice services, video transmission services and network
services with organizational applications over the internet infrastructure (ERP, CRM,
etc.).

The Company estimates that in the coming years the trend of increased bandwidth to
the customer home or business will intensify. This will facilitate penetration of
applications required for the transmission of a high volume of data at a fast rate as
well as voice services that will enable regular phone calls over the Internet and/or IP
networks. Regarding competition through the provision of telephony over the
Company’s broadband network, see Section 2.6.1 below. Given this trend, the
Company needs to adapt its infrastructures so that it will be able to provide its
customers with significant bandwidth that will guarantee availability and quality of
service.

B The development of standardization in this area makes it possible to use the
infrastructure owned by the Company which is currently in place in order to provide
higher quality telephony services than in the past, as an alternative to the telephone
line services that the Company suppliers to its customers.

C. Theincrease in the number and capacity of cellular networks, along with technological
enhancements, enable cellular service providers to compete with the Company's
services more effectively than with existing technologies.

D. In addition, wireless technology is being developed which opens the gateways for
providing services that compete with the Company’s services, in the area of voice
calls as well as data communications and broadband internet, without the need to
invest heavily in land-based access infrastructure.

E. Technological developments may enable other operators to build infrastructures that
provide services similar to those offered by the Company at lower cost. Furthermore,
as a result of the advances in technology on the one hand, and the aging technology
implemented in the Company’s systems, which may be difficult for suppliers to
support, on the other hand, it may be necessary to switch to other technologies or to
improve the existing systems.

Critical success factors in the area of operations and changes therein

A. The ability to offer reliable communications systems at a competitive price based on a
cost structure that is adjusted to the frequent changes in the Company’s business
environment.

B. The ability to maintain innovation and technological leadership, and to translate those
into advanced, reliable applications of value to customers, within short response
times.

C. Technological and marketing innovation.
D. Efficacy of internal and external sales systems and distribution channels.

E. The ability to provide high quality commercial and technical service to customers of
the Company.
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2.1.8

2.1.9

F. Management of an intelligent price policy, subject to regulatory limitations, in light of
growing competition and technological changes that are expressed in generally lower
prices in the industry.

G. Intelligent migration of customers from traditional networks to next-generation
networks.

H. Maintaining brand values and adjusting them to the changing competitive
environment.

Main entry and exit barriers of the activity and changes affecting such

The main entry barrier in the domestic fixed-line communications market is attributable to
the need for substantial investments in technological infrastructure and complementary
systems until economies of scale are achieved, and from the high costs involved in
establishing marketing, sales and customer support systems and the construction of
brands. In recent years the traditional entry barriers to the Company’s areas of activity
have been to a great extent removed, as a result of the following factors: Technological
improvements, a decline in prices of infrastructure and equipment; easing of regulatory
restrictions for new competitors, and in particular — the cancellation of the universal service
obligation for select general license holders as well as leveraging of existing systems of
communications operators that are competing or are planning on competing against the
Company.

The main exit barriers are attributable to the following: the obligation of the Company, as
stipulated in its license, to provide services at a defined quality of service on a universal
basis; its being subject to the emergency regulations and the provisions of the
Communications Order based on section 4D of the Communications Law; its obligation to
some of its employees as part of collective bargaining agreements; long-term agreements
with infrastructure providers; large investments requiring a long time to ROI; and an
obligation to repay long-term loans taken to finance the investments.

Alternatives to and changes in products of area of operations

In recent years cellular communications services have to a large extent become an
alternative to services offered by the Company, both in the area of telephony and in the
area of data communications.

Recently we have seen a growing trend of transmission of voice calls over the internet or
over public and private IP-based networks, using dedicated software that is provided free
of charge or at a discounted price by companies in Israel and abroad. Furthermore, the
internet enables e-mail applications and instant messaging, which to a certain extent are
also alternatives to telephone calls. Recently, international software and internet
companies have redoubled their efforts to integrate telephony services as part of the
service packages that they provide to their customers.

In the area of transmission and data communications services, technological advances
enable the provision of new services at high transmission rates and low prices.

Structure of competition in the areas of operation and changes therein

Fixed-line domestic services primarily include telephony services, internet access services,
transmission services and data communications.

The area of transmission and data communications, particularly at high baud rates, was
opened to competition at the end of 2000.

In the area of broadband internet access, cable company partnerships began to compete
against the Company in March 2002.

In the field of telephony, Hot Telecom, a partnership of the cable companies the merger of
reach was recently concluded (hereinafter: “Hot”) commenced providing services on a
commercial basis on November 25, 2004. As of September 2004, the Minister is entitled to
grant special general licenses for the provision of domestic fixed-line communications
services without the obligation to provide a service to everyone or to provide minimal
deployment of it. Several such licenses have been granted to a humber of bodies (see
section 2.6.1 below). Furthermore, according to the amendment of the Communications
Law in January 2005, the Minister is entitled to grant general licenses for
telecommunications services or telecommunications activity and exemption by order of the
licensing obligation. In November 2004, the Ministry of Communications published a policy
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paper on the provision of telephony services over broadband access services (by the
Company and by HOT). The policy was made subject to a hearing, and on January 31,
2007, the regulation and licensing policy for providing such services was published. With
regard to this matter, see Section 2.6.1 below. The Ministry of Communications granted
licenses for a “paid marketing trial” for providing these services, the validity of most of
which ended a few weeks prior to the date of this Report. In this regard also, see section
2.6.1 below. Additionally, the Company views cellular telephony services as alternative
services to the telephony services it provides. With regard to this matter, see Section 2.6.4
below.

Competition in the sector is dependent on a variety of factors, including: development of
competition with HOT, issue of licenses to other domestic operators, implementation of the
policy determined regarding provision of telephony service over broadband infrastructure,
increased competition with cellular companies; possible changes in the terms of the
licenses of the Company and its subsidiaries as well as the conditions of the licenses
granted to their competitors; mergers and joint ventures between companies that compete
against companies in the Group; financing of the universal service; new services the
Company will be allowed to provide; tariff policy and the amount of flexibility the Company
is given in offering service packages, including along with subsidiaries etc.

For a description of developments in competition, see Section 2.6 below.

2.2 Products and Services

221

2.2.2

The Company provides a wide range of communications services to business and private
customers. The main services offered by the Company include telephony services,
associated services, and value-added services, internet access services — both dial-up and
broadband access to high speed internet, transmission and data communications services
over a wide variety of infrastructures for businesses and other communications providers.

Telephony

The Company’s telephony services include, mainly, basic telephone services via
household telephone lines, installations and transfers of telephone lines, sale of terminal
equipment and other auxiliary services such as: Voice mail, caller ID, 144 information
service, call waiting, follow-me, abbreviated dialing and conference calls.

Furthermore, the Company provides number services for businesses that enable incoming
calls from anywhere through a single short speed dial (asterisk plus four digits), and via the
1-700, 1-800 area codes. These area codes enable business customers to determine
whether the company or the customer will pay for the call.

The Company currently operates approximately 12,000 public telephones around the
country that are operated by biodegradable prepaid cards ("Telecard"), billing a Bezeqcard
or calling collect. In 2005, draft regulations were compiled, designed to ease the obligation
of deployment of public telephones, but the draft was not approved by the Knesset
Economics Committee, which resolved that the Ministry of Communications should submit
a revised draft. To the best of the Company’s knowledge, as at the date of publication of
this periodic report the Ministry of Communications has not submitted an amended
proposal, and in any event, no such draft has been presented to the Company.

On March 7, 2006, the Ministry of Communications announced a hearing for all the
communications companies, in connection with the Ministry's intention that a joint 144
center be operated for all the companies, so that with one call, all the telephone numbers
of a subscriber, with any carrier, are obtained. The service would operate in parallel with a
similar service (all the numbers of all the carriers) on an internet site. In its reply written on
March 26, 2006, the Company stated its position, arguing, among other things, that the
information is an auxiliary service of the telephony service provided by the licensees, that
entities without a general license should not be permitted to enter the sector, and that the
service should be kept in its present format, as an auxiliary to the services of the general
licensee. The Ministry of Communications accepted the Company's position that 144 is an
auxiliary service.

On November 5, 2006, the Company license was amended so that, inter alia, commencing
February 8, 2007, the Company is required to provide, itself or through another entity
acting on its behalf, a telephone number information service of whoever is a subscriber of a
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2.2.5

fixed-line or cellular operator, excluding unlisted numbers, for the general public and
without payment via the internet and for its subscribers at a reasonable price through a
service center. Since February 8, 2007, the Company has operated a unified service
center, by a network code set by the Ministry of Communications (1344), including for the
cellular operators and for HOT. This is additional to the Company's 144 service. It is noted
that on February 7, 2007, a company that will become a telephone information service
company in the future, filed a petition in the High Court of Justice against the continued
provision of 144 services by the Company.

The Company’s telephony services are among the main services provided by the
Company, and in recent years they have been on a downward trend, in terms of both use
and revenues. This is due primarily to the alternative services offered by the cellular
companies and use of cellular phones which is, to a great extent, an alternative to making
a call on a fixed-line phone.

Internet access services

These services enable internet access and primarily provide access to high speed internet
over regular telephone lines using ADSL technology.

At the end of 2006, the Company had approximately 891,000 ADSL subscribers (compared
with approximately 800,000 subscribers at the end of 2005), amounting to approximately
65% of the broadband internet market in Israel (based on items in the Israeli media
regarding the number of subscribers who are not subscribers of the Company).

The high speed internet market is one of the markets that has shown the most growth in
recent years, and this growth is reflected in the Company’s business. As hundreds of
thousands of customers have subscribed to high speed internet services over the past five
years, this service has become one of the Company’'s main operations and a major
channel for its investments in technology, marketing, advertising and customer acquisition.

The high speed internet market is also marked by fierce competition against HOT, which
offers high speed internet services over cable infrastructures.

Transmission and data communications services

Data communications services are network services for the point-to-point transfer of data over
the Company’s infrastructures, transfer of data between computers and various
communications networks, services to connect communications networks to the internet and
remote access services.

Data communications services are provided over established traditional infrastructures
such as digital and frame relay lines, as well as over innovative and advanced
infrastructures including ATM and IPVPN (Virtual Private Network). The IPVPN
infrastructure enables managed communications solutions for businesses by connecting
the various branches of the organization. In recent years customers have been switching
from data communications solutions provided over older traditional infrastructures to IP-
based infrastructures.

The Company offers transmission services, including high speed services, to its business
customers and communications providers over a variety of protocols

Other services

A. Services to communications providers

The Company provides services to other communications providers including the
following: cellular operators; international operators; cable broadcasting licenses; the
Israel Broadcasting Authority and The Second Authority for Television and Radio;
network endpoint operators; ISPs; domestic operators; Palestinian communications
providers.

Among the services provided by the Company are infrastructure services, connection
to the Company's network, transmission services, billing and collection services, inter
alia to international carriers, rental of space and provision of services at rented space,
and provision of rights to use underwater cables.

B. Satellite and broadcasting services

The Company provides satellite services via fixed antennas (in the Ella Valley and the
Ramla area), mainly including services for international communications: video
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2.4

transmission services and satellite relay broadcasts for foreign broadcasting
organizations in Europe and Asia. The Company also operates mobile units for
television broadcasts via satellite from time to time. The Company is also in
negotiations with customers for the provision of internet services via satellite.

Likewise, the Company provides users over a broad geographical area around the
world with various kinds of mobile satellite communications services (such as:
telephony, data communications and facsimile services) by operating a ground station
for the provision of Inmarsat services in the Ella Valley. These services are granted
by virtue of an agreement with Inmarsat Ltd. (which operates a satellite network that
covers most of the world, land, air and sea). In this regard see also section 1.1.6
above.

The Company also currently operates and maintains seven radio networks operated
by the Israel Broadcasting Authority, Channel 1's television transmitters and those of
Educational Television, Channel 2's television transmitters and the transmitters of four
regional radio stations. The Company is only responsible for operation and
maintenance of the transmitters in order to distribute broadcasts of radio and
television programs, and not for the content of the broadcasts. In this regard, see also
section 2.15.2 below.

C. Work as a contractor

The Company performs setup and operation work on networks and sub networks for
various customers (such as the Ministry of Defense, cable television companies, radio
and television broadcasting companies, cellular operators, international
communications carriers, local authorities, municipalities and government agencies).

There are agreements for the provision of installation and maintenance services of
cable networks for cable television between the Company and two cable television
broadcast licensees which were recently merged using the Company’s infrastructure,
from the starting point of the above licensees’ operating point up to the point of
delivery at the entrance to subscriber homes (the connection and maintenance from
these points up to the subscribers’ homes is not within the Company’s responsibility).

D. |IP Centrex

The IP Centrex service is a virtual private exchange service. The Ministry of
Communications wrote to the Company requesting that the Company prepare a
service portfolio for the purpose of provision of this service.

Breakdown of Revenues and Profitability of Products and Services

The following table provides data on the breakdown of the Company’s revenues by the main
products and services in its area of activity, which represent 10% or more of the Company’s
revenues (in NIS million and as a percentage of total revenues) over the past two years:

2006 2005
NIS millions | % of revenues | NIS millions | % of revenues
Telephony 4,088 71 4,262 72
Internet 608 10 550 9
Transmission and data communications 711 12 691 12
Other services 392 7 390 7

Accounts Receivable

24.1 The Company is not dependent on any single customer or on a limited number of
customers, which if lost would significantly impact on the area of activity.

24.2 The Company does not have any single customer generating revenues of 10% or more of
its total revenues.

2.4.3 Company sales are divided into two main sectors: the private sector (approximately 63%)
and the business sector (approximately 37%).
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2.6

Marketing, Distribution and Service

25.1 The Company has marketing, sales and service systems for the private and business
sectors, which include customer managers for the business sector, joint sales and service
centers (including the 199 center) located throughout the country, separate technical
support centers for internet and IT services, support and repair centers for telephone
services (166 center), as well as 24 points of sale and service (Bezeq Store) around the
country.

25.2 The Company primarily markets its services through advertising in the mass media and
telesales centers, customer managers and through a system of independent marketers that
includes ISPs, DBS, sales centers working by an outsourcing model, D2D and resale
systems that operate points of sale in various shopping centers.

2.5.3 Under the new collective agreement signed between the Company and the workers’
organization, the Company is currently restructuring its organization, based, inter alia, on a
transition from a geographical structure to a functional, customer-focused structure. In this
context, the geographical divisions have been cancelled, and two new divisions have been
set up — a private division and a business division. In this regard, see also section 2.9.1
below.

Competition

As part of the trend towards mergers in the communications market, the mergers of Netvision, Barak
and GlobeCall were approved, as was the merger of Internet Zahav and Golden Lines. In this
regard, see also updates to sections 4.6.1.1 and 4.6.2.1 below.

The following is a description of the development of competition in the fixed-line domestic
communications market:

The Grunau Commission for formulating recommendations concerning the policy and
principles of competition in communications in Israel

In December 2006, the Minister of Communications appointed a public commission, headed by
Professor Grunau, to formulate detailed recommendations concerning the policy and principles of
competition in communications in Israel. The letter of appointment stated that the Commission is
requested to formulate its recommendations, inter alia, on the following important issues: The
guestion of the need to separate out sectors of operation (transmission / content); the issue of the
operation of consolidated communications groups, including rules for structural separation imposed
on the Bezeq group and others. The Commission would also discuss the marketing of service
packages and tariff flexibility for the Company and access of competitors to the infrastructures of
licensees, the Company, the cable company and others (while examining different models, such as
breakdown into segments). The Commission would also discuss a format for regulation in a world of
convergence of mobile and fixed communications and voice, video and data services, including
broadcasting on the platforms of communications operators, such as ADSL, cable, cellular — whether
IPTV or other methods. Another subject to be discussed is the extent of the universal service
obligation imposed upon communications operators. The deed of appointment further states that the
Commission shall be permitted to extend the list of issues, should it find that such are essential for
the formulation of its recommendations.

At the beginning of January 2007, the public was invited to present positions on the subject and to
comment on the above. The Commission started its work in February 2007. According to a notice of
the Ministry of Communications, the Commission will submit its recommendations within about six
months. The Company is formulating its position on the issues, which it shall present to the
Commission. The recommendations of the Commission, which will relate to the most important
issued for the market and for the Company, are likely to involve changes in the principles of
competition currently in place, and the Company is unable to assess the related trends or influences.

2.6.1 Telephony

In November 2003, HOT was granted a license for the provision of fixed-line domestic
services, including telephony. On November 25, 2004, Hot began to supply telephony
services.

On August 1, 2004, a temporary order entered into effect, stipulating that for a period of
two years from the date on which HOT began its commercial activities or until a difference
of up to 1.05 billion traffic minutes is generated between calls that end on the Company’s
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network and those that end on HOT's network, whichever comes first, interconnectivity
fees for termination of the calls on said networks would not be paid (the “Bill and Keep
Arrangement"). After a hearing (conducted in writing) on the intention to extend the Bill and
Keep Arrangement by nine months, the Ministry of Communications notified the Company,
on December 4, 2006, that the Ministers of Communications and Finance were considering
extending the benefit granted to HOT in that arrangement, in a different format of setoff
from the royalties which HOT is required to pay to the State. The Company replied to the
Ministry that extension of the arrangement, even in its proposed new format, is harmful to
competition and the Company, and that it is tantamount to direct financing for a competitor
by the State. The Company requested to present its arguments in a hearing, among other
reasons because it contends that that the arrangement and the subject are new. To the
best of the Company's knowledge, no amendment to the Royalties Regulations has yet
been brought before the Knesset Finance Committee (see Note 29 to the Company's
financial statements for the year ended December 31, 2006, which are included in this
periodic report).

Competition with HOT is increasing, and is expressed, inter alia, in offers by HOT which
combine broad band internet, telephony and cable television, aimed mainly at households.
In addition, HOT markets telephony services to business customers. According to media
reports, HOT's telephony service has more than 200,000 customers, as at the end of 2006.

The Company petitioned the High Court of Justice against the Minister of Communications,
in an application for immediate enforcement on HOT of its obligations and commitments
under its license, concerning structural separation. From the response of the State to the
petition, it transpires that the Ministry of Communications had informed HOT that failure to
implement structural separation constitutes a material breach of the terms of the license,
and HOT was requested to notify the Ministry of its actions for fulfillment of its obligation for
structural separation. In the hearing on the petition which took place on March 29, 2007,
the Company reached an agreement with the State to the effect that the hearing of the
petition would be adjourned by six months, by which time the State undertook that a
decision would be passed by the Grunau Commission, and that the State would adopt the
decision with regard to structural separation.

Following the adoption of the recommendations of the Kroll Commission, which was
appointed to set guidelines for competition in the area of fixed-line telecommunications,
and the accompanying legislative amendments, as of September 2004, the Minister is
entitled to issue special general licenses for the provision of fixed-line domestic
telecommunications services, including telephony, with no obligation to provide universal
service or minimal geographical deployment. To the best of the Company’s knowledge,
such licenses were granted to GlobeCall limited partnership (which was merged with Barak
and Netvision), Cellcom Fixed-Line Communications Services limited partnership, 012
Telecom Ltd. and Partner Fixed-Line Communication Solutions. The Company's
subsidiaries Bezeq International and Pelephone have also applied for licenses (see
sections 3.7.4 and 4.1.2.2 below).

VOB'Service Policy

On January 31, 2007, the Ministry of Communications published a policy for regulating and
licensing the provision of VOB services. The policy replaces an earlier policy published by
the Ministry in November 2004.

At the time of publication of the policy in November 2004, licenses were granted for
marketing trials for VolP services to a number of entities, including Golden Lines, Barak
013, and the subsidiaries Bezeq International and Pelephone. Most of the trial licenses
remained in effect until publication of the new policy on January 31, 2007, however, the
entities which have, in the meantime, received special general licenses for the provision of
domestic fixed line communications services (see this section 2.6 above), continue to
provide VOB services under those license. The trial license of the subsidiary Bezeq
International was extended (see section 4.1.2.3 below). It is noted that the Company's
request to the Ministry of Communications on March 16, 2006, for a marketing trial of VOB
for payment (despite its clear position that is entitled to provide the service under the terms
of its license), was turned down.

19 v/oice Over Broadband
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Under the new policy document of January 31, 2007, the Company and its subsidiaries will
be permitted to provide VOB services only after the Company's market share in fixed-line
domestic telephony in a particular segment (business or private) falls below 85% (the
calculation of market share will be made according to the amended policy document —
"Bezeq's License — Policy Highlights concerning Economies of Scale and Baskets of
Services", dated January 9, 2005 — see section 2.16.2 below). Concerning DBS, the test
point will be set on the day after the elapse of one year from the effective date (February 1,
2007), when the possibility of granting it a VOB license will be examined to see if its
competitive status has deteriorated, and noting the situation of the competition in fixed-line
domestic telephony.

On the matter of the call termination tariff in the network of a VOB operator, it was determined
that it will be the same as the payment for call termination in a public telecommunications
network of a fixed-line domestic operator (i.e. the same as the payment which the Company
receives for terminating a call in its network), for a period of two years from the effective date.
No later than by the end of two years, the Ministry will re-examine the arrangement, noting, inter
alia, the actual development of competition in the field.

According to the policy document, the Company will also not receive additional payment
from a VOB operator who uses its network, beyond the payment made by the end user for
the broadband access service.

The regulation for the provision of a private organizational network in IP technology for
transferring calls, will be similar to that for network end point services. In this context, the policy
document notes that the Ministry of Communications intends to adapt the network end point
service licensing policy for a body that is one legal entity even if not in continuous premises,
and to consider expanding the use of the IP/VPN service to intra-organizational telephony.

An immediate report of the Company stated that the application of these decisions could
result in significant harm to the Company and its subsidiaries and their ability to compete.

On January 31, 2007, the Ministry issued a directive whereby the Company and HOT are
required to allow every special general licensee whose license permits it to provide the service,
and every licensee for international telecommunication services whose license permits it to
provide international services on broadband, access to the public broadband
telecommunications network for providing the service. The directive also states that the
Company (and HOT) will not demand additional payment from such special operator or
international operator beyond the payment for connecting the ISP to the network, nor additional
payment from the subscriber beyond the payment for the high-speed internet service.

The Company wrote to the Ministry of Communications several times, including a letter
requesting temporary suspension of the directive until after an appropriate cost-based
usage price could be set, and a letter concerning the policy, stating that denying the
Company the ability to provide VOB services was unlawful and unreasonable, and even if a
reason could be found for limiting the Company, it could not be done without delineating
the limitation to a reasonable and concrete time period and not only market size. The
Company also requested that the market shares be measured on the basis of minutes and
not revenues. These letters have not yet been answered.

For the positions of the subsidiaries Bezeq International and Pelephone in this regard, see
sections 3.7.4 and 4.1.5 below.

Broadband internet access

The field of broadband internet access has become fiercely competitive since the
partnership of the cable companies (now “HOT") began competing against the Company in
this area in March 2000.

HOT has access to a cable and fiber-optic infrastructure over significant parts of Israel and
a relatively high penetration rate into homes in those areas. The cable network underwent
a major upgrade recently and is currently an advanced broadband digital network. Over
this network, it is possible to provide a wide range of advanced communications services
and advanced interactive applications. This network is currently the main universal
alternative for competition against the Company in the private sector.

The Company estimates, based on various items in the media, that HOT serves more than
470,000 high-sped internet customers on its cable network.
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2.6.3

26.4

Transmission and data communications

At the end of 2000, segments of this area began to open to competition, as special licenses
were granted for the provision of transmission services to licensees - Cellcom, Med-1 and
Golden Lines. In November 2002, the licenses of Cellcom and Med-1 were expanded to
include the provision of high-speed data communication services to organizations. The licenses
prohibited the provision of voice, video and access services to ISPs as well as assistance in the
doing of these actions in any manner whatsoever. At a later stage, these licenses were
amended to allow Cellcom and Med-1 to provide access services to ISPs at symmetrical
speeds above 2 Mb/s. Furthermore, to the best of the Company’s knowledge, restrictions on
Cellcom were eased somewhat with regard to the prohibition on provision of video services.

Cellcom has set up an independent backbone to connect its switches, which it uses for
both its own purposes (instead of transmission which in the past was provided by the
Company) and for competition against the Company in the transmission and data
communications market.

HOT and Med-1 can be counted among the significant competitors in this market, given
that they own a widely deployed fiber-optic network, as can the Internet companies which
use leased infrastructures.

At the beginning of July 2006, Partner announced that it had concluded a transaction to
acquire the transmission operations of Med-1. On August 15, 2006, Partner was granted a
special license for providing transmission and data communication services, after
purchasing the operations of Med-1 as aforesaid. Purchase of the operations of Med-1 by
Partner might make competition in this field stronger, whilst harming the Company’'s
revenues from services that it provides to Partner.

Competition from the cellular companies

The penetration rates of cellular technology in Israel are among the highest in the western
world. The Company’s opinion, which is not accepted by the Ministry of Communications or
the Antitrust Commissioner, is that the penetration rate, combined with airtime tariffs which
are low in international terms, have made cellular phones a product which is largely
interchangeable with telephone lines. Over the past two years, there has been steady
erosion, albeit at varying rates, in the number of voice minutes over the Company’s
network, as a result of a slow-down in the pace of growth of the cellular companies. There
has also been an increase rise in calls from the networks of fixed-line domestic operators
to the cellular networks. The Company believes that increasing interchangeability between
fixed-line and cellular telephones is one of the reasons for the growing rate at which
telephone lines are being removed, to the extent that approximately 15% of Israeli
households today do not have a fixed line of the Company (compared to approximately 5%
in 1996). Based on the Company's approach, that mobile telephony services are largely
interchangeable with fixed-line services, the Company has appealed to the Antitrust
Tribunal against the refusal of the Antitrust Commissioner to rescind the declaration of the
Company as a monopoly regarding fixed-line telephony services. At the Tribunal's
suggestion (in light of the time that has passed since the appeal was submitted together
with an economic opinion), the Company agreed to withdraw the appeal, which was
expunged on August 2, 2006. The Company is getting ready to submit a new, updated
application to the Antitrust Commissioner.

Cellcom is operating in domestic communications market, and to the best of the
Company's knowledge, Cellcom has deployed a fiber-optic infrastructure reaching, inter
alia, industrial and commercial sites, office buildings and business centers. This
infrastructure could be used by Cellcom to connect business customers to its installations
in order to provide communications services as an alternative to the services the Company
is currently providing to some of these customers. Entry into the fixed-line domestic
telecommunications market may enable Cellcom to offer its customers a complete line of
solutions, including domestic telephony, and data and cellular communications, while using
its own infrastructure and sales system.

Partner Fixed-Line Communication Solutions has also been granted a license for providing
fixed-line domestic services.
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2.6.5  VODService Policy

On January 10, 2007, the Ministry of Communications published a proposed policy for the
licensing and regulation of VOD services over a broadband infrastructure. According to the
document, it is proposed to amend the Communications Law so as to enable new licenses
to be granted for these services. In addition, the document proposes that DBS be permitted
to provide VOD services on the Company's ADSL infrastructure, with limitations that will
apply with regard to that infrastructure: the Company will be required to allow a VOD
licensee and DBS to use the ADSL infrastructure for providing VOD services on equal
terms; the Company will be given usage instructions according to Section 5 of the
Communications Law; and payment will be equal and transparent, and will include the cost
deriving from connection of the service provider to the network.

Furthermore, the Bezeq Group — except for DBS — will not be allowed to provide VOD
services, not will the Company be allowed to be involved in any other way in providing the
services (including by way of marketing packages of services); and in the matter of the end
user, the Company will offer a broadband access service to the VOD provider on equal
terms. On this matter, two options are being considered: the subscriber will receive two
bills — one from the Company and one from the service provider, or — the service provider
will be a collection channel only.

The document also proposes that HOT be required to allow access to these licensees, if
and when it requests to provide VOD services in IP technology.

On February 15, 2007, the Company submitted its position to the Ministry, stating that with the
change in the condition prohibiting the Bezeq Group from being a VOD service provider, and
where the policy encourages investment of the considerable amounts required for upgrading
the infrastructures in order to realize the ability to convey content, the Company will act to make
the necessary investments for providing the services, and will enable access also for other
entities on equal terms. However, if this essential condition is not allowed, the Company will be
unable, out of business considerations, to agree to the proposed policy, and does not intend to
make the investments required for providing VOD services.

On March 15, 2007, the Ministry of Communications published its final policy document on the
issue of VOD, to which no substantial changes were made compared with the proposed
wording. The form of a proposal to amend the Communications Law so as to allow the grant of
new licenses for the provision of VOD services was attached to the policy document.

In this regard see also section 5.6.5(f) below.

2.6.6 Additional factors that may affect competition

A. Numbering and number portability

Under the Communications Law, in order to guarantee competition and the level of
service in the telecommunications market, the Minister is authorized to issue directives
to licensees regarding designation and allocation of telephone numbers and dialing
rules, preparation and management of a numbering plan, and its operation and
application. The Minister may order each licensee to bear the costs, in whole or in
part, it incurs in complying with the directives, and if licensees should incur shared
costs in respect of number portability, the Minister may order that they be divided
among the licensees. According to a directive issued by the Ministry of
Communications, certain area codes in the Company’s network have been unified.

On March 29, 2005 the Economic Policy for Fiscal 2005 (Legislative Amendments)
Law, 5765-2004 was passed by the Knesset, containing, inter alia, an amendment to
the Communications (Telecommunications and Broadcasts) Law, 5742-1982
(hereinafter; the “Communications Law”), whereby the Minister of Communications
will prepare a numbering program for the matter of number portability with regard to a
holder of a general license (including a special general license) for fixed-line domestic
communication, and with regard to the holder of a general license for the provision of
cellular services, and will instruct them concerning its implementation and operation by
September 1, 2006 (if the Ministers of Communications and Finance see that there is
a real need, and for special reasons, they may postpone, in an order and with the

" Video On Demand services.
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approval of the Knesset Economics Committee, the implementation and operation of
the program for a period not exceeding three months).

Notwithstanding the countless letters, official reports and approaches by the Company
other licensees and entities, such as the chairman of the Forum for Implementation of
Number Portability, stating that it is not possible to comply with the timetable (and the
Company also wrote to the authorities in this regard even before the law was
enacted), no action was taken to postpone the dates and set realistic timetables for
implementation of number portability.

In this regard, in January 2006, the chairman of the Forum wrote to the Minister of
Finance requesting to hold a hearing for all of the carriers regarding the timetable, and
proposed amending the Law so that completion of implementation would be
postponed by one year.

During February/March 2006 there was a further exchange of letters with the
Ministries of Communications and Finance on the matter of the operators’, including
the Company’s inability to meet the timetables that were set. The Company reiterated
that it is preparing for the implementation of number portability but for real and
technical reasons, it cannot meet the timetable set for implementation of the plan, and
it reserves its legal rights in this matter.

In June 2006, the Company once again applied to the new Minister of
Communications, asking the Minister to act to enact an amendment to the
Communications Law in order to prescribe a reasonable timetable for implementation
of number portability. On August 2, 2006, a letter was sent to the Company from the
Supervision Department of the Ministry of Communications, containing a summary of
supervision regarding the Company’s compliance with the number portability plan.
According to the claims made in that letter, the Company is not in compliance with the
timetables set for implementation of number portability, and the Company’s
explanations for such were not accepted. On August 8, 2006, a letter was sent by the
Company in response to this letter, explaining that the summary of the discussion was not,
in the Company’s opinion, in accord with the spirit of the discussion on the matter, that the
Ministry’s good impression of the Company’s acts was not expressed in the summary and
that it had not been possible to commence making preparations earlier, prior to the
formulation of a characterization plan, and prior to formulation of full characterization by
the Ministry of Communications. On August 7, 2006, a letter was sent by the Chairman
of the Number Portability Forum to the Minister of Communications, requesting the
Minister to act to postpone the date of implementation of the plan.

It is noted that concurrently with the aforementioned correspondence, the Company is
using its best efforts and is investing considerable resources in order to advance the
implementation of number portability on its systems.

On August 23, 2006, the Ministers of Communications and Finance announced that
implementation of the plan would not be postponed beyond September 1, 2006. The
Ministers' notice also stated that the Director General of the Ministry of
Communications had recommended that if the plan is not implemented and operated
by that date, "the relevant communications companies would be declared in violation
of the law, with everything that entails”. Following this decision, on August 24, 2006
both the Company and Pelephone (as well as other cellular companies) filed petitions
in the High Court of Justice for a decree nisi against the Government of Israel and the
Minister of Communications. The petitioners allege, inter alia, that even though they
had worked assiduously for implementation of the plan, investing considerable
resources for the purpose, they are unable to meet the unrealistic timetables set in the
law for its implementation. Moreover, the petitioners alleged that the Ministry of
Communications had failed to prepare a number portability plan and had not
prescribed a structure for the payments that would apply among the operators, as the
Law requires. The State filed its preliminary response, in which it requested that the
petition be dismissed in limine. The hearing of the petition has been postponed to July
30, 2007. On this matter, see also Note 17C to the financial statements of the
Company for the period ended December 31, 2006, included in this periodic report.

The Company has given notice to the Ministry of Communications that, subject to the
success of the testing being run between the carriers (which the Company has
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undertaking to commence no later than July 1, 2007), the Company shall be prepared
to implement the plan on December 1, 2007.

Other potential competing infrastructures

In addition to the cable companies’ cable and fiber-optic network and Cellcom and
Partner's fiber-optic infrastructures, there are a number of fiber-optic networks in Israel
today, most of which are owned by State-owned companies or government agencies.
These include Israel Electric Corporation, Israel Railways, Mekorot, the Oil
Infrastructure Company and the Cross-Israel Highway Company. At this stage, there
is no use of the aforesaid infrastructure in competition with the Company. Some
municipalities are also attempting to create an alternative to the laying of pipelines by
communications licenses, via the infrastructure held by such municipalities. During
2006, Tel Aviv-Yafo Municipality contacted the Ministries of Justice and
Communications concerning the laying of infrastructures by communications
companies within its jurisdiction and the use of municipal infrastructures, in an attempt
to receive authorizations and impose additional restrictions on the communications
companies in that context. The Company opposes the position of the Municipality,
and submitted its comments to the two ministries.

On January 31, 2006, the Ministry of Communications published a request to receive
public positions regarding the policy of allocation of frequencies to the wireless access
network (WIMAX) by February 28, 2006. According to the Ministry, following applications
from existing licenses and commercial entities for allocation of frequencies for the purpose
of operating a wireless access system in order to provide a variety of fixed-line
communications services, the Ministry is considering amending its policy on allocation of
frequencies for the purpose of operating wireless access systems, which will enable the
provision of fixed-line communications services. The Company submitted its position, is
that there is neither room nor need for the allocation of those frequencies, which are a
limited national resource, to operators with special licenses who are not obligated to
provide universal service. The Company believes, that due mainly to the essential nature
of these frequencies for providing services in periphery areas, the top policy priority for
their allocation to wireless access systems should be the universal service and the
creation of conditions that will enable it to be provided.

Advantages and technological developments

Cellular operators and international telecommunications service providers have a
relative advantage when entering the area of provision of fixed-line domestic
telecommunications services, given the existence of exchanges, switching equipment
and customer base for telecommunications services.

The Company’s assessment that real competition will develop in the market, harming
market segments, rests on frequent technological developments and breakthroughs in
the various fields of communications. Technological progress is expected to enable
competing companies to introduce technology quickly at a relatively low cost, which
will enable supply of telephony and data communications services over private and
public IP networks, as well as via advance cellular infrastructure, and advanced
generation wireless infrastructure.

Another competitive factor is the “Bezeq-bypass networks”. There are two main types
of bypass networks: (1) those built on the Company's infrastructure — primarily various
types of point-to-point lines, such as Sifranet and frame relay which compress speech
channels and are used by organizations dispersed over a large number of sites
around the country, and use of the internet infrastructure; (2) those that use other
infrastructures or divert traffic to them, and primarily different types of wireless-cellular,
microwave, laser, satellite networks and cellular adaptors. Systems using a
combination of both of these types also exist.

The rapid growth in the number of broadband internet subscribers, improved quality of
sound and increasing awareness of use of the internet to make cheaper calls
negatively affect the number of calls passing through the Company's network and are
causing a decline in its revenues.

In the business sector there is also a common trend of bypassing the Company's
switched telephony network, either through cellular adaptors installed by the
customers themselves or by the cellular companies (installations on the customer’s
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2.6.7

premises enabling conversion of calls originating from a fixed line to the cellular
spectrum) or by NEP licensees.

The Company believes that the said network bypasses along with the
interchangeability of fixed-line and cellular services explain a substantial part of the
decline in traffic minutes on its network. In addition to the technologies and methods
described above, additional technologies and methods are being developed and are
likely to be developed in the future, and these will even further reduce the use of the
Company’s telephony, data communications and transmission networks.

The Company's preparations for coping with increasing competition

The Company is coping with competition in fixed-line domestic telecommunications
services in several ways:

A.

The Company is launching new communications services and value-added
applications, among other reasons, to increase the volume of use of subscriber lines,
respond to customer requirements and enhance the image of technological
innovation. The Company invests in improving and modernizing its infrastructure in
order to be able to provide its subscribers with advanced services and products.

The Company took action to introduce broadband (high-speed) internet services using
ADSL technology and is working to maintain its market share in this area. In
December 2003, the Company launched the “IPVPN secured business access
service”, which provides secure connectivity of branches and enables employees to
connect from their homes to their organization’s network. It also launched an ADSL-
based service for business customers and high-speed data communications services
for business customers and communications providers.

The Company is constantly working to improve the quality of its services and to
preserve its customers, and since the end of 2005, these activities have been run as a
special project, which focuses solely on them.

The Company has simplified its tariff structure and offers customers a number of
alternative payment packages.

The Company is implementing a new billing system for business and private customers.

The Company is working to heighten awareness of use of the fixed-line telephone and
to promote the use of other services which increase telephone use, such as
numbering services (1-800), voice mail, marketing of digital cordless phones (under
the B Digital brand), telephone information services and other value-added services.

The Company has entered into contractual arrangements with business customers for
a defined period (generally three years, in rare cases — five years) to promote
increased use of its services by assisting in the financing of communications
equipment or annual financial bonuses in the form of discounts which the Company
believes it is permitted to give. The Ministry of Communications’ position was that
these agreements contravene the provisions of the Company's license, and it
informed the Company that if said agreements are not cancelled, it intends to call in
NIS 8 million of the bank guarantee the Company provided in accordance with its
licenses. The Company disputed the position taken by the Ministry of Communications
and has appealed to the High Court of Justice in this matter. The High Court of Justice
issued an order staying rescission of the existing agreements and the calling in of the
guarantee pending hearing of the case.

On March 28, 2005, the High Court of Justice ruled that the interim order staying
rescission of the agreements between the Company and business customers be left in
place pending further ruling. However, in the same ruling, the High Court of Justice
stated that there was nothing to prevent forfeit of the sum of NIS 8 million by the
Ministry of Communications, out of the bank guarantee given to it by the Company.
As at the date of publication of this report, the Ministry of Communications has not
taken any action relating to forfeit of the guarantee. “Hot-Telecom” has been joined as
a respondent in the petition. On November 17, 2005, a hearing was held in the
petition, and as at the date of publication of this report, a ruling has yet to be handed
down. On March 27, 2007, a judgment was handed down dismissing the petition. As
a result of this ruling, the Company is preparing to rescind the agreements and has
given notice of such to the Ministry.
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2.6.8

The Company is adjusting expenditures with the goal of focusing investments in fixed
assets in growth activities and reducing operating costs. The Company has a policy of
selective investments, effective utilization of existing resources and reducing the
prices of the equipment and services it purchases. The Company has also changed
the mix of its investments: less emphasis on investments for maintenance of existing
items and heavier emphasis on development of growing services (such as ADSL and
IPVPN), and the integration of advanced information systems for achieving its
marketing and business-related goals. Notwithstanding the foregoing, the Company's
ability to make adjustments in its expenses in the short and medium term is limited
due to its cost structure, which mainly comprises rigid short- and medium-term costs.
These costs consist principally of depreciation expenses and expenses related to
salary and benefits. Furthermore, the Company has other operating costs such as
infrastructure maintenance and leasing as well as maintenance of buildings, which are
also rigid short-term costs.

At the end of 2005, a change administration was set up at the Company in order to
implement changes in the organizational structure of the Company, the purpose of
which was to make the Company more compliant with a competitive market, by
focusing on customers, and achieving operational and procedural efficiency. After
execution of the new collective agreement, the Change Administration is acting in
order to implement and assimilate the new organizational structure of the Company
(see section 2.9.1 below).

The Company is looking at how it will integrate itself into a process which is hitting
most of the communications companies around the world, to deploy a unified
infrastructure, under a network topology known as the Next Generation Network
(NGN) for transmission of voice communications, high-speed internet communications
and content, leisure and entertainment applications. With regard to this matter, see
Section 2.6.5 below. The decisions of the Company on this matter will be taken
subject to the regulatory policy on content, an issue which is included in the letter of
appointment of the Grunau Commission (see section 2.6.1 above).

Positive and negative factors that affect the Company’s competitive status

Positive factors

A.

© Mmoo w

A modern infrastructure that is deployed throughout the country and technological
innovation through which a variety of services are provided.

Presence in most businesses and households.

Strong capital structure and positive cash flow.

Expansive service infrastructure and various customer interfaces.
Professional, experienced and trained staff.

Brand with presence and power.

Tariffs that are among the lowest in the world.

Negative factors

Regulation

The Company believes that the various restrictions imposed on it under the existing
regulatory guidelines impede and will continue to impede its ability to compete in its areas
of activity as competition increases. The following are the main restrictions in this regard:

A.

Obligation of structural separation

Under its license, the Company must maintain full structural separation, in the form set out
in the license, between itself and those subsidiaries and affiliated companies that are
specified in the license. At this stage, these restrictions do not apply to the other
organizations operating in the communications market, and thus put the Company in an
inferior position. There is also a separation between the Company’s operations and those
of Pelephone due to the conditions of the merger approved by the Antitrust Commissioner.
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B. Restrictions on the marketing of packages of services jointly by the Company and
companies in the Group

The Company believes it should be permitted to offer packages of services jointly with
companies in the Bezeq Group, when these types of packages are offered by its
competitors. The absence of such an option is a major disadvantage in the Company’s
ability to compete.

C. Lack of tariff flexibility

The Company is restricted in its ability to grant discounts on its principal services and
to offer differential tariffs. Even the tariff packages (which were supposed, among
other things, to offer an immediate alternative to the normal tariffs) are so tied up in
bureaucracy that they are frequently pointless.

Furthermore, the combination of the present supervisory mechanism and the restrictions
that apply in relation to the structural separation, prevent any possibility of the Company
being able to offer customers packages containing all communications services.

The Ministry of Communications has started to intervene in marketing campaigns
offered to the public by the Company, a position to which the Company objects since it
is permitted to launch such campaigns for limited periods without having to obtain the
prior approval of the Ministry.

D. Universal service obligation

The Company is obligated to provide universal service to the entire public in Israel.
This obligation will not be imposed on the special local carrier licensees, which will be
able to offer their services to the Company’s profitable customers (particularly
business customers), which represent a significant source of revenues for the
Company. The Company believes that a fund should be established to finance this
universal service, so that a carrier that does not provide service to any party
requesting it will pay into the fund through which the universal service will be funded.

E. Cross-subsidy

Due to regulation, the Company'’s tariffs include a cross-subsidy between traffic and
access. This issue is in any case one of the most substantial difficulties the Company
has in competing, and yet the competition relies on Bezeq's infrastructure and takes
advantage of the access subsidy (such as VOB Services), so the negative impact of
this factor has grown. As noted in the preamble to this section 2.6, in December 2006,
the Grunau Committee was set up to formulate recommendations regarding policy and
rules of competition in the field of communications in Israel, which is to recommend
changes in the above.

Labor relations

Labor relations in the Company, some of whose employees are subject to collective labor
agreements, make flexibility of its operations and its ability to deal with competition more difficult.

Competition

The extent to which competition impacts on the Company (including positive implications) and
on its revenues is dependent on a variety of factors, including the following: the rate at which
competition with HOT and other domestic operators develops; increased competition with
cellular operators; carriers providing telephony services over broadband infrastructure; the
ability to leverage the synergy between companies in the Group and the flexibility the Company
will be given to offer joint packages of services and to determine its tariffs; tariff erosion;
approvals for new services, and allowing the Company to implement applications, services and
transfer of content enabled via advanced technology (such as: IPTV), combination of fixed-line
and mobile services; financing of the universal service; changes in licenses; symmetry in
structural separation obligations; implementation of economies of scale; the Company’s ability
to retain and increase its portion in the various areas in communications.

Property, Plant & Equipment

2.7.1

The Company’s fixed assets primarily include: domestic telecommunications infrastructure,
exchanges, various networks, real estate (property and buildings), computer systems,
vehicles and office equipment.
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2.7.2

2.7.3

Fixed-line domestic telecommunications infrastructure

This infrastructure is comprised of five principal components deployed throughout the country.

A.

Exchanges

Used for switching calls and transferring them from their origin to their destination
based on the signal (dial) received from the subscriber.

Transmission network

A system through which there is connectivity between exchanges. This system
actually functions as a national backbone that connects the local networks, which
each comprise an exchange and an access network. The transmission network is
based primarily on fiber-optic systems and in part (minimal) on radio systems.

Data communications networks

Networks for the provision of data communications services at various speeds.
Access network

A system that connects subscriber network end points to the exchange. The network
is based on copper pairs, fiber-optic cables and in part (minimal) on wireless systems.

Terminal Equipment

Equipment installed at the subscriber site (such as telephones, private exchanges, fax
machines, modems, routers, etc.) through which the subscriber receives the service.

Computing
The Company’s IT system supports four central areas:

A.

Marketing and customer management

The computing system supports, inter alia, management of the customer database,
management of orders of services, management of follow-up of customer complaints,
management of sales and customer service processes, and billing. The billing and
collection system includes production of bills to customers for services provided and
for services of other communications carriers. This includes the managing of
accounts with communications suppliers.

Information systems for engineering infrastructures of the telecommunications networks

Support planning, management, control and maintenance of engineering resources for
the purpose of supply and assurance of services. Inter alia, the systems manage the
number inventory and support massive conversions of numbers and equipment.

Information systems for management of Company resources

Support management, control and maintenance of the expenses of the Company,
financial information (including budget and controls), procurement and inventory
processes, property, real estate, human resources and wage controls, vehicle fleet,
Company projects, etc.

Cross-organization systems

Support decision-making processes via a data warehouse system (DWH) operated by
the Company. The Company also has an internet site which provides information
regarding the Company’s services, and allows for the presentation of information
regarding telephone bills, payment of telephone bills and additional services.
Computerized office systems (electronic mail, resolution follow-up, etc.), knowledge
management systems, etc. are also operated by the Company.

The IT system is made up of hardware (physical infrastructure, computers and various
other kinds of equipment) and the information system (software, applications, information
systems, etc.). The hardware system includes a central computer, a collection of servers,
information storage units, a communications network and a collection of terminal stations
which serve all of the units of the Company. the information structure, which is made up of
a collection of information systems, operates in various computing environments, the
components of which are linked in many ways.
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The Company’'s IT system is large and complex, supports mission-critical work
processes and handles very large amounts of data. The system is made up of a large
number of systems, some of them old systems developed many years ago, operating
on central computers, and some of them modern systems developed and
implemented in recent years, operating in open computer environments.

2.7.4 Real Estate

A.

General

The Company’s real estate assets come from two sources: Assets transferred to it by
the State under an asset transfer agreement in 1984 and assets to which the
Company received or purchased rights after this date, including assets it leases from
third parties.

The Company owns or has long-term leases over some 415 real estate assets around the
country. The total area over which the Company has full title or capitalized long-term
lease rights (including joint long-term lease rights), amounts to some 710,000 m? of land,
of which some 370,000 m? is built up. Six of these properties are in Israeli settliements in
Judea and Samaria, approximately 7,000 m? in area, with a total of 500 m? being built up.

In addition to those properties, there are another 14 properties, with a total area of
1,585,000 m?, which are set out, in the agreement for the transfer of properties, as being
under leases renewable every two years, and under the settlement agreement described
below (hereinafter: the “Settlement”), this land is to be leased to the Company.

Of all of the properties owned or leased long-term, 66 of them are properties which
were under joint title with the Ministry of Communications, the rights of the Ministry in
most of which having been transferred to the Postal Authority, to the best of the
Company’s knowledge. The total area of these properties is some 126,000 m? of
built-up land on plots totaling close to 130,000 m? (according to the data set out in the
agreement for the transfer of properties). On June 30, 2004, The Company entered
into an agreement with the Postal Authority to define and clarify the rights of both in
these properties (see Section 2.17.2(c) below). The parties are following the
provisions of the agreement, inter alia, to separate joint charges and systems.

Furthermore, the Company holds some 75 properties in Israeli settlements in Judea,
Samaria and the Gaza Strip, in a total area of approximately 10,500 m* of land, on
which about 1,800 m? is built up. No written arrangement of the contractual rights in
these properties exists, but in the Company’s opinion, this does not constitute a
significant problem.

The Company uses this land for communications operations (switchboards,
concentration rooms, broadcast sites, etc.) and for other operations (transmitters,
warehouses, etc.). Some of the Company’s properties are partially undeveloped or
partially development, and can be exploited further.

The Comg)any leases about 130 land assets, with a total area of 75,000 m?, of which
72,000 m® are built-up, from various lessors.

The Company has easements (rights of way, etc.) over other real estate (i.e. in order
to erect transmitters and deploy cables). The Company also has about 330
concentration rooms at its disposal (rooms for cables and installations for the purpose
of neighborhood communications), with a total area of approximately 4,400 m?, most
of which are not regulated by written arrangements of rights with the owners (such as:
The Israel Lands Administration, settling organizations, entrepreneurs of projects on
which the properties are situated, and cooperative house committees).

Registration

As of the date of this periodic report, the Company’s rights in a considerable portion of
its land assets are not registered with the Land Titles Registration Office and are
therefore merely contractual rights. The Company is in the process of registering
those land assets which can be registered in the Land Titles Register.

The Settlement regarding the Land

On March 10, 2004, the Settlement signed by the Company, the Israel Lands
Administration (hereinafter: “ILA”) and the State was given the force of a judgment
after a drawn out dispute over most of the real estate assets transferred to the
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Company under the real estate transfer agreement which was executed when the
Company began its commercial operations.

Under the Settlement, 14 properties specified in the agreement will be returned to the
State through the ILA on different dates (by 2010) and in accordance with the terms
stipulated in the agreement (hereinafter: “Returned Assets”), out of the 31 assets in
the asset transfer agreement which will be under leases that will be renewed every
two years. Three additional properties in this category were returned to the ILA prior
to the Settlement. Fourteen additional properties in this category which were specified
in the agreement (hereinafter: the “Properties to be Retained”), are to remain in the
Company'’s possession, under capital lease conditions.

As at the date of publication of this periodic report, of the abovementioned assets, the
Company has returned 13 assets to the ILA.

In addition to the Properties to be Retained by the Company, about 220 properties under
long- term leases stipulated in the real estate transfer agreement (hereinafter: the
“Properties under Long-Term Lease”), with the exception of a number of properties of an
insubstantial cumulative value, are to be returned to the State. Of all the properties under
long-term lease, 66 are held jointly by the Company and the Postal Authority and/or the
Ministry of Communications. It was determined that the rights of the Company in these
properties under the Settlement will also be determined by the area in the use of the
Company in said properties as will be determined or agreed upon in the future between
the Company, the Postal Authority and/or the Ministry of Communications, as applicable
(in this regard, see Section 2.17.2(c)). Note that over the years (both before and after the
Settlement), the Company has sold approximately 20 assets (in whole or in part) out of the
properties under long-term lease, such that as at the date of this periodic report, there are
approximately 200 assets in this group of assets.

D. Properties with improvement potential

Pursuant to a settlement agreement which removed uncertainty regarding the rights of
the Company in the assets that the Company retains, and defined them, the Company
started working on exercising the improvement potential of them, such as by exploiting
construction rights, amending plans under the Planning and Building Committee, and
selling assets. The considerations are mainly based on criteria of the size, location
and use of the real estate.

During the course of 2006, the Company sold 14 real estate assets in a total area of
approximately 986,000 m? in land and approximately 13,200 m? built-up, for a total
sum of $ 46 million.

2.8 Intangible assets

28.1

2.8.2

The Company’s general license

The Company operates under the terms of a general license which, inter alia, serves as the
foundation for its fixed-line domestic telecommunications activity (for a description of the
principles of the general license, see Section 2.16.2 below).

Trademarks
The Company uses trademarks that reflect its products and services.

As of the date of this periodic report, the Company has approximately 90 trademarks
registered in its name at the Registrar of Patents and Trademarks. The main trade marks
are:

“Bezeq” — Company name.
“B BEZEQ” — Company logo.
“WOW” — access to the Company’s high speed internet services.

Advertisement of the main trademarks is done in the various media outlets such as the
press, radio, television, billboards and mailings.

The investment in advertising the trademarks is intended to increase the level of public
exposure and awareness of the trademarks in order to create differentiation which will have
an effect on customer purchasing decisions and preferences.
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2.9 Human Resources

2.9.1 Organizational Structure and Employees According to Organization Structure

During 2006, the Company worked in coordination with the workers’ organization in order
to bring about a change in the Company’s organizational structure, with the aim of making
the Company compatible with the competitive market in which it operates, by focusing on
the customer and achieving operational and procedural efficiency.

As a result, on December 5, 2006, a new special collective agreement was signed between the
Company and the workers’ organization and the New General Trade Union, setting out the
employment relationships at the Company following transfer of control of the Company from the
State of Israel to Ap. Sab. Ar. Holdings Ltd., and prescribing a new organizational structure for
the Company. The main points of the agreement are set out in section 2.17.4 below.

A change administration is working in the Company on concentrating and coordinating the
change plan, is responsible for designing the new organizational structure, for designing
the new processes, for determining the necessary human resources and job descriptions,
and for preparing the implementation and adaptation plan. The change administration is
also responsible for defining indexes and goals and coordinates the work of all of the
Company’s improvement teams operating on a variety of core issues.

The new collective agreement provides, inter alia, that a total organizational change would
be made in the Company based, inter alia, on a transition from a geographical structure to
a functional structure, which would be implemented gradually over two years.

The following is a sketch of the general organizational structure of the Company after the
changes:

Chairman of the

Company Auditor

Board

Legal Advisor and
Corporate Secretary

- Bezeq CEO Spokesperson

VP Regulation

Management

Deputy Group CEO
Business Strategy and
Development

Deputy Group CEO Deputy CEO Bezeq
and CFO Wireline

Security
Department

Operations and Information
Logistics Technology
Division Division

Human Engineering
Resources and Network
Division Division

Business Private
Division Division

Finance
Division

Marketing

Division

Head\( quarters Divisions

* Including employees of the Inmarsat unit at the Company
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29.2 Personnel according to employment framework
Employment Number of
Framework Employees Description of Employment Framework
As at As at
31.12.06 | 31.12.05

Contracts for senior 84 87 | Managers excluded from application of the

executives Company'’s collective bargaining agreements.
Their terms of employment are set in personal
agreements.

Permanent 3,929 3,992 [ Employees employed through collective
bargaining agreements.

Overall salary 1,114 1,012 | Employees employed through personal contracts

contracts / personal that are not part of the collective bargaining

contracts agreements.

Ranking contracts 279 264 | Employees employed through personal contracts
under the terms of the collective bargaining
agreements for a period of six years on a track
that will make them permanent employees.

Age contracts 36 36 | Employees who have a right to permanent status
after reaching the age of 48. Instead of granting
these employees permanent status, they are
employed through personal contracts, under the
terms of the collective bargaining agreements.

Temporary hourly 2,258 2,702 | Employees engaged in defined activities, which in

employees & the past were staffed by workers from

temporary monthly employment agencies. The conditions of

employees employment of employees in this category were
recently updated in the special collective
agreement of December 5, 2006.

Hourly agreement 383 0 | Employees employed under an hourly agreement
as of July 11, 2006.

Temporary 13 15

Total 8,096 8,108

293 Orientation and retirement of employees from January 1, 2006 through December 31,
2006
Employment Framework Intake Retirement

Senior Contracts 12 16

Permanent 107

Ranking contracts 12

Temporary 1

Overall salary contracts 45 98

Temporary hourly employees & temporary monthly employees 561 772

Hourly agreement 489 113

Total 1,107 1,119

Note that between January 1, 2007 and March 31, 2007 approximately a further 400
employees retired from the Company.
294 Company investment in training

The Company conducts internal training sessions given by professional experts who are
Company employees and at times, with the assistance of external organizations, in all its
areas of activity. The total number of workdays allocated for training activity for all
employees in 2006 was approximately 28,500 days, reflecting an average of 3.1 days of
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training per employee. This training activity includes, professional training in the fields of
technology, sales, management, service and others.

The Company operates a service school that works to instill a service-oriented culture and
customer-centric service values, as well as providing knowledge and skills in the provision
of excellent customer service.

The Company'’s total investment in training activity in 2006 amounts to approximately NIS
2.4 million and approximately NIS 0.9 million for higher education.

2.9.5 Nature of employment contracts and streamlining plans

Labor relations at the Company are regulated, in addition to regulations in labor legislation,
by the collective bargaining agreements between the Company, the representatives of
Company employees and the New General Federation of Labor (hereinafter: “Histadrut”)
and personal contracts. Additionally, expansion orders to certain general collective
bargaining agreements apply to Company employees. These include agreements on cost-
of-living allowance.

For a list of the significant agreements with respect to labor relations, see Section 2.17.4
below.

2.9.6 Employee Reward Schemes

On November 15, 2005, the Company published an outline of an offer of the State’s shares
to employees of the Company. The offer is for up to 122,697,648 options, exercisable for
up to 122,697,648 shares of the Company held by the State of Israel and constituting
approximately 4.71% of the shares in the Company, and exercisable in three equal
portions after approximately two years, three years and four years following the date of
allotment. In this regard, see also Note 26 to the Company's financial statements for the
year ended December 31, 2006, which are included in this periodic report.

On February 22, 2007, the board of directors of the Company approved an employee
option scheme and on the same date, the Company published an outline with respect to
the scheme.

Under the scheme, the Company shall issue its employees with options exercisable for
shares at 3% of the issued share capital of the Company, at an exercise price (adjusted for
each kind of distribution etc.), of 50% of the last closing price of the share prior to the date
of issue, (apart from senior management staff), for no consideration, in accordance with
criteria prescribed in the collective agreement of December 5, 2006.

Accordingly, on March 25, 2007, the Company allotted 78,091,794 options (out of a total
sum of 78,151,368 options*?) to employees, exercisable for 78,091,794 ordinary shares of
the Company of NIS 1.00 par value each at an exercise price of NIS 3.201 per share,
linked to the CPI for February 2007 (adjustments for all kinds of distributions etc. shall
apply to the exercise price). The options shall be blocked for a period of two years as of
the date of issue of them, and shall be exercisable over three years from the end of the
blockage period.

The total value of the benefit to the employees under this scheme, according to the opinion
of an external economic adviser, and based on the price of the Company’s share as at
February 18, 2007, is approximately NIS 170 million. However, the recording of the
expenses for this scheme for accounting purposes cannot take into account the effect of
the obstruction arrangements in the options, and therefore, the Company has recorded the
sum of approximately NIS 287 million as a salary expense in its financial statements (see
Note 26 to the financial statements of the Company for the year ended December 31,
2006, which are included in this periodic report).

In addition, the new collective agreement provides mechanisms for the payment of annual
incentives (bonuses) in accordance with criteria prescribed by management.

2 The rest of the options shall be issued to two directors from among the employees, subject to and following the
approval of the general meeting of the shareholders of the Company, which is expected to take place on April 15,
2007, at an exercise price of 50% of the share price on the date of issue of the options.
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29.7

Company officers and senior executives

As of the date of this periodic report, the Company has 16 directors™ and -13 senior executives.

The two external directors acting on the board of directors of the Company receive remuneration
in accordance with the Companies (Rules Regarding Remuneration and Expenses of an External
Director) Regulations, 5760-2000. The other directors of the Company, apart from the chairman,
do not receive any remuneration or salary for their office as directors. The chairman is an
employee of the Company (see section 12 of chapter D in this periodic report).

For the management agreement between a management company owned by the shareholders
of Ap. Sab. Ar., see section 2.17.5 below and Note 29(e) to the Company’s financial statements
for the year ending December 31, 2006, included in this periodic report.

The senior members of management are employed under personal agreements which
include, inter alia, pension coverage, the payment of bonuses based on goals and prior
notice months. The Company intends to act to approve a remuneration scheme for
directors instead of the option scheme which was cancelled on March 15, 2007.

For cancellation of the bonuses to the members of management of the Company, see section 7
of Chapter D in this periodic report, and Note 29 to the Company's financial statements for the
year ended December 31, 2006, which are included in this periodic report.

2.10 Raw Materials and Suppliers, Purchase of Equipment and Suppliers

2.10.1

2.10.2

The main raw materials used by the Company are: exchanges, copper cable, fiber-optic
cables, transmission equipment, data communications systems and equipment, servers,
routers and XDSL routers. The Company purchases most of the equipment required for its
communications infrastructures from Israeli companies connected with communications
equipment manufacturers from around the world. The Company purchases hardware and
software from a number of main suppliers. Most of the equipment purchased for data
communications, switching, transmission and radio systems is unique equipment, and it is
only possible, over the years, to receive support services from the manufacturer.

The following table lists the percentage of Company purchases in 2006 from the main
suppliers and the type of contractual arrangement with them:

% of Purchases out of
Main Type of Contractual Total Purchases in
Main Products Supplier Arrangement Area of Activity
Public switching Nortel Framework agreement for Approximately 8%
equipment purchase, upgrade and
maintenance, which was renewed
at the end of 2004 until the end of
March 2007.
Public switching Alcatel 1. Agreement to purchase Approximately 10%
equipment equipment
2. Agreement to purchase number
portability system, with option to
upgrade existing switches.
3. Maintenance agreement that
renews each year.
Billing — computerized | Amdocs Framework agreement for the Approximately 9%
billing systems provision of personnel for support,
guidance and integration of the
systems.
Transmission Supplier D | Framework agreement for Approximately 8%
equipment purchase and maintenance until
the end of March 2008.
IP/VPN — IT equipment | Supplier E | Framework agreement that can be | Approximately 6%
and integration work extended each year until the end of
October 2010.

13 Including two external directors and two directors from among the employees.
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2.10.3 The Company believes that it is dependant on two suppliers of public switching equipment:
The Alcatel group, represented in Israel by Alcatel Telecom Israel Ltd. and The Nortel
group, represented in Israel by Nortel Israel (sales and marketing) Ltd. In terms of the
Company'’s billing systems for business customers, it is dependant on Amdocs Software
Systems.

2.10.4 In order to perform the obligations regarding number portability between the various
communications licensees, the Company is in various stages of contracting or performing
projects with various suppliers, including purchasing new systems and making adjustments
to existing systems. The contracts include purchases of new computer and switching
systems, and effecting changes, adjustments and upgrades of existing systems used by
the Company to provide services to its customers, and in enveloping systems used by the
Company to support these systems.

2.11 Working capital

2.11.1 The Company’'s policy is to maintain positive working capital. The cash and cash
equivalents component and short-term investments in working capital are generally
significant and designed to allow the Company flexibility in its activities.

2.11.2 The inventory purchased by the Company is for the most part intended for investment in
fixed assets. The Company’s inventory policy strives to maintain an inventory sufficient for
its needs for three months, with flexibility for special cases according to the nature of the
consumption and price of the item. Orders from suppliers are made taking into
consideration past demand and forecasts for the future.

2.11.3 The follow table presents data on supplier and customer credit in 2006:

Scope of average credit
in NIS millions Average credit days
Accounts Receivable 867 EOM + 16
Accounts Payable 362 EOM + 29

2.12 Investments

For information on investments in subsidiaries, see Note 32 to the financial statements for
the year ended December 31, 2006, which are included in this periodic report. See also
Sections 3 and 4 in Chapter 4 of this periodic report.

2.13 Financing

2.13.1 Average interest rate on loans

As at 31 December 2006, the Company is not financed by any short-term loans (less than
one year).

The following is a breakdown of the loans from banking and non-banking sources:

Type of currency or

Source of financing linkage Rate of average interest
CPI linked NIS 4.7%
Euro™ 6.5%
Non-banking sources 75, o ed Euro EURIBOR + 0.8%, i.e.
3.24763% as at December 31,
2006.

2.13.2 Restrictions on receipt of credit

A. With respect to limitations on Company loans — see Note 13 to the Company’s
financial statements for the year ended December 31, 2006, which are included in this
periodic report.

14 See section 2.13.7 below.

33



2.13.3

2.134

2.13.5

Note that following repayment of the balance of the long-term dollar loan in the NIS
equivalent of NIS 430,000 [sic], the Company’s obligations regarding the restrictions
imposed upon it under the above loan agreement, including the obligation to comply
with a net financial debt ratio to operating profit before depreciation (EBITDA) of no
more than 3:1, for the Group.

Restrictions imposed by the Bank of Israel regarding individual borrowers and groups
of borrowers

Directives issued by the Supervisor of Banks in Israel include provisions according to
which the liability of an individual borrower or group of borrowers for a banking
institution shall not exceed 15% (individual borrowers) and 30% (group of borrowers)
of the banking institution's capital. These provisions further stipulate that total liabilities
of the banking institution's six largest borrowers and groups of borrowers shall not
exceed 35% of the banking institution’s capital. These provisions may, from time to
time, affect the ability of some banking institutions to issue additional credit to the
Company. However, as a rule, the Company does not have difficulty finding sources of
finance. As the Company does not have data and exact information regarding the
restrictions on individual borrowers that apply to the banks, and given the fact that the
Company cannot quantify a portion of its liabilities to the banks, such as debentures
issued by the Company and held by the banks, the Company is not able to estimate
when and at what level of debt, if at all, these restrictions will impact on the
Company's ability to secure credit.

Credit received during the reporting period

No loans were taken in 2006.
Credit received after December 31, 2006

The Company has not taken any loans since December 31, 2006.

Variable interest

The following table outlines the Company’s loans and debentures with variable interest

rates (in NIS millions, as at December 31, 2006):

Change Financial Interest range Current
Type of linkage mechanism scope in 2006 interest rate
Euro and Euro-linked | Libor — EUR 6M 30 2.62650%- 3.24763%
3.24763%

Note: “Interest range” and “current interest rate” are the variable interest rates, not

including the spread.
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2.14

2.13.6 Credit rating
The Company is rated by four credit rating agencies. The following is a list of the ratings of
each of the rating agencies:
Rating Type of Credit
Agency Rating Changes in Rating Rated
Maalot AA March 28, 2005 — AA rating received (no change in | All series of
rating) debentures*
May 10, 2005 — rating on Watch List.
April 4, 2006 — Company’s existing rating (AA)
ratified and validated after renewed checks of the
commercial risk, the financial risk and the
Company'’s strategy, and following sale of the core
of control of the Company to Ap. Sab. Ar. Holdings
Ltd.
Midroog Aal (Watch | March 24, 2005 — Rating changed from Aal (Watch | Debenture
List) List) to Aal (Negative). series (4) and
May 16, 2005 — rating moved to Watch List for ®)
examination of possibility of downgrading rating.
April 11, 2006 — rating taken off the Watch List and
left at Aal. Rating forecast lowered from stable to
negative so as to reflect the possibility that a change
in ownership of the Company might affect the
Company'’s future commercial and financial profile.
Standard & | BBB+ May 10, 2005 — rating moved to Creditwatch, with The rating is for
Poors negative implications. the Company
October 11, 2005 — credit downgraded to BBB and
to remain on Creditwatch, with negative implications.
February 28, 2006 — rating remains on BBB+ and
rating taken off Creditwatch. Rating forecast
negative.
Moody's Baal March 7, 2003 — change of rating from A3 (Stable) Eurobonds
to A3 (Negative).
October 11, 2005 - rating downgraded to Baal and
kept on review for possible further downgrade.
February 6, 2006 — rating left at Baal and held to be
stable.
* Note: The rating is both for the issuer (the Company) and for the debenture series issued.
2.13.7 Estimate of raising funds in the coming year (2007) and sources of financing
The Company is expected to repay part of its loans during the course of 2007. The main
sum to be repaid stems from repayment of the principal of the Eurobonds which is due to
fall in August 2007, in the sum of approximately NIS 1,630 million. The Company intends to
raise additional debt in 2007, inter alia in order to repay the Eurobonds. The financing
options open to the Company are: Raising debt by the sale of series 5 debentures held by
a wholly-owned subsidiary, Bezeq Gold (Holdings) Ltd., raising debt by new loans from
banking corporations and/or by raising debt or capital on the capital market.
2.13.8 Liens and guarantees
For information regarding the Company'’s liens and guarantees, see Notes 13 and 19 to the
Company’s financial statements for the year ended December 31, 2006, which are
included in this periodic report.
Taxation

For information regarding taxation, see Note 8 to the Company's financial statements for the year
ended December 31, 2006, which are included in this periodic report.
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2.15 Environmental matters

2.15.1

2.15.2

Regulations on facilities emitting electromagnetic radiation and proposed legislation

The Pharmacists (Radioactive Elements and their Products) Regulations, 5740-1980,
regulate, among other issues, electromagnetic radiation from facilities that emit such
radiation, and apply to some of the Company's facilities (including wireless communication
facilities and the broadcasting stations it operates for the radio and television broadcasting
authorities). Establishing such facilities, as stated in the foregoing, and dealing in this,
require, inter alia, a permit from the Commissioner of Environmental Radiation at the
Ministry of the Environment. The Commissioner may make the permit contingent upon
certain conditions. Failure to conform with regulations or conditions stipulated in the permit
is cause for cancellation or suspension of the permit.

The Non-lonized Radiation Law, 5766-2006

On January 1, 2006, the Non-lonized Radiation Law, 5766-2005 (the “Law”) was published
and most of the provisions came into force on January 1, 2007.

The Law regulates the handling of sources of electromagnetic radiation (hereinafter:
"Radiation Source”), the erection and operation of them and supervision of them. Inter alia,
the Law provides that the erection and operation of a radiation source will require a permit;
imposes penal provisions and severe provisions with respect to liability of officers; imposes
recording and reporting obligations on a permit-holder and grants the Commissioner for
Radiation supervisory powers, including with respect to the conditions of the permit,
cancellation of the permit and removal of the Radiation Source. Note that the Company’s
installations, such as broadcast installations or wireless communication installations, are
included under the definition of Radiation Source.

The Law also sets out provisions regarding broadcast installations for cellular
communications (hereinafter: “Cellular Installations”) only, under which regulations are to
be made within one year of publication of the Law, regarding safety distances from cellular
installations and regarding the procedures for applying for building permits for cellular
installations.

The Law includes Amendment No. 75 to the Planning and Building Law, 5725-1965, which
provides that a planning institute is to be entitled to demand, as a condition for the grant of
permits to erect cellular installations, deeds of indemnity against claims for compensation
under section 197 of the Planning and Building Law, 5725-1965, and until provisions are
made in this regarding the National Outline Plan, such demand shall be in accordance with
the guidelines of the National Planning and Building Council. This provision applies as of
the date of publication of the Law.

Further to the aforesaid amendment of the Planning and Building Law, on January 3, 2006,
the National Planning and Building Council decided to instruct the local planning
committees that, as a condition for the grant of a permit for a cellular installation, they must
demand that an applicant for such a permit give a deed of indemnity at a rate of 100% of
compensation payments that the committees may be charged with in claims under section
197 of the Planning and Building Law, if so charged, for harm due to the erection of a
cellular installation. The form of the deed of indemnity was attached to that decision. The
decision is in force until provisions are made in this regard in the National Outline Plan,
NOP 36.

For the decision of the National Planning and Building Council of January 3, 2006
regarding the method of amending NOP 36 as aforesaid, see Section 2.16.11(d) below.

Under the Law, applicants for an operations permit must implement the conditions of grant
of the permit as of January 1, 2007, including the conditions regarding presentation of a
building permit under the Planning and Building Law.

The Company has radiation permits from the Commissioner for Non-lonized Radiation at
the Ministry of the Environment for all of the communications sites operated by it, with a
few exceptions. With respect to those broadcast sites the radiation permits for which are
about to expire, but for which no building permit was found, the Company received
radiation permits for a number of sites from the Commissioner for Non-lonized Radiation at
the Ministry of the Environment, and is in the process of receiving radiation permits for the
remaining sites as well.
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2.16

The Company has work procedures with respect to the set-up, operation and measurement
of non-ionized radiation sources, and an appropriate compliance procedure which was
approved by the board of directors of the Company.

For the references in the Law and the implications of the Law to cellular installations, see
also 3.18.1.3 below.

2.15.3 With respect to permits for broadcasting installations that are required by the Planning and
Building Law, 57251965, see Section 2.16.11 below.

2.15.4 With regard to claims filed regarding alleged radiation from the Hillel broadcasting station —
see Note 17A(5) to the financial statements for the year ended December 31, 2006, which
are included in this periodic report.

Restrictions on and regulation of Company operations

The Company is subject to a variety of laws which restrict its commercial operations. The principal
body that supervises the Company’s operations as a communications company is the Ministry of
Communications.

On April 6, 2005 a letter was sent to the Director General of the Government Companies Authority by
the Director General of the Ministry of Communications, containing clarification for the parties that
participated in the process of privatizing the Company. As set out in the document, it contained
explanations of the main questions raised by the entities that participated in the privatization process,
based on the Ministry’s present policy of promoting competition in communications and in the
provisions of the law and existing licenses, and noted that such should not be grounds for
expectation or reliance on the part of the participants.

The main points of the clarifications in the document appear in an immediate report of the Company
dated April 11, 2005. As the Company noted in that report, it believes that the clarifications contained
in the Ministry of Communications Clarification Document did not significantly reduce the regulatory
uncertainty in which the Group and the Company operate. In addition, in the Company’s opinion,
there has been no progress in a number of issues, the examination of which the Ministry of
Communications announced in its clarification document, and it has given notice to the Ministry that
these delays are making it difficult for the Company to make preparations for the increasing state of
competition.

2.16.1 Regulation of Company tariffs

The arrangements under Sections 15 through 17 of the Communications Law apply to
Company tariffs.

A. During the course of 2005, the following amendments were made to legislation
regarding the Company’s tariffs:

1. On April 11, 2005, an amendment to the Communications Law was published
under the Economic Policy for Fiscal 2005 (Legislative Amendments) Law, 5765-
2004, which set out a uniform supervision mechanism (tariffs being set by the
Minister of Communications with the consent of the Minister of Finance), with
respect to the Company’s supervised services.

2. This mechanism is set out in section 15, which provides that “The Minister, with
the consent of the Minister of Finance is authorized to determine by regulation the
payments for services provided to subscribers by the Licensee.” (Hereinabove
and hereinafter: the “supervised services”).

3. In an Order dated May 31, 2005, the application of the Supervision of Prices of
Commodities and Services Law, 5755-1996 was cancelled, having previously
applied to part of the supervised services and having prohibited a person from
selling a service during the course of his business at a price that is different from
the price fixed.

B. The tariffs for the Company’s supervised services, stipulated in said regulations are
updated using a linkage formula, less an efficiency coefficient, as set forth in the
regulations and based on the recommendations of public committees for the review of
the Company's tariffs.

C. Pursuant to section 15A of the Communications Law, if tariffs are stipulated for the
supervised services under the above section 15, the Minister may, with the consent of
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2.16.2

the Minister of Finance, approve the request made by the Licensee for an “alternative
payment basket” for a package of services.

D. Under Section 17 of the Communications Law, “a Licensee may request a reasonable
payment for a telecommunications service for which no payment is stipulated in
Section 15.” For these types of services provided by the Company (including
broadband internet access service, business access, etc.) the Company sets tariffs
and informs the Ministry of Communications of them in accordance with its general
license. For additional provisions of the general license regarding tariffs, see section
2.16.2C. below.

The Company’s general license

The Minister’s policy paper

On March 31, 2004 a comprehensive and far-reaching amendment was made to the
Company’s general license, by virtue of which the Company, inter alia, operates. The then
Minister of Communications attached a policy paper to said amendment regarding the
ability of the Company to offer discounts for size and service packages. On January 9,
2005, non-significant changes were made to the policy paper. The following are the
principles of the paper, after its amendment:

Volume discounts - Once a competing domestic operator begins providing commercial
telephony services, the Ministry will permit the Company to grant volume discounts of no
more than 10% of the payment stipulated for the service, under Section 15 of the
Communications Law. Such size discounts will be determined by way of an alternative
basket of payments according to Section 15A of the Law. The discount shall not apply to
the services for which discounts higher than 10% are set today in the regulations. Note that
on May 24, 2006, an additional payments package (in force as of June 1, 2006) was
approved by the Ministers of Communications and Finance, which allows the Company to
give volume discounts of up to 10%.

Basket of services - Once the market share of the Company in fixed-line domestic
telephony in a particular customer segment (business or private) falls below 85%, the
Company's license will be amended so as to enable it to submit an application for the
Minister's approval to market a basket of services in that customer segment, which
includes telecommunications services provided by the Company and by a subsidiary,
including broadcasts. The Minister's approval to market a basket of services will be granted
on the status of competition in the area of telecommunications or broadcasts. The
Minister's approval to market a basket of services will be granted, inter alia, on the basis of
the following: (1) The existence of a group of services in a similar format, sold by a
competitor as a package; (2) the Company and the subsidiary allowing customers to
purchase any service included in the basket of services separately on identical terms to
those offered in the basket; (3) that the basket of services be offered to customers on an
equal and non-discriminatory basis. If even before the Company's fixed-line telephony
market share falls below 85%, a material deterioration occurs in the competitive status of a
subsidiary of the Company, stemming from marketing a package of services that includes,
among other things, telephony by a competitor, the Minister will consider amending the
Company's license as stated above.

In the Company’s opinion, the conditions that will enable it to sell joint service bundles with
its subsidiaries as set out above, divest such bundles of all content.

In the clarification letter sent by the Ministry of Communications in April 2005 to bidders in the
process of privatizing the Company (see preamble to Section 2.16 above), the Ministry stated
that the reporting format for measuring market volume would include, as well as the central
parameter of revenue, other relevant parameters as well such as numbers of subscribers, lines,
call minutes, etc.

On March 15, 2006, the Company submitted a detailed position paper to the Ministry of
Communications, in which it clarified that the requirement of loss of “market share” is vague
and would be a broad basis for disputes, delays and legal actions; in the Company’s opinion,
the conditions for allowing the Company to market joint bundles with its subsidiaries have also
come to fruition.

The Company has submitted the professional opinion of an external expert to the Ministry
of Communications, which states that the appropriate test for measuring market shares is
the minutes test rather than the revenue test. However, the Deputy Director General,
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Economics, at the Ministry of Communications has given notice to the Company that he
does not intend to hold a hearing on this matter with the Company. The Company wrote to
the Ministry once again on December 7, 2006, asking to hold professional proceedings
between the Ministry and the Company.

On September 12, 2006, the Company wrote to the Ministry of Communications reminding the
Ministry of its request of March 19, 2006 that the Ministry handle the grant of relief to the
Company regarding supervision of its operations in the areas of operation in which the
Company’s market share has fallen to less than 85%, as a matter of urgency. On October 3,
2006, the Ministry replied that it was examining the request with respect to high-speed internet,
and that it would respond soon.

On September 19, 2006, the Company wrote to the Minister of Communications requesting
that it fulfill the provisions of the clarification paper for candidates in the proceedings to
privatize the Company, dated April 6, 2005, under which the Ministry intended to set down
two “checking stations”, the first in November 2006 and the second in November 2007, at
which the Ministry would check the possibility of allowing the Company to sell service
bundles which also included services provided by subsidiaries, even if the Company has
not lost a market share of 15%. The Company requested that the aforesaid check be
effected as soon as possible. On September 26, 2006, the Ministry responded to the
Company stating that the check would take place based, inter alia, on the data regarding
competitor operations in the domestic fixed line field, in the period of up to and including
October 2006. To the best of the Company’s knowledge, no check was performed on the
first checking station as aforesaid, and in any event, the Company did not receive any
notice with respect to such. For the permit to the Company and its subsidiaries to provide
VOB services after the Company’s market share in the field of domestic fixed-line
telephony falls below 85%, see section 2.6.1 above.

Highlights of amended license

A. Extent of the license and obligation to provide universal service

The Company is mandated to supply basic services, ancillary and other services as
set forth in the appendix to the license; the term of the license is not limited in time; the
license anchors the Minister's existing powers under the Law, to modify, revoke and
suspend the license; the Company is required to supply its services to all persons, on
equal and nondiscriminatory basis with respect to each class of service, regardless of
the location or the unique cost. Generally, service that has started to be supplied will
be supplied to every party requesting it no later than 12 months after the provision has
begun.

B. Rules of structural separation

The Company must establish a structural separation between it and a “subsidiary”, the
definition of which, for this purpose, includes Pelephone, Bezeq International, DBS,
Bezeqg On-line, and Bezeqcall Communications, and GoldNet which have, in the
meantime, been merged into Bezeq International. (The Minister has the authority to
expand the application of the rules of structural separation to an affiliated company*®,
if it has been established that there is a real fear of injury to competition or to the
public). Full separation between the respective managements of the companies,
including all matters relating to the respective business, financial and marketing
systems; full separation of the assets; and a prohibition against employing workers of
the Company in the subsidiary and workers of the subsidiary in the Company; and
also includes a prohibition on the transfer of commercial information to a subsidiary
(where the definition of “commercial information” was expanded to include commercial
information about the Company). No employee of the Company may be appointed a
director of a subsidiary, if, within the scope of his duties in the Company, he has
access to "commercial information" concerning a competitor, the use of which by the
subsidiary could damage competition between it and the competitor. This limitation on
appointment does not apply to the chairman of the board of directors of the Company).

The Company must set rules and procedures to preserve the confidentiality of
commercial information on licensees competing with the Company's subsidiary, and it

!> parent company, subsidiary, interested party, affiliated company, related company or partner.
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C.

is prohibited from transferring said information to the subsidiary. The Company has set
such rules.

Tariffs

Should the Director General (according to the license: The Director General of the
Ministry of Communications or a person authorized by the Minister with respect to
licenses in general or with respect to this license in particular, as a rule or for a
specific issue) announce that the Minister intends to set a tariff for a new service in
accordance with Section 15 of the Communications Law, the Company shall not begin
provision of the service before a tariff has been specified, unless the Minister so
permits. The Company shall not charge a discriminatory price.

The Company shall provide service or package of services, in respect of which no
tariff is stipulated under Sections 15 or 15A of the Law, at a reasonable price, and
shall offer them to any person so requesting, without discrimination, at a uniform tariff.

When the Company collects payment for the services of another operator, it shall do
so according to its own tariffs without any increment, and the tariffs for calls between
the Company's subscribers and those of other domestic carriers, will be uniform and
accordingly inclusive.

With respect to charging payment by standing order, credit card, prepayment or the
deposit of a security - it was provided that as a rule, the Company shall not be entitled
to demand that payment necessarily be made by these methods, with the exception of
corporations or subscribers that have not effected payment within 21 days twice
during one year. A new subscriber who does not have a bank account may also be
required to prepay or deposit a guarantee of up to NIS 200.

Investments in other fields and restrictions on cooperation

A provision has been added allowing the Company to invest in any calendar year up
to 25% of its annual earnings (not including the income of companies linked to the
Company) in activity not designated for provision of the Company's services. The
Minister is also entitled to authorize this percentage to be exceeded.

The Company's entering into agreements for performance of services through another
licensee requires the Director's approval and contractual arrangements for
performance of telecommunications services or telecommunications operations in
conjunction with another licensee or broadcasting licensee requires the Minister's
approval.

The Company shall not conduct any activity and shall not be party to any agreement,
arrangement or understanding which is designed or which might limit or harm
competition in the field of telecommunications. The Minister may direct the Company
on the steps to be taken in order to prevent harm to competition in the field of
telecommunications or broadcasting.

Numbering and number portability

For the numbering plan and number portability, see Section 2.6.6A above.

Operation of Company networks and service levels

The Company must maintain and operate the network and provide its services 365
days a year, around the clock, including at times of emergency, in a regular and
proper manner, commensurate with technical requirements and service quality. The
Company is also bound to work towards improving its services.

Interconnectivity and use

Infrastructure services - the Company will supply such services to another licensee
such that it will be to meet the requirements of its license, under reasonable and non-
discriminatory conditions, avoiding preference in favor of a licensee that is an affiliated
company. New provisions have been made regarding provision of essential
information which another licensee may need in order to receive service from the
Company, and in order to supply services so as to enable it to meet the service level
requirements imposed upon it and so as not to discriminate between recipients of the
Company’s services and the other licensee’s customers.
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Interconnectivity - new provisions were included which are essentially designed to
enable the implementation of interconnectivity between the Company's network and
that of another public network. Similar provisions exist with respect to providing the
option of use to another licensee.

Arrangements in the field of security

Provisions were included for operation of the network in times of emergency. The
Company is to set up and operate its network in a manner which will prevent its
collapse at the time of emergencies and enable a reduction of activity in certain
sectors.

The Company is to perform telecommunications services and set up and maintain the
end equipment infrastructure for the security forces in Israel and abroad, as provided
in agreements with the security forces. The Company will further supply special
services to the security forces as set out in an appendix, which is top secret. The
Company will take action to ensure that each purchase and installation of hardware in
its telecommunications installations, except for end equipment, will be made in full
compliance with instructions that are given to the Company according to Section 13 of
the Law.

The Company shall appoint a security director and fully comply with the security
instructions contained in the appendix to the license (Israeli requirements, security
clearance for the appointment of certain officers, nondisclosure of -classified
information, including to a shareholder, if the revelation contradicts the security
provisions, board meetings discussing security issues, guarding secrecy, protecting
systems and limiting reporting or publication pertaining to the provision of classified
service to the security forces).

For the Bill to amend Section 13 of the Communications Law so that the prisons
service be included as part of the security forces, and to add section 13A to the
Communications Law dealing with the power of the Minister of Communications to
instruct a licensee in terms of emergency, see Section 2.16.12 below.

Liability and insurance

Detailed provisions have been added regarding the obligation to insure the Company's
liability.

Control and reporting

Wide-ranging reporting duties have been imposed on the Company, such as filing the
reports specified in the license and on-demand reports on various matters.

The Director has also been granted authority to enter facilities and offices used by the
Company, and to inspect and copy documents and demand information and reports
from the Company.

Miscellaneous matters

The general license includes "cross-ownership" restrictions.

Neither the license nor any part thereof is transferable, or may be made subject to a
charge or lien.

Under the amendment to the license, the Company is to prepare a draft contract it
intends to offer to subscribers, and shall submit such to the director for review, upon
the demand of the latter. The Director shall have the authority to order changes. The
Company is in the process of preparing said contract.

The Company must provide a bank guaranty to secure performance of the license
conditions and indemnify the State for any damage that may be incurred by it following
the breach thereof, such guarantee to be in an amount equal to US$10 million. The
Company has furnished the guarantee as required. The Minister shall be entitled to
forfeit the guarantee or part thereof, on the conditions set out in the license.

Under the provisions of the Law, the Minister of Communications has the authority, at
any time, to revoke, limit or suspend a license, if, for among other reasons,
performance of telecommunications activity or provision of telecommunications
services by a Licensee do not conform with the standard and at a proper level of
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similar activity or service, in accordance with the rules stipulated in the Law, or if the
Licensee is in material breach of the terms of the license.

The Director General of the Ministry of Communications is authorized to impose a
monetary sanction on breach of any of the terms of the license. For the increase of the
sum of the sanctions, see section 2.16.13 below.

On December 23, 2004, the Ministry of Communications amended the Erotic Services
Appendix to the Company’s license, and the definition of “erotic service” was expanded in
the licenses of the cellular operators. The meaning of a service being defined as an erotic
service is that it is being subject to rules determined by the Ministry in this matter, including
requirements for blocking. On June 8, 2005, the Ministry of Communications provided a
draft appendix to the general licenses to the cellular licensees, HOT and the Company, for
remarks, regarding replacement of the “erotic services” appendix with “adult services”.
Under the draft appendix, a variety of services that are not appropriate for minors, due to
their nature and substance, will be regulated by way of use of access code 1919, instead of
what the Ministry sees as the restricted arrangement of “erotic services”. The proposed
amendment extends the content that may be offered via the aforesaid prefix to all “adult
services” such as introductions, chats, matchmaking, etc., and prescribes clear rules for
“reliable identification” of an adult prior to removal of the block. The Company, without
going into the main body of the matter, asked that the requirement to play a voice message
to all subscribers blocked from the service not apply to a licensee which does not itself
produce the service, since the technology by which the Company currently provides access
to the service, and which was adopted based on the previous amendment to the license,
does not enable this.

On December 30, 2004, the Ministry of Communications began a process of amendments
across all general licenses. The goal is to make the provisions and wording of similar
sections in all general licenses uniform, as there is no real justification for the differences
between them. As a rule, in terms of the Company, this consists of a small number of
revisions which are not significant compared to the existing license.

On July 14, 2005, the Company’s general license and the licenses of other operators were
amended. The amendment to the license prescribed that the Company must act in
accordance with the Israeli Standard regarding reliability of bills and due disclosure in
telephone accounts. In addition, provisions that are different from those in the aforesaid
standard were prescribed regarding rounding off of sums in bills. Under the amendment,
the provisions of the standard regarding due disclosure in telephone bills came into force
by October 14, 2005, whilst provisions relating to reliability of billing came into force by
January 14, 2006. The Company’s license was amended in this manner, despite the fact
that the Company expressed its opinion to the Ministry that there is no room or justification
for the standard in its proposed format, and certainly not for changing it, by adopting it in
the license, into a binding standard, bypassing the statutory mechanism set out in the
Standards Law. Likewise, the Company clarified that implementation of the standard
involves investment of considerable resources, technical difficulties and the effecting of
broad based changes to core systems, which cannot be done at the same time as
implementation of the number portability program, and that it needs a longer period of time
to implement the standard. The Company is prepared to implement the standard in
accordance with the amendment of its license, however, at the same time, it contacted the
Ministry of Communications and gave notice to it that it would not be able to meet the dates
set out for implementation of the standard in full under the amendment of the license, and
asked that the matter be presented to the Ministry in order that the Company's request for
a longer preparation period may be re-examined. On October 16, 2005, the Director
General of the Ministry of Communications notified the general licensees, including the
Company, that in light of the importance of the matter to consumers, there would be no
delays in implementation of due disclosure. In this regard, the Company informed the
Ministry, once again, on November 28, 2005, that the components required under the
standard appear in the account produced by the Company with the exception of a
particular component, which shall be completed upon completion of development of the
Company’s billing system, within one year, as the Company announced prior to
amendment of the license, due to technological realities and special difficulties. In the
interim, until completion of such, the Company publishes its principal call tariffs in a
prominent manner which, in its opinion, means that it is in compliance with the standard.
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2.16.3

On October 18, 2006, the Ministry of Communications published a hearing for general
licensees regarding the intention to regulate the issue of a “fixed transaction”, by
amendment of the licenses, to the effect that notices would be given to customers
regarding termination of the obligation period, and the tariff to apply thereafter. Prima facie,
the amendment imposes an operative burden on the Company, and it intends to express
its reservations to the Ministry in this regard.

Royalties

The Communications Law stipulates that Licensees for the provision of
telecommunications services shall pay royalties to the State of Israel on its revenues from
the provisions of telecommunications services at a rate to be determined by the Minister of
Communications and the Minister of Finance and approved by the Knesset Finance
Committee. The rate of royalties stipulated in the Law is 11%, but the provisions allow
other rates to be stipulated.

The regulations that entered into effect on January 1, 2001, Telecommunications
(Royalties) Regulations 5761-2001 (hereinafter: the “Royalties Regulations”), expanded the
revenue base on which royalties must be paid, while at the same time gradually reducing
the rates. Under the regulations, any party that received a general telecommunications
license for the provision of fixed-line domestic services (including the Company),
international telecommunications services and cellular services must pay royalties on
revenues (without VAT) from the subscriber services in the Schedule to the regulations,
including revenues from these services in Judea, Samaria and the Gaza Strip (except for
areas in the Palestinian Territory) and including revenues from the provision of these
services to the security forces under Section 13 of the Law. The revenues on which
royalties must be paid as stipulated in the Schedules are as follows: For a Licensee
providing fixed-line domestic telecommunications services (including the Company) — from
January 1, 2004 — 3.5% on all revenues from the provision of telecommunications services
that are attributable to charges of recipients of the Licensee's services, less revenues
collected for another Licensee or which were transferred to another Licensee, or payments
made to another general Licensee for completion of calls or their transfer on its
telecommunications network, and less revenues from the provision of transmission service
to other Licensees, revenues from a segment of transmission service via satellite,
revenues from the sale of terminal equipment and bad debts related to revenues on which
royalties must be paid. On August 31, 2006, an amendment was published to the Royalties
Regulations regarding a reduction of the rate of royalties for all of the licensees who are
required to pay royalties, as of January 1, 2006, in the rate of 0.5% per annum, up to a
royalty rate of 1% per annum as of 2010. Likewise, the Ministry gave notice that it would
act to amend the regulations so that the Company would be given a retroactive exemption
as of January 2004 from the obligation to pay royalties for its revenues from services
opened to competition.

On March 20, 2007, a draft amendment to the Royalties Regulations was sent out to the
general licensees, as sent to the Minister of Finance for the purpose of obtaining his
consent. The draft added a section exempting a domestic carrier from paying royalties for
income from the provision of data communication services, management of a data
communications network and PTP lines at high baud rates and certain types of links, where
one of the parties is a corporation, as of January 1, 2004. Likewise, the amendment
contains a provision regarding deduction of revenues and payments from the basis of
royalty-attracting revenues, under which a licensee is not entitled to deduct an income
component if such component is not included in the calculation of royalty attracting
revenues, and the licensee is not entitled to deduct payments unless they are not ascribed
to income included in the calculation of royalty attracting revenues. The amendment also
contains an exemption from payment of royalties for the revenues of international carriers
from data communications services, the duty to pay arrearage interest in the event of
consolidation, and an amendment of the definition of “licensee” so as to include a
broadcast licensee, in order to enable a domestic carrier to deduct its revenues from the
provision of transmission services, even when the service is provided to a broadcast
licensee.

The Economic Policy Law, published on April 11, 2005, imposes license fees and royalties
to the collection of fees under the Communications Law and The Wireless Telegraphy
Ordinance (New Version) 5732-1972 (hereinafter: the “Telegraphy Ordinance”) and the Tax
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2.16.5

Ordinance (Collection) 1929. The significance of the amendment is the addition of a means
of enforcing said payments.

Authority with respect to real estate

According to the provisions of Section 4(F) of the Communications Law, the Minister of
Communications granted the Company certain powers in connection with real estate, as
set out in Chapter Six of the Law. Until the Law was amended in 2001, this Chapter did not
distinguish between public and private land, and enabled the Company and the persons it
authorized for purposes of providing telecommunications services, to enter any real estate
in order to carry out surveys and examinations required for planning a telecommunication
installation, and for examining, repairing or making changes thereto or therein. In most
cases, prior notice was required to be given to the occupier of the real estate and the latter
could appeal to the Court.

Amendment No. 25 of the Law, of 2001, distinguished between land owned by the State,
the Development Authority, the Jewish National Fund, a local authority or corporation
established by law and which was owned by one of them, and a road (hereinafter: “Public
Land”) and other land (hereinafter: “Private Land”). With respect to public land, the
Company and any person authorized by it, may enter and perform work on the land,
provided that approval for deployment of the network has been granted by the local
planning and building committee. The local committee must decide on a request to approve
such a plan within 60 days of it being filed, and in the absence of a decision, the plan will
be deemed to have been approved. In most cases, it is necessary to give the occupier 21
days' advance notice and the latter may appeal to the Court.

Deployment of a network on private land requires the consent of the landowner or the long-
term lessee or protected tenant, depending on the circumstances. In a condominium, the
consent of a majority of the apartment owners is required. Notwithstanding the above, the
Law contains provisions regarding the deployment of a network in a condominium at the
request of an apartment-owner, even in the absence of the consent of a majority of the
apartment-owners, while providing powers to the condominium committee and the
Condominium Inspector.

Immunities

The Minister of Communications granted the Company certain immunities as listed in
Chapter Nine of the Law, pursuant to his authority to grant immunity to a general license
holder.

A Licensee granted immunities according to Chapter Nine of the Law (hereinafter: an
“Immune Licensee”), its employees and all persons acting on its behalf shall not bear
liability in tort, except:

(1) For direct damage caused by the restriction or discontinuance of a
telecommunications service;

(2) For damage arising out of an intentional act or gross negligence of the Immune
Licensee, its employees or persons acting on its behalf.

Under the Communications Law, an Immune Licensee, its employees and all persons
acting on its behalf shall not bear liability for damage caused:

(1) By non-provision, delay, restriction or discontinuance of telecommunications services
and accessory services as arises out of an intentional act of the Immune Licensee
insofar as such act is necessary to the performance of a telecommunication operation
or the provision of a telecommunications service;

(2) By an error in providing a telecommunications service, an error or omission in a
telecommunications message, non-delivery of or a delay in delivering a
communication message, delivery of a telecommunication message to a wrong
address or an incorrect entry in a subscribers' directory or other publication of the
licensee, unless the same is due to gross negligence.

Under Section 13 of the Law which relates to the provision of telecommunications services
to the security forces, a licensee or any of its employees shall bear no criminal or civil
liability for any act committed in the performance of a direction to be given according to
said Section, except in circumstances in which the State employee bore liability for the act.
(Under the Civil Wrongs Ordinance, in any action other than negligence, a public servant
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will have a defense if the act was within the lawful field of their authority or was committed
by him in good faith and he understands that he was acting within the scope of his lawful
authority).

Regulations and rules under the Communications Law

As at the date of this periodic report, regulations in three main additional areas apply to the
Company: (1) the termination, delay or restriction of a telecommunications operation or
service; (2) installation, operation and maintenance; (3) methods of inspecting the acts of
the Licensee; in addition to which the Company, with the Ministers' approval, sets rules
regarding the Company's services to subscribers.

The regulations and rules mentioned above regulate the conditions on which the Company
may disconnect, discontinue and renew the service at or without the subscriber's request,
terminate a service, connect another subscriber to the telephone line of an existing
subscriber, and remove telecommunication installations. In addition, the regulations
regulate the Company's powers and duties, as well as the rights and obligations of each
subscriber. The regulations also regulate the provision of information and entertainment
services over the Company's network.

According to the regulations, the Company shall provide its subscribers with the
telecommunications services listed in the general license, in a proper and regular manner.

The Company may, with the consent of the Minister, terminate, disconnect or limit the
provision of a telecommunications service if the service becomes outdated on
technological grounds, or if the service is abused in such a way as to cause tangible
financial harm to the public or a part of it, or to the Licensee. Pursuant to the regulations
regarding methods of supervision of the acts of a Licensee, the Minister of
Communications appointed a manager (an employee of the Ministry) authorized, inter alia,
to ensure adherence to the provisions of the Communications Law, the regulations and
license, for the classes of telecommunications services and conditions thereof, quality of
such services and level of maintenance.

In addition, provisions exist regarding reporting, according to which every Licensee must
file periodic reports and reports of special events. Rules regarding the Company's services
contain provisions relating, inter alia, to the issue of bills to subscribers, charging in
installments, an appeal committee for complaints regarding charges, and the publication of
an entry in the subscriber directory.

The Company acts to locate debtors and to collect debts from its customers. In cases
where debts are not paid, legal action is usually taken through external lawyers. In cases
such as when it is not financially feasible the debt is written off.

According to the regulations, the Company may disconnect a line if the bill in respect
thereof is not paid within 21 days of the payment date prescribed in the bill, and
discontinue the service if prior written notice thereof has been given.

On November 22, 2004, draft regulations were submitted for the review of the Company,
HOT, and cellular license holders. These were for the establishment of a committee made
up of representatives of the public to examine requests for exemption or exception from the
provisions stipulated in the regulations or in the general licenses for the provision of
services by the Licensee to the entire public. The Company submitted its response to the
Ministry and, among other things, requested that an exemption or exception based on the
existence of available alternatives in a region for provision of service be subject to the
obligation of the Licensee whose request was successful to participate in the costs of
financing of a Licensee that provides services in that region. As at the date of publication of
this periodic report, to the best of the Company’s knowledge, there has been no progress
in this regard.

Antitrust laws

A. On June 27, 1995, the Antitrust Commissioner (hereinafter: the “Commissioner”)
declared the Company to be a monopoly in the following areas: Basic telephone
services, provision of communication infrastructure services, unlimited bi-directional
international telephone services (including service for incoming calls) and transfer and
transmission broadcasting services to the public.

The Commissioner's declaration of the Company as a monopoly constitutes prima
facie evidence of the terms thereof in any legal proceeding, including criminal
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proceedings. Therefore, a plaintiff - being a person or consumer organization - who
seeks to sue the Company - or a subsidiary of the Company, in appropriate cases -
either by a personal civil action or class action will be excused from proving the fact
that the Company is a monopoly, to the extent this proof is relevant for its claim, in
reliance on the Commissioner's declaration, and the Company will have to discharge
the burden of proof in rebutting the contents of the Commissioner's declaration in this
respect.

At the end of 1995, the Company transferred its activity in the field of provision of
international telephone services to Bezeq International and as a result, Bezeq
International "inherited" the Company's monopolistic position in this market. On April
29, 2001, the Commissioner decided to cancel the declaration of Bezeq International
as a monopolist in the field of provision of international telephone services, due to the
competition that had emerged in this market.

In light of the changes and developments which have occurred in the communications
market overall, and particularly in the field of "basic telephone services", especially in
light of the increasing competition in the field of this service compared with the cellular
telephone companies, the Company applied to the Commissioner on March 6, 2000,
requesting the cancellation of his declaration of the Company as a monopoly in the
field of "basic telephone services".

The Company filed an appeal on September 9, 2001 against the Commissioner's
decision not to cancel said declaration. Subsequently, the Company consented, at the
suggestion of the court (in view of the time elapsed since the appeal, with an
accompanying economic opinion, was filed), to withdraw the appeal, and it was struck
out on August 2, 2006. In this regard, see also section 2.6.4 above.

On December 11, 2000, the Commissioner declared the Company a monopoly in the
field of “telecommunications infrastructure for the provision of high-speed access
services via internet service providers”. On January 10, 2001, the Company filed an
appeal against this declaration.

On November 10, 2004 the Commissioner announced that he had decided to split the
existing declaration into two separate declarations:

(1) Provision of fast access services to subscribers through the access network.

(2) Provision of fast access services to ISPs through a central public
telecommunications network.

As a result and following the changes in the relevant marketplaces since the
declaration, Bezeq notified the Court on November 17, 2004 that it wanted to withdraw
the aforementioned appeal, and on November 18, 2004, the appeal was expunged.

On August 26, 2004, the Commissioner approved the merger between Pelephone and
the company (following the acquisition of Shamrock's share of Pelephone by the
Company) under conditions that limit certain joint operations and transfer of
commercial information as defined in said conditions.

In May 2006, the Antitrust Authority wrote to the Company regarding complaints from
particular communications carriers regarding acts done, prima facie, by the Company
to such carriers, and a complaint of one of the carriers received from the Ministry of
Communications. According to such carriers, the aforesaid acts amount to abuse of
the Company’s monopolistic power. The Company was required to provide the
Authority and the Ministry with data and response to the questions set out in the letter,
and it provided the requested information.

For the search performed at the Company’s offices on May 23, 2006, and the
interrogation of a number of the Company’s employees regarding a suspicion of abuse
of monopoly status and/or unreasonable