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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To Board of Directors and the sharcholders of
Tower Semiconductor Ltd.

We have audited the accompanying consolidated balance sheets of Tower Semiconductor Ltd. and subsidiary
(“the Company”) as of December 31, 2006 and 2005, and the related consolidated statements of operations,
changes in sharcholders’ equity and cash flows for each of the three years in the period ended December 31,
2006. These financial statements are the responsibility of the Company’s Board of Directors and management.
Our responsibility is to express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material misstatement. The Company is not required to have,
nor were we engaged to perform, an audit of its internal control over financial reporting. Our audits included
consideration of internal control over financial reporting as a basis for designing audit procedures that are
appropriate in the circumstances, but not for the purpose of expressing an opinion on the effectiveness of the
Company's internal control over financial reporting. Accordingly, we express no such opinion An audit also
includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial
statements, assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation We believe that our audits provide a reasonable basis
for our opinion.

In our opinion, the consolidated financial statements refeired to above present fairly, in all material respects,
the consolidated financial position of the Company and subsidiary as of December 31, 2006 and 2005, and the
consolidated results of their operations and their cash flows for each of the three years in the period ended
December 31, 2006, in accordance with accounting principles generally accepted in Israel.

Accounting principles generally accepted in Israel vary in certain significant respects from accounting
principles generally accepted in the United States of America. The effect of the application of the latter on the
financial position, results of operations and cash flows as of the dates and for the years presented is summarized
in Note 19
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Brightman Almagor & Co.

Certified Public Accountants

A Member Firm of Deloitte Touche Tohmatsu

Tel Aviv, Israel
February 7, 2007
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TOWER SEMICONDUCTOR LTD. AND SUBSIDIARY

CONSOLIDATED BALANCE SHEETS

(dollars in thousands, except share data and per share data)

ASSETS

CURRENT ASSETS
Cash and cash equivalents
Short-term interest-bearing deposits
Designated cash and short-term inter est-bearing deposits
Trade accountsreceivable:
Related parties
Others
Other receivables
Inventories
Other current assets
Total current assets

PROPERTY AND EQUIPMENT, NET
INTANGIBLE ASSETS, NET
OTHER ASSETS, NET

TOTAL ASSETS

LIABILITIESAND SHAREHOLDERS EQUITY

CURRENT LIABILITIES
Current maturities of long-term debt
Current maturities of convertible debentures
Trade accounts payable
Other current liabilities
Total current liabilities

LONG-TERM DEBT FROM BANKS

CONVERTIBLE DEBENTURES

LONG-TERM CUSTOMERS ADVANCES

OTHER LONG-TERM LIABILITIES
Total liabilities

CONVERTIBLE DEBENTURES

SHAREHOLDERS EQUITY (DEFICIT)

Ordinary shares, NIS 1.00 par value - authorized
800,000,000 and 500,000,000 shares, respectively;
issued 102,052,767 and 68,232,056 shar es, respectively

Additional paid-in capital

Capital notes

Equity component of convertible debenturesand Cumulative

stock based compensation
Accumulated deficit

Treasury stock, at cost - 1,300,000 shares
Total shareholders equity (deficit)

TOTAL LIABILITIESAND SHAREHOLDERS EQUITY

See notesto consolidated financial statements.

Note

13

11A,12
11A,12
12C

12D

As of December 31,

2006 2005
$ 39,710 $ 7,337
1,230 --
-- 31,661
13,625 5,309
17,873 11,467
5,425 9,043
41,101 24,376
_ 14 1,048
L1043 0 90,241
....232,954 ....510,645
Laae8 61,441
Lus4e 16,359
$ 699,718 $ 678,686
$ -- $ 21,103
6,632 6,453
55,128 59,741
22,096 8,972
83,856 96,269
356,947 497,000
62,175 19,358
46,042 59,621
17,708 11,012
....566,728 ....683,260
T 25,493
24,187 16,548
564,580 522,237
176,401 --
23,576 (26)
(646,682) (559,754)
142,062 (20,995)
(9,072) (9,072)
L1829 (30,067).
$ 699,718 $ 678,686



TOWER SEMICONDUCTOR LTD. AND SUBSIDIARY
CONSOLIDATED STATEMENTS OF OPERATIONS
(dollars in thousands, except share data and per share data)

REVENUES
Sales
Revenuesrelated to ajoint development agr eement

COST OF SALES
GROSSLOSS

OPERATING COSTSAND EXPENSES

Resear ch and development
Marketing, general and administrative

OPERATING LOSS
FINANCING EXPENSE, NET

GAIN ON DEBT RESTRUCTURING

OTHER INCOME, NET
LOSSFOR THE YEAR

BASIC LOSS PER ORDINARY SHARE

Loss per share

Weighted average number of ordinary
shar es outstanding - in thousands

See notesto consolidated financial statements.

Year ended December 31,

Note 2006 2005 2004
13

$ 187438 $ 93901 $ 124,111

11B(2) - 8,000 1,944

187,438 101,991 126,055

267,390 238,358 228,410

L (79952)  (136,367) | (102,355)

14,984 16,029 17,053

24,512 17,418 21,297

L..394% 3344738350

(119,448)  (169,814)  (140,705)

14 (48,148) (35,651) (29,745)
11A(6) 80,071 - -

15 507 2,383 32,682

$ (86928) $ (203,082 $ (137,769)

$ (105 $ (306 $ (213

82,581 66,371 64,717




TOWER SEMICONDUCTOR LTD.
STATEMENTS OF CHANGESIN SHAREHOLDERS EQUITY (DEFICIT)
(dollars in thousands, except share data and per share data)

Equity
component
of
convertible
Proceeds debentures
on and
Additional account of cumulative
Ordinary shares paid-in share Capital stock based Accumulated Treasury
Shares Amount capital capital notes compensation deficit stock Total
BALANCE - JANUARY 1, 2004 52,996,097 $ 13,150 $ 427,881 $ 16,428 $ - $ (26) $ (218,904) $ (9,072) $ 229,457
Issuance of shares 2,463,949 553 16,414 (16,428) 539
Issuance of shares, net of related costs -
public offering 11,444,500 2,550 72,536 75,086
Exer cise of share options 95,250 21 645 666
Loss for the year (137,768) (137,768)
BALANCE - DECEMBER 31, 2004 66,999,796 $ 16274 $ 517,476 $ - $ - $ (26) $ (356,672) $ (9,072) $ 167,980
Issuance of shares 1,232,260 274 1,520 1,794
Stock-based compensation related to the
Facility Agreement with the Banks, note 12B(5) 2,793 2,793
Stock-based compensation related to rights offered
to employees, note 12| 448 448
Loss for theyear (203,082) (203,082)
BALANCE - DECEMBER 31, 2005 68,232,056 $ 16548 $ 522237 $ - $ - $ (26) $ (559,754) $ (9,072) $ (30,067)
Issuance of shares 16,729,145 3,860 21,235 25,095
Equity component of convertible debentures 27,997 27,997
Conversion of convertible debenturesto shares 16,734,316 3,696 14,681 (7,758) 10,619
Issuance of warrants 1,803 1,803
Employee stock-based compensation 3,363 3,363
Exer cise of options 7,250 2 9 11
Exercise of warrants 350,000 81 469 550
Stock-based compensation related to
the Facility Agreement with the Banks 4,146 4,146
Capital notes 176,401 176,401
Loss for theyear (86,928) (86,928)
BALANCE - DECEMBER 31, 2006 102,052,767 $_ 24,187 $ 564,580 $ - $ 176,401 $ 23576 $ (646,682) $ (9,072) $_ 132,990

See notes to consolidated financial statements.



TOWER SEMICONDUCTOR LTD. AND SUBSIDIARY
CONSOL IDATED STATEMENTSOF CASH FLOWS
(dollars in thousands, except share data and per share data)

Year ended December 31,

2006 2005 2004

CASH FLOWS- OPERATING ACTIVITIES
Lossfor the year $ (86928 $ (203,082) $ (137,768)
Adjustmentsto reconcile lossfor the year
to net cash used in oper ating activities:
Income and expense items not involving cash flows:

Depreciation and amortization 154,794 144,852 121,067
Effect of indexation and translation on convertible debentur es 2,569 (1,031) 676
Other income, net (597) (2,383) (32,682)
Changesin assetsand liabilities:
Decrease (increase) in trade accountsreceivable (14,722) 2,510 (7,655)
Decrease (increase) in other receivablesand other current assets (2,662) 1,988 (413)
Decrease (increase) in inventories (16,725) 1,293 (6,287)
Increase (decr ease) in trade accounts payable (2,073) 3,082 404
Gain on debt restructuring (80,071) -- --
Increase (decrease) in other current liabilities 6,551 (1,839) (970)
Increase (decrease) in other long-term liabilities (3,285) (5,368) 9,344
(43,149) (59,978) (54,284)
Increase (decrease) in long-term customers' advances, net (2,306) (760) 19,384
Net cash used in operating activities (45,455) (60,738) (34,900)

CASH FLOWS- INVESTING ACTIVITIES
Decrease (increase) in designated cash, short-term and long-term

inter est-bearing deposits, net 31,661 27,266 (10,037)
Investmentsin property and equipment (145,165) (38,878) (154,975)
Investment grantsreceived 5,219 7,496 32,636
Proceedsrelated to sale and disposal of property and equipment 600 2,179 2,626
Investmentsin other assets (5,074) (3,841) (702)
Increase in short-term inter est-bearing deposits (1,230) -- --
Proceeds from sale of long-ter m investment - - 38,677

Net cash used in investing activities (113,989) (5,778) (91,775)

CASH FLOWS- FINANCING ACTIVITIES

Proceeds from issuance of convertible debentur es, net 58,766 25,086 -
Proceeds from long-ter m debt 18,295 21,103 66,000
Proceeds from issuance of ordinary shares, net 17,483 - 75,225
Proceeds on account of awarrant 550 - -
Proceeds from issuance of war rants 3,190 - -
Proceeds on account of shar e capital 100,000 -- --
Repayment of convertible debebnture (6,476) - -
Proceeds from exer cise of share options 9 666
Net cash provided by financing activities 191,817 46,189 141,891
INCREASE (DECREASE) IN CASH AND CASH EQUIVALENTS 32,373 (20,327) 15,216
CASH AND CASH EQUIVALENTS- BEGINNING OF YEAR 7,337 27,664 12,448
CASH AND CASH EQUIVALENTS- END OF YEAR $ 39710 $ 7337 & 27,664

NON-CASH ACTIVITIES

Investmentsin property and equipment $ 39913 $ 12999 $ 47,675
Stock-based compensation related to

the Facility Agreement with the Banks $ 4146 $ 2793 % -
Stock-based compensation related to rights offered

to employees, note 12| $ - $ 448 % --
Investmentsin other assets $ 433 $ 442 $ --
Conversion of long-term customers' advances

to shar e capital $ 7621 % 1,794 % 539
Conversion of Convertible debenturesto shares capital $ 10619 $ - $ -
Conversion of long term debt to capital notes $ 76401 $ - $ -

SUPPLEMENTAL DISCLOSURE OF CASH FLOW INFORMATION

Cash paid during the year for interest $ 35008 $ 32805 $ 257205
Cash paid during the year for income taxes $ 134 $ 86 $ 130

See notesto consolidated financial statements.



TOWER SEMICONDUCTOR LTD. AND SUBSIDIARY
NOTESTO CONSOLIDATED FINANCIAL STATEMENTS
(dollarsin thousands, except share data and per share data)

NOTE1 - DESCRIPTION OF BUSINESS AND GENERAL

A.

Description of Business

Tower Semiconductor Ltd. (*the Company”), incorporated in Isragl, commenced operationsin
1993. The Company is an independent wafer foundry dedicated to the manufacture of
semiconductor integrated circuits on silicon wafers, strategically focused on complementary
metal oxide semiconductor (CMOS) image sensor, embedded non-volatile memory, mixed
signal and radio frequency CMOS (RFCMOS) technologies. The Company manufactures
integrated circuits in geometries ranging between 1.0 and 0.35 microns at its 150-millimeter
fabrication facility (“Fab 1), and in geometries ranging between 0.18 and 0.13 microns at its
200-millimeter fabrication facility (“Fab 2"). Asafoundry, the Company manufactures wafers
using its advanced technological capabilities and the proprietary integrated circuit designs of
its customers.

The industry in which the Company operates is characterized by wide fluctuations in supply
and demand. Such industry is also characterized by the complexity and sensitivity of the
manufacturing process, by high levels of fixed costs, and by the need for constant
improvements in production technology.

The Company’s Ordinary Shares are traded on the NASDAQ Global Market and on the Tel-
Aviv Stock Exchange.

Establishment and Operations of the Company’s Second Fabrication Facility (Fab 2)

In 2001, the Company’ s Board of Directors approved the establishment of the Company’s
second wafer fabrication facility in Israel (“Fab 27). In Fab 2, the Company manufactures
semiconductor integrated circuits on silicon wafers in geometries of 0.18 micron and below on
200-millimeter wafers. In connection with the establishment, equipping and financing of Fab
2, the Company has entered into several related agreements and other arrangements and since
2001 has completed public and private financing deals, see Note 11A.

The Fab 2 project is a complex undertaking, which entails substantial risks and uncertainties.
For further details concerning the Fab 2 project and related agreements, some of which were
amended several times, see Note 11A.



TOWER SEMICONDUCTOR LTD. AND SUBSIDIARY
NOTESTO CONSOLIDATED FINANCIAL STATEMENTS
(dollarsin thousands, except share data and per share data)

NOTE1 - DESCRIPTION OF BUSINESSAND GENERAL (cont.)

C.

Financing of the Company’s Ongoing Operations

In recent years, the Company has experienced significant recurring losses, recurring negative
cash flows from operating activities and an increasing accumulated deficit.

The Company iswaorking in various ways to mitigate its financia difficulties and among them
are the following:

During the second half of 2005 and during 2006, the Company increased its customer base,
mainly in Fab 2, modified its organizational structure to better address its customers and its
market positioning, improved its sales and its EBITDA, reduced its losses, increased its
capacity level and utilization rates, raised funds totaling approximately $209,000 in gross
proceeds (see Notes 12C(2); 121; 12J; and 12K) and restructured its bank debt (see below).

In March 2006, the board of directors of the Company approved a plan to ramp-up Fab 2 in
order to meet customer needs and product qualification needs, based on its customer pipeline
and reinforced by forecasted market conditions.

As part of the financing efforts for the ramp-up plan, in September 2006, the Company closed
a definitive amendment (the “ September 2006 amendment”) to its facility agreement (the
“Facility Agreement”) with two leading Israeli banks (“Banks"), for the restructuring of
approximately $527,000 in debt. Pursuant to the September 2006 amendment, among other
things: (i) $158,000, representing approximately 30% of the outstanding debt under the
Facility Agreement, was converted into capital notes of the Company; (ii) the interest rate
applicable for the quarterly actual interest payments on the loans was decreased by 1.4%, from
LIBOR plus 2.5% per annum to LIBOR plus 1.1% per annum, effective from May 17, 2006;
and (iii) the repayment schedule of the outstanding loans was revised such that the |oans shall
berepaid in 12 equa quarterly installments between September 2009 and June 2012. For
additional information, see Note 11A(6).

In connection with the Company’ s financing efforts for the ramp-up plan and in connection
with the September 2006 amendment to the Facility Agreement, the Company entered into a
securities purchase agreement with The Israel Corporation Ltd (* TIC”), according to which
TIC invested $100,000 in the Company, see Note 11A(4).

The Company is currently examining alternatives for additional funding sourcesin order to
further ramp-up the equipping of Fab 2 and to fund its short-term activities and liabilities.



TOWER SEMICONDUCTOR LTD. AND SUBSIDIARY
NOTESTO CONSOLIDATED FINANCIAL STATEMENTS
(dollarsin thousands, except share data and per share data)

NOTE1 - DESCRIPTION OF BUSINESSAND GENERAL (cont.)

D.

Use of Estimatesin Preparation of Financial Statements

The preparation of financial statementsin conformity with generally accepted accounting
principles requires management to make estimates and assumptions that affect the reported
amounts of assets and liabilities and disclosure of contingent assets and liabilities as of the
date of the financial statements, and the reported amounts of revenues and expenses during the
reporting periods. Actua results could differ from those estimates.

NOTE2 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

The Company’ s consolidated financial statements are presented in accordance with generally
accepted accounting principles (“GAAP") in Israel. See Note 19 for the reconciliation of
material differences between GAAP in Israel and in the United States of America

Principles of Consolidation

The Company’ s consolidated financial statements include the financial statements of the
Company and its wholly-owned marketing subsidiary in the United States, after elimination of
material inter-company transactions and balances. The effect of the subsidiary’ s operations on
the Company’ s revenues, net loss and total assets wasimmaterial for the dates and periods
presented.

Cash and Cash Equivalents

Cash and cash equivalents consist of banks deposits and short-term investments (primarily
time deposits and certificates of deposit) with original maturities of three months or less.

Allowance for Doubtful Accounts

The alowance for doubtful accounts is computed on the specific identification basis for
accounts whose collectibility, in management’ s estimation, is uncertain.

Inventories
Inventories are stated at the lower of cost or market. Cost is determined for raw materials,

gpare parts and supplies on the basis of the weighted moving average cost per unit. Cost is
determined for work in process and finished goods on the basis of actual production costs.



TOWER SEMICONDUCTOR LTD. AND SUBSIDIARY
NOTESTO CONSOLIDATED FINANCIAL STATEMENTS
(dollarsin thousands, except share data and per share data)

NOTE2 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (cont.)
E. Property and Equipment

(1) Property and equipment are presented at cost, including interest and other capitalizable
costs. Capitalizable costs include only incremental direct costs that are identifiable with,
and related to, the property and equipment and are incurred prior to itsinitial operation.
Identifiable incremental direct costs include costs associated with acquiring,
constructing, establishing and installing property and equipment (whether performed by
others or by the Company), and costs directly related to preproduction test runs of
property and equipment that are necessary to get it ready for its intended use. Those
costsinclude payroll and payroll-related costs of employees who devote time and are
dedicated solely to the acquiring, constructing, establishing and installing of property
and equipment. Allocation, when appropriate, of capitalizable incremental direct costsis
based on management’ s estimates and methodol ogies including time sheet inputs.

Cost is presented net of investment grants received or receivable, and less accumulated
depreciation and amortization. The accrual for grants receivable is determined based on
qualified investments made during the reporting period, provided that the primary
criteriafor entitlement have been met.

Depreciation is calculated based on the straight-line method over the estimated
economic lives commonly used in the industry of the assets or terms of the related

|eases, as follows:

Prepaid long-term land lease and buildings

(including facility infrastructure) 14-25 years
Machinery and equipment 5years
Transportation vehicles 7 years

(2) Impairment examinations and recognition are performed and determined based on the
accounting policy outlined in P below.



TOWER SEMICONDUCTOR LTD. AND SUBSIDIARY
NOTESTO CONSOLIDATED FINANCIAL STATEMENTS
(dollarsin thousands, except share data and per share data)

NOTE2 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (cont.)

F.

Intangible Assets

Technology - The cost of Fab 2 technol ogies includes the technology process cost, internal
incremental direct costs, mainly payroll-related costs of employees designated for integrating
the technologiesin Fab 2, and incremental direct costs associated with implementing the
technologies until the technologies are ready for their intended use. The costs in relation to
Fab 2 technol ogies are amortized over the expected estimated economic life of the
technologies, commonly used in the industry. Amortization phases commence on the dates on
which each of the Fab 2 manufacturing linesis ready for its intended use.

Impairment examinations and recognition are performed and determined based on the
accounting policy outlined in P below.

Other Assets

Deferred Financing Charges - Deferred financing chargesin relation to funding the
establishment of Fab 2 were included, through December 31, 2005, in other assets, as was the
practice prior to the effectiveness of Accounting Standard No. 22 “ Financial Instruments:
Disclosure and Presentation” , and since January 1, 2006, following the effectiveness of the
Standard, were offset from the related borrowings. The deferred financing charges were
amortized over the lives of the borrowings based on the repayment schedule of such funding.
During the establishment period of Fab 2, amortized deferred financing charges were
capitalized to property and equipment. During 2003, in which the building and infrastructures
of Fab 2 were substantially completed and became ready for their intended use, and in which
theinitial ramp-up commenced, the deferred financing charges were amortized to financing
expenses, net. Pursuant to the September 2006 amendment to the Facility Agreement
described in Note 11A(6) the deferred financing charges, as part of the outstanding loans, were
considered to be substantially modified and thus treated as debt extinguishment of the
outstanding debt and the incurrence of a new debt, and were fully amortized to financing
expenses.

Convertible Debentures

In January 2006, the company adopted Accounting Standard No. 22 “ Financial Instruments:
Disclosure and Presentation” (the "Standard"), which supersedes Opinion No.53 “ Accounting
for Convertible Liabilities’ and Opinion N0.48 * Accounting for Options” .

The Company issued three series of convertible debentures that are considered compound
instruments under the Standard. According to the Standard, a compound instrument has to be
separated to its components, the equity component and the liability component. The equity
component is classified as shareholders’ equity and is determined as the excess of the proceeds
over the fair value of the liability component.

See Note 19F for the presentation of convertible debenturesin accordance with U.S. GAAP.

-10-



TOWER SEMICONDUCTOR LTD. AND SUBSIDIARY
NOTESTO CONSOLIDATED FINANCIAL STATEMENTS
(dollarsin thousands, except share data and per share data)

NOTE2 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (cont.)

Income Taxes

The Company records deferred income taxes in accordance with Standard No. 19 "Income
Taxes" of the Israeli Accounting Standards Board, to reflect the net tax effects of temporary
differences between the carrying amounts of assets and liabilities for financial reporting
purposes and for tax purposes. Deferred taxes are computed based on the tax rates anticipated
(under applicable law as of the balance sheet date) to be in effect when the deferred taxes are
expected to be paid or realized.

Deferred tax liabilities and assets are classified as current or noncurrent based on the
classification of the related asset or liability for financial reporting, or according to the
expected reversal dates of the specific temporary differences, if not related to an asset or
liability for financial reporting. Deferred tax liabilities are recognized for temporary
differences that will result in taxable amountsin future years. Deferred tax assets are
recognized, if it is probable that such assets would be realized, for temporary differences,
which will result in deductible amountsin future years and for carryforwards. An allowance
against such deferred tax asset is recognized if it is probable that some portion or all of the
deferred tax assets will not be realized. Due to the material loss carryforward of the Company
as of December 31, 2006 and uncertainties with regard to its utilization in the future, no
deferred taxes were recorded in the Company’ s results of operations.

Revenue Recognition

Revenues are recognized upon shipment or as services are rendered when title has been
transferred, collectibility is reasonably assured and acceptance provisions criteria are satisfied,
based on performing electronic, functional and quality tests on the products prior to shipment
and customer on-site testing. Such testing reliably demonstrates that the products meet all of
the specified criteria prior to formal customer acceptance, and that product performance upon
customer on-site testing can reasonably be expected to conform to the specified acceptance
provisions. An accrual for estimated returns, computed primarily on the basis of historical
experience, is recorded at the time when revenues are recognized.

Resear ch and Development

Research and devel opment costs are charged to operations as incurred. Amounts received or
receivable from the government of Israel and others, as participation in research and
development programs, are offset against research and development costs. The accrual for
grants receivable is determined based on the terms of the programs, provided that the criteria
for entitlement have been met.

-11-



TOWER SEMICONDUCTOR LTD. AND SUBSIDIARY
NOTESTO CONSOLIDATED FINANCIAL STATEMENTS
(dollarsin thousands, except share data and per share data)

NOTE2 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (cont.)

L.

Loss Per Ordinary Share

In January 2006, the company adopted Accounting Standard No. 21, “ Earnings Per Share”
(the “ Standard”).

With theinitial adoption of the Standard, Opinion No. 55 of the Institute of Certified Public
Accountantsin Isragl - Earnings per share was cancelled.

Basic earnings per shareis calculated by dividing profit or loss attributable to ordinary equity
holders of the entity (the numerator) by the weighted average number of Ordinary Shares
outstanding (the denominator) during the reported period. Diluted earnings per shareis
calculated by adjusting profit or loss attributable to ordinary equity holders of the entity, and
the weighted average number of shares outstanding, for the effects of all dilutive potential
Ordinary Shares.

See Note 19E for disclosure of loss per share data in accordance with U.S. GAAP.
Derivative Financial I nstruments

The Company, from time to time, enters into foreign exchange agreements (primarily forward
contracts and options) to hedge non-dollar equipment purchases and other firm commitments.
Gains and losses on such agreements through the date that the equipment is received or the
commitment is realized are deferred and capitalized to the cost of equipment or the
commitment, while gains and losses subsequent thereto, through the date of expiration of the
foreign exchange agreement, are included in financing expense, net.

In addition, the Company, from time to time, enters into agreements to hedge interest rate
exposure on long-term loans. Gains and losses on such agreements are recognized as
adjustment to the original interest expenses, and expensed or capitalized in the same manner as
the corresponding interest costs.

See Note 19D for disclosure of the derivative financial instruments in accordance with U.S.
GAAP.

Functional Currency and Transaction Gains and L osses

The currency of the primary economic environment in which the Company conductsits
operationsisthe U.S. dollar (“dollar”). Accordingly, the Company uses the dollar asits
functional and reporting currency. Financing expenses, net in 2006 include net foreign
currency transaction losses of $3,659. Financing expenses, net in 2005 include net foreign
currency transaction gains of $1,398 and in 2004 include net foreign currency transaction
losses of $760.

-12 -



TOWER SEMICONDUCTOR LTD. AND SUBSIDIARY
NOTESTO CONSOLIDATED FINANCIAL STATEMENTS
(dollarsin thousands, except share data and per share data)

NOTE2 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (cont.)

O.

Stock-Based Compensation

In January 2006, the company adopted Accounting Standard No. 24 “ Share-Based
Compensation” (the “ Standard™), for the recognition in the financial statements of share-based
payments for employees and directors. Costs associated with grants of shares and options to
employees and directors are expensed over the vesting period of each grant. Said costs are
determined based on the fair value of the grants at each grant date.

Asfor the periods before the adoption of the Standard, the Company accounted for employee
and director stock-based compensation in accordance with Accounting Principles Board
Opinion No. 25, “Accounting for Stock Issued to Employees’ (“APB 25”) and authoritative
interpretations thereof. Accordingly, the Company accounted for share options granted to
employees and directors based on the intrinsic value of the options on the measurement date.
The compensation cost of options without “fixed terms’ was remeasured at each balance sheet
date. Deferred compensation in respect of awards with graded vesting terms was amortized to
compensation expense over the relevant vesting periods. In a manner consistent with FIN 28,
the vesting period over which compensation was expensed, was determined based on the
straight-line method, separately for each portion of the award asif the grant were a series of
awards.

In 2006, the Company accounted for stock-based compensation of hon-employees using the
fair value method in accordance with the Standard and in previous years in accordance with
Financial Accounting Standards Board Statement No. 123, “ Accounting for Stock-Based
Compensation” (“SFAS 123") and EITF 96-18: “ Accounting for Equity Instruments That are
Issued to Other Than Employees for Acquiring, or in Conjunction with Selling, Goods or
Services’. The award cost of warrants granted in connection with bank financing was
amortized as deferred financing charges over the terms of the loans, in a manner described in
G above. The award cost of warrants granted in connection with the construction of Fab 2, is
recorded as a depreciation expense over the life of the prepaid perpetual land lease and
buildings. The award cost of warrants granted to consultants and a related party in connection
with equity transactionsis offset against paid-in-capital.

See Note 12B(6) for pro forma disclosures required by SFAS 123 and SFAS 148.

-13-



TOWER SEMICONDUCTOR LTD. AND SUBSIDIARY
NOTESTO CONSOLIDATED FINANCIAL STATEMENTS
(dollarsin thousands, except share data and per share data)

NOTE2 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (cont.)

P.

Impairment of Long-Lived Assets

In accordance with Standard No.15, of the Israeli Accounting Standards Board “Impairment of
Assets’ (the “ Standard”), an asset’ s recoverable value is the higher of the asset’s net selling
price and the asset’ s value in use, the latter being equal to the asset’ s discounted expected cash
flows. Management reviews long-lived assets on a periodic basis, as well aswhen such a
review isrequired based upon relevant circumstances, to determine whether events or changes
in circumstances indicate that the carrying amount of such assets may not be recoverable.
Management’s review of possible impairment charges for the periods presented, was
performed based on management’ s business plan and approved by the board of directors of the
Company. The business plan is based, among other things, on the future completion of the
construction and equipping of Fab 2 to reach full capacity. Application of Standard 15 resulted
in no impairment charges for the periods presented.

Recent Accounting Pronouncements by the I sraeli Accounting Standards Board

(1) Accounting Standard No. 29 “ Adoption of International Financial Reporting
Standards’

In July 2006, the Israeli Accounting Standards Board published Accounting Standard
No. 29 —“Adoption of Internationa Financial Reporting Standards” - IFRS (“the
Standard”). According to the Standard, an entity subject to the Israeli Securities Law
and authoritative Regulations thereunder (including dual listed companies), excluding
foreign corporations, that do not prepare their financial statements in accordance with
Israeli GAAP, as defined by this Law, will be required to prepare financial statementsin
accordance with the IFRS and related interpretations published by the International
Accounting Standards Board, for the reporting periods commencing January 1, 2008,
including interim periods.

An entity adopting IFRS as of January 1, 2008 and el ecting to report comparative
figuresin accordance with the IFRS for only 2007, will be required to prepare opening
balance-sheet amounts as of January 1, 2007 based on the IFRS.

Reporting in accordance with the IFRS will be carried out based on the provisions of
IFRS No. 1, “First-time Adoption of IFRS Standards’, which establishes guidance on
implementing and transitioning from financial reporting based on domestic national
accounting standards to reporting in accordance with IFRS.
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NOTE2 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (cont.)
Q. Recent Accounting Pronouncements by thelsragli Accounting Standards Board (cont.)

(1) Accounting Standard No. 29 “ Adoption of International Financial Reporting
Standards’ (cont.)

IFRS No. 1 supersedes the transitional provisions established in other IFRSs (including
those established in former domestic national accounting standards), stating that all
IFRSs should be adopted retroactively for the opening balance-sheet amounts.
Nevertheless, IFRS No. 1 grants exemptions on certain issues by allowing the
aternative of not applying the retroactive application in respect thereof.

Management intends to examine the effect of the transition to IFRS, yet at this stage, is
unable to estimate the effect of such conversion on the Company's financial position and
results of operations.

The Standard allows for earlier application in a manner by which applicable entities
may convert their financial statements published subsequent to July 31, 2006 to the
IFRS. Management has not yet decided whether to early-adopt the IFRS.

(2) Accounting Standard No. 26 “Inventory”

In August 2006 the Israeli Accounting Standards Board published Accounting Standard
No. 26 - “Inventory” (“the Standard”), which outlines the accounting treatment for
inventory.

The Standard applies to al types of inventory, other than building earmarked for sale
and addressed by Accounting Standard No.2 (“Construction of Buildings for Sale”),
inventory of work in progress stemming from performance contracts, addressed by
Accounting Standard No.4 (“Work Based on Performance Contract”), financial
instruments and biological assets relating to agricultural activity and agricultural
production during harvest.

The Standard establishes, among other things, that inventory should be stated at the
lower of cost and net realizable value. Cost is determined by thefirst in, first out (FIFO)
method or by average weighted cost used consistently for all types of inventory of
similar nature and uses. In certain circumstances the standard requires cost
determination by a specific identification of cost, which includes all purchase and
production costs, as well as any other costs incurred in reaching the inventory's present

stage.

When inventory is acquired on credit incorporating a financing component, the
inventory should then be presented at cost equaling the purchase cost in cash. The
financing component is recognized as a financing expense over the term of the credit
period.
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NOTE2 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (cont.)

Q. Recent Accounting Pronouncements by thelsraeli Accounting Standards Board (cont.)

)

©)

Accounting Standard No. 26 “Inventory” (cont.)

Any reduction of inventory to net realizable value following impairment as well as any
other inventory loss should be expensed during the current period. Subsequent reversal
of an impairment write-down that stems from an increase in net realizable value will be
allocated to operations during the period in which the reversal took place.

The standard will apply to financial statements covering periods beginning January 1,
2007 and onwards and should be implemented retroactively.

Management believes that the Standard will not affect the Company's financial position,
results of operations and cash flows.

Accounting Standard No. 27 “ Fixed Assets’

In September 2006 the Israeli Accounting Standards Board published Accounting
Standard No. 27 (the “ standard”), which establishes the accounting treatment for fixed
assets, including recognition of assets, determination of their book value, related
depreciation, as well as the disclosure required in the financial statements.

The Standard states that a fixed-asset item will be measured at the initial recognition
date at cost which includes, in addition to the purchase price, al the related costs
incurred for bringing the item to the position enabling it to operate in the manner
contemplated by management. The cost also includes the initial estimate of costs
required to dismantle and remove the item, along with the expenses for restoration of
the site on which the item had been placed and in respect of which the entity incurred
that obligation when the item had been acquired or following its use over a given period
of time not in the production of inventory during that period.

The Standard also states that when acquiring assets in exchange for a non-monetary
asset or a combination of monetary as well as non-monetary assets, the cost will be
determined at fair value unless (@) the barter transaction has no commercial substance or
(b) it isimpossible to reliably measure the fair value of the asset received and the asset
provided. Should the provided asset not be measured at fair value, its cost would equal
the book value of the asset provided/transferred.

Following theinitial recognition, the Standard permits the entity to implement in its

accounting policy the measurement of the fixed assets by the cost method or by
revaluation so long as this policy isimplemented in regard to all the itemsin that group.
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NOTE2 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (cont.)
Q. Recent Accounting Pronouncements by thelsragli Accounting Standards Board (cont.)
(3 Accounting Standard No. 27 “ Fixed Assets’ (cont.)

Cost method - an item will be presented at cost |ess accumulated depreciation, less
accumulated impairment losses.

Revaluation method — an item whose fair value can be measured reliably will be
presented at its estimated amount, which equalsits fair value at the revaluation date, net
of depreciation accumulated subsequently and less accumulated impairment losses.
Revaluations should take place on a current basis in order to ensure that book value
does not materially differ from the fair value that would have been determined on the
balance-sheet date. The revaluation of asingle item calls for the revaluation of the entire
group and if the asset's book value rises following this revaluation, this increase should
be allocated directly to shareholders' equity (“revaluation reserve’). Nevertheless, this
increase will be recognized as an operating item up to the amount offsetting the
decrease from that asset's reval uation recognized previously asincome or loss. Should
book value decline following revaluation, this decline will be recognized as an

operating item yet allocated directly to shareholders equity (“revaluation reserve’) up to
the amount leaving any credit balance in that reserve in respect of that asset.

Any fixed assets with a significant cost in relation to the item's total cost should be
depreciated separately. Moreover, the depreciation method used will be reviewed at
least once at yearend and, if any meaningful change had taken place in the estimated
consumption of future economic benefits inherent in the asset, the method should be
modified to reflect such changes. This change will be treated as a change in an
accounting estimate.

This new standard will apply to financial statements covering periods beginning January
1, 2007 and onwards and implemented retroactively.

The Company is currently examining this new standard; however, at this stage, it is
unable to estimate the standard's effect, if any, on its financial position and results of
operations. In January 2007 the Israeli Accounting Standard Board published a proposal
for accounting standard no. 28 that amends standard no.27 to allow, at transition, the
alternatives allowed under IFRS 1 regarding fixed assets.
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NOTE2 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (cont.)
Q. Recent Accounting Pronouncements by thelsradli Accounting Standards Board (cont.)

(4 Standard No. 23, " Accounting for Transactions between an Entity and a
controlling party" (cont.)

In December 2006 the Israeli Accounting Standards Board published Accounting
Standard No. 23, “Accounting for Transactions between an Entity and a controlling
party (hereinafter — the Standard). The Standard applies to entities subject to the Isragli
Securities Law-1968.

The Standard establishes the requirements for accounting for transactions between an
entity and its controlling party which involve the transposition of an asset, the taking on
of aliability, reimbursement or debt concession, and the receiving of loans. The
Standard does not apply to business combinations under common control.

The Standard stipulates that transactions between an entity and a controlling party will
be measured based on fair value; transactions which in nature are owner investment
should be reported directly in equity and not be recognized in the controlled entity’s
profit and loss; the differences between the consideration set in transactions between an
entity and a controlling party and their fair value will be allocated directly to the equity;
and current and deferred taxes pertaining to the items allocated to equity dueto
transactions with controlling parties will be allocated directly to equity as well.

The Standard is effective for transactions between an entity and a controlling party
taking place subsequent to January 1, 2007 and for loans granted from or givento a
controlling party prior to the Standard’ s coming into effect, starting on the Standard’s
effective date.

The Company’ s management believes that the effect of this new standard on the
Company’ sfinancial position, results of operations and cash flows is not expected to be
material.

R. Reclassification

Certain amountsin prior years financial statements have been reclassified in order to conform
to the 2006 presentation.
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NOTE3 - OTHER RECEIVABLES

Other receivables consist of the following:
As of December 31,

2006 2005
Government of Israel - investment grants receivable $ 1,530 $ 7,276
Other government agencies 3,847 1,706
Others 48 61

$ 5,425 $ 9,043

NOTE4 - INVENTORIES

Inventories consist of the following (*):
As of December 31,

2006 2005
Raw materials $ 11,170 $ 6,777
Spare parts and supplies 6,402 3,738
Work in process 22,884 11,502
Finished goods 645 2,359

$ 41,101 $ 24,376

(*)  Net of aggregate write-downs to net realizable value of $6,707 and $3,259 as of December 31,
2006 and 2005, respectively.

NOTES5 - PROPERTY AND EQUIPMENT, NET
A. Composition:

As of December 31,

Cost: 2006 2005

Prepaid perpetua land lease and buildings

(including facility infrastructure) $ 239,267 $ 237,401

Machinery and equipment 851,700 709,862

Transportation vehicles 307 425
1,091,274 947,688

Accumulated depreciation and amortization:
Prepaid perpetual land lease and buildings

(including facility infrastructure) 61,937 47,841
Machinery and equipment 496,116 388,867
Transportation vehicles 267 335
558,320 437,043

$ 532,954 $ 510,645
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NOTES5 - PROPERTY AND EQUIPMENT, NET (cont.)
A. Composition (cont.)
Supplemental disclosure relating to cost of property and equipment:

(1) Asof December 31, 2006 and 2005, the cost of property and equipment included costs
relating to Fab 2 in the amount of $857,461 and $713,837, respectively. Said amounts
are net of investment grants of $164,587 and $165,222, respectively.

(2) Asof December 31, 2006, the cost of buildings, machinery and equipment was reflected
net of investment grants in the aggregate of $267,866 (as of December 31, 2005 -
$268,688).

(3) Cost of property and equipment as of December 31, 2006 and 2005 includes capitalized
interest costs in the aggregate of $18,480.

(4) Following the commencement of Fab 2 operationsin 2003, in which the building and
infrastructures of Fab 2 were substantially completed and became ready for their
intended use, the Company began to depreciate Fab 2 property and equipment, resulting
in depreciation expenses of $111,984, $109,283 and $93,457 in 2006, 2005 and 2004,
respectively.

B. Investment Grants

In connection with the formation of the Company, the Investment Center of the Ministry of
Industry and Trade of the State of Israel (“Investment Center”), under its “ approved
enterprise” program, approved an investment program for expenditures on buildings and
equipment in Fab 1 in the aggregate amount (as amended) of approximately $96,850. The
Company completed its investments under this program, and received final approval from the
Investment Center in November 1997.

In January 1996, an investment program (*1996 program”) for expansion of Fab 1 in the
aggregate amount (as amended in December 1999 and 2001) of $228,680, entitling the
Company to investment grants, was approved by the Investment Center. The Company
completed itsinvestments under the 1996 program in December 2001 and invested through
such date approximately $207,000. In May 2002, the Company submitted the final report in
relation to the 1996 program. As of December 31, 2006, the report has not yet received final
approval from the Investment Center.

See Note 11A(8) with respect to the Fab 2 program approved by the Investment Center in
December 2000.
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PROPERTY AND EQUIPMENT, NET (cont.)

B. Investment Grants(cont.)
Entitlement to the above grants and other tax benefits is subject to various conditions
stipulated by the Israeli Law for the Encouragement of Capital Investments— 1959
(“Investments Law”) and the regulations promulgated thereunder, as well as the criteria set
forth in the certificates of approval. In the event the Company fails to comply with such
conditions, the Company may be required to repay all or a portion of the grants received plus
interest and certain inflation adjustments. In order to secure fulfillment of the conditions

related to the receipt of investment grants, floating liens were registered in favor of the State
of Israel on substantially all of the Company’s assets. See al'so Note 16A.

C.  Forliens, see Note 11A(6) Notes 11D(2) and (3) and 8F.

INTANGIBLE ASSETS, NET

Intangible assets consist mainly of technologiesin relation to Fab 2, see Note 11A(2). The
technologies are presented net of accumulated amortization as of December 31, 2006 and 2005
in the amounts of $53,741 and $32,806, respectively. For amortization policy, see Note 2G.

OTHER CURRENT LIABILITIES

Other current liabilities consist of the following:

As of December 31,

2006 2005
Accrued salaries $ 8,730 $ 3,162
V acation accrual 3,385 2,322
Interest payable (primarily in relation to convertible
debentures) 1,089 1,263
Dueto related parties 5,895 188
Other 2,997 2,037

$ 22,096 $ 8,972

-21-



TOWER SEMICONDUCTOR LTD. AND SUBSIDIARY
NOTESTO CONSOLIDATED FINANCIAL STATEMENTS
(dollarsin thousands, except share data and per share data)

NOTE8 - LONG-TERM DEBT FROM BANKS

A. Composition:

Effective interest rate as of As of December 31,
December 31, 2006 2006 2005

InU.S. Dollar 6.48% $ 288,693 $ 438,103

InU.S. Dollar 5.10% 80,000 80,000

Total long-term debt

from Banks 368,693 518,103

Less - current maturities -- 21,103
368,693 497,000

Discount (see C below) 11,746 -

$ 356,947 $ 497,000

B.  All loansreceived under the Facility Agreement bear interest based on the three-month USD
LIBOR rate plus 1.1%, effective from May 17, 2006, as revised under the September 2006
amendment to the Facility Agreement (see detailsin Note 11A(6)). Prior to the closing of the
September 2006 amendment, in accordance with the November 2003 amendment to the
Facility Agreement, the loans bore interest based on the three-month USD LIBOR rate plus
2.5%, (described in Note 11A(6)), and prior to the November 2003 amendment the |oans bore
interest based on the three-month USD LIBOR rate plus 1.55%. The effective interest rate as
of December 31, 2006 of loans, the amount of which as of such date was $207,000, including
the terms of collar agreements with knock-out and knock-in features described in Note 17A.
Interest is payable at the end of each quarter.

C. Following the September 2006 amendment to the Facility Agreement, the long term debt is
presented based on fair value on the refinancing date, in accordance with IAS 39, described in
Note 11A(6). The discount resulting from adjustment of the debt to fair value is amortized to
financing expenses during the new repayment schedule.

D. For additional information regarding the Facility Agreement, as amended, between the
Company and the Banks for financing the construction and equipping of Fab 2 including the
refinancing of the loans under the September 2006 amendment to the Facility Agreement see
Note 11A(6).

E. Repayment Schedule

The balance of the long-term debt as of December 31, 2006 is repayable as follows:

2009 61,449
2010 122,898
2011 and thereafter 184,346

$ 368,693
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LONG-TERM DEBT FROM BANKS (Cont.)

F.

The agreement with the Company’ s Banks restricts the Company’ s ability to place liens on its
assets (other than to the State of Israel in respect of investment grants — see Note 11A(8), to
Siliconix — see Note 11D(2) and to SanDisk see Note 11D(3)), without the prior consent of the
Banks. Furthermore, the agreements contain certain restrictive financial ratios and covenants.
For further details concerning the Facility Agreement and its amendments, see Note 11A(6).

CONVERTIBLE DEBENTURES

A.

Composition:
Interest rate as of As of December 31,
December 31, 2006 2006 2005
2002 Convertible debentures series A 4.7% $ 19,894 $ 25,811
2005 Convertible debentures series B 5% 17,321 -
2006 Convertible debentures series C *) 31,592 --
68,807 25,811
Less - current maturities 6,632 6,453
$ 62,175 $ 19,358
(*) See D below

2002 Convertible Debentures Series A

In connection with the sale of securities described in Note 12F, in January 2002, the Company
issued on the Tel-Aviv Stock Exchange, NIS 110,579,800 principal amount of convertible
debentures, linked to the Israeli Consumer Price Index (" CPI”). The debentures were issued at
96% of their par value, and bear annual interest at the rate of 4.7%, payable in January of each
year commencing in January 2003, see al'so Note 12F. The principal amount is payablein four
equal installmentsin January of each year between 2006 and 2009. The outstanding principal
amount of convertible debentures as of December 31, 2006, adjusted to the CPI was NIS
89,708,778, $21,233. The debentures may be converted until December 31, 2008 into
Ordinary Shares, at a conversion rate of one Ordinary Share per each NIS 41.00 principal
amount of the debentures, linked to the CPI (subject to customary adjustments) (adjusted to
the CPI as of December 31, 2006 — NIS 44.35, $10.50). The effective rate of interest on the
convertible debentures, taking into account the initial proceeds, net of the discount and the
related costs of issuance, is 7.26%.

For U.S. GAAP purposes, which require taking into account, in addition to the discount and
the related issuance costs, amounts attributed to the options described in Note 19F, the
effective rate of interest on the convertible debenturesis 9.88%. Subject to certain conditions
and the Company’ s Facility Agreement, the Company may announce the early redemption of
the debentures or part thereof, provided that the sum of the last payment on account of the
principal shall be no less than approximately $700.
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NOTE9 - CONVERTIBLE DEBENTURES (cont.)

B.

2002 Convertible Debentures Series A (cont.)

If on apayment date of the principal or interest on the debentures there exists an infringement
of certain covenants and conditions under the Facility Agreement, the dates for payment of
interest and principal on the debentures may be postponed, depending on various scenarios
under the Facility Agreement until such covenant or condition is settled.

The debentures and interest thereon are unsecured and rank behind the Company’s existing
and future secured indebtedness, including indebtedness to the Banks under the Facility
Agreement, to the government of Israel in connection with grants the Company received under
its approved enterprise programs, and to Siliconix and SanDisk.

See Note 19F for disclosure of the accounting treatment of the convertible debenturesin
accordance with U.S. GAAP.

2005 Convertible Debentures Series B

In connection with the rights offering described in Note 121, the Company issued $48,169
principal amount of convertible debentures. The debentures are listed for trade on the Tel-
Aviv Stock Exchange and on the NASDAQ Capital Market. The debentures bear annual
interest at the rate of 5%. The principal of the debentures, together with accrued interest, will
be payable in one installment on January 12, 2012. The effective interest rate on the
convertible debentures, taking into account the proceeds and related costs of issuance is 5.6%.

The debentures are convertible into the Company’ s Ordinary Shares at a conversion price of
$1.10 per share. The conversion price was subject to downward adjustment under certain
circumstances if the Company had sold securities in future financings at a price per share
which was lower than the conversion price, provided that such financings closed, or
agreements for such financings were signed, through December 2006. As of the balance sheet
date, no such adjustment was or will be required and the downward adjustment mechanism has
expired.

During the year ended December 31, 2006, $18,408 in aggregate principal amount of
debentures was converted into 16,734,316 Ordinary Shares of the Company.

Subject to the terms of the Facility Agreement, the Company may, at its option, announce the
early redemption of the debentures, provided that the outstanding aggregate balance of

principal on account of the debenturesis equal to or less than $500.

Certain of the Company’s Equity Investors and Wafer Partners invested $27,811 in the
framework of the rights offering.
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NOTE9 - CONVERTIBLE DEBENTURES (cont.)

C.

2005 Convertible Debentures Series B (cont.)

The debentures and interest thereon are unsecured and rank behind the Company’ s existing
and future secured indebtedness, including indebtedness to the Banks under the Facility
Agreement, to the government of Israel in connection with grants the Company received under
its approved enterprise programs and to Siliconix and SanDisk.

If on the payment date of the principal and interest on the debentures, there exists an
infringement of the covenants and conditions under the Facility Agreement, the date for
payment of the interest and principal on the debentures may be postponed, depending on
various scenarios under the Facility Agreement until such covenant or condition is settled.

See Note 19F for the accounting for the rights offering in accordance with U.S. GAAP.
2006 Convertible Debentures SeriesC

In connection with the public offering described in Note 12J the Company issued NIS
164,430,000 principal amount of convertible debentures linked to the Isragli Consumer Price
Index (“CPI"), for gross proceeds of NIS 139,765,500 (approximately $31,219), and 391,500
options each exercisable for three months ending on September 27, 2006 for NIS 100 principal
amount of convertible debentures at an exercise price equal to 85% of their face amount,
linked to the CPI. The convertible debentures are convertible into the Company’ s Ordinary
Shares at a conversion rate of one ordinary share per NIS 8.40 (approximately $ 0.00199)
principal amount of convertible debentures. The convertible debentures carry a zero coupon
with principal payable at maturity in December 2011, at a premium of 37% over principal
value, linked to the CPI. The conversion price is subject to reduction in certain limited
circumstances.

The proceeds were allocated in accordance with Standard No. 22 based on relative fair values
in the first 2 days of trading. After alocation, each of the componentsis classified as either
equity or liability based on the criteria prescribed in Standard No. 22.

In September 2006, 391,500 options to purchase convertible debentures described above were
exercised resulting in proceeds of approximately $7,700.

See Note 19F for the accounting for the public offering in accordance with U.S. GAAP.
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NOTE 10 - OTHER LONG-TERM LIABILITIES

A. Composition:
As of December 31,

2006 2005

Net liability for employee
termination benefits (see B below):
Gross obligation $ 16,816 $ 18,445
Amounts funded through deposits to severance pay
funds and purchase of insurance policies (13,535) (13,658)

3,281 4,787
Long-term liabilities in respect of license agreements 1,804 5123
Long-term loans from related parties, net of current
maturity 8,096 1,102
Series 5 Warrants 3,088 _
Other, including $1,183 in respect of related parties 1,439 -

$ 17,708 $ 11,012

B. Employee Termination Benefits

Israeli law and labor agreements determine the obligations of the Company to make severance
payments to dismissed employees and to employees leaving employment under certain other
circumstances. The liability for severance pay benefits, as determined by Israeli Law, is
generally based upon length of service and the employee’ s monthly salary. Thisliability is
primarily covered by regular deposits made each month by the Company into recognized
severance and pension funds and by insurance policies purchased by the Company, based on
the employee’s salary for the relevant month. The amounts so funded are not reflected
separately on the balance sheets, since they are controlled by the fund trustees and insurance
companies and are not under the control and management of the Company. For presentation of
employee termination benefits in accordance with U.S. GAAP, see Note 19C.

Costs relating to employee termination benefits were approximately $2,807, $2,631 and
$3,836 for 2006, 2005 and 2004, respectively.
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NOTE 11 - COMMITMENTSAND CONTINGENCIES
A. Commitmentsand Contingencies Relating to Fab 2
() Overview

In 2001, the Company’s Board of Directors approved the establishment of the
Company’s second wafer fabrication facility in Israel (“Fab 2"). In Fab 2, the Company
manufactures semiconductor integrated circuits on silicon wafers in geometries of 0.18
micron and below on 200-millimeter wafers. In connection with the establishment,
equipping and financing of Fab 2, the Company has entered into severa related
agreements and other arrangements and has completed public and private financing
deals. The agreements and arrangements include those with technology partners, Wafer
Partners, Equity Investors, the Company’ s Banks, the Government of Israel through the
Investment Center and others. The agreements with the Banks and the Investment
Center are subject to certain conditions, including the achievement of performance and
financing milestones, and the securing of additional required financing. The Company
has also entered into agreements for the design and construction of Fab 2, for equipping
Fab 2 and for the transfer to the Company of process technologies to produce wafersin
Fab 2.

During 2003, in which Fab 2’ s construction was substantially completed, the Company
began commercial shipment of wafers to its customers utilizing 0.18 micron process
technology.

The construction and equipping of Fab 2 is a substantial project, which requires
extensive management involvement as well as timely coordination of the activities of
many participants. In addition, this project is a complex undertaking which entails
substantial risks and uncertainties, including but not limited to those associated with the
following: obtaining additional commitments to finance the equipping of Fab 2 and its
ongoing operations (see aso Note 1C); achieving certain operational milestones and
complying with various significant conditions and financial ratios and covenants
provided by the Facility Agreement with the Banks; compliance with the conditions
under the Approval Certificate for Fab 2 provided by the Investment Center; obtaining
approval of the Investment Center for a new expansion program and the development
and purchase of new technologies.

According to the Facility Agreement with the Banks complying with all the conditions
and financial ratios and covenants stipulated in that agreement and in the Approval
Certificate from the Investment Center, are material provisions for the financing
provided.
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NOTE 11 - COMMITMENTSAND CONTINGENCIES (cont.)

A. Commitmentsand Contingencies Relating to Fab 2 (cont.)

)

©)

Technology Transfer Agreements

Toshiba - In 2000, the Company entered into a technology transfer agreement with
Toshiba Corporation (“Toshiba"), a Japanese corporation. This agreement provided for
the transfer by Toshiba to the Company of advanced semiconductor manufacturing
process technologies to be installed in Fab 2 including related technology transfer
assistance in exchange for certain fees for patent licenses, technology transfer and
technical assistance. The transfer of the technology was substantially completed during
2003. The Company’s commitment under the Toshiba agreement to reserve for Toshiba
acertain portion of Fab 2 wafer manufacturing capacity expired in December 2005.

Freescale - In 2002, the Company entered into a non-exclusive technology transfer,
development and licensing agreement with Freescale. This agreement provides for the
transfer by Freescale to the Company of existing and newly developed versions of
advanced semiconductor manufacturing process technologies to beinstalled in Fab 2,
and for the provision by Freescale of related technology transfer assistance, in exchange
for certain fees for patent and other licenses, technology transfer and development, and
technical assistance. Subject to prior termination for cause by Freescale, the licenses
under the agreement are perpetual.

Wafer Partner Agreements

During 2000, the Company entered into various share purchase agreements (“ Wafer
Partner Agreements’) with SanDisk Corporation, Alliance Semiconductor Corporation,
Macronix International Co., Ltd. and QuickL ogic Corporation (collectively, the “Wafer
Partners’; excluding QuickLogic, the “primary Wafer Partners’) to partially finance the
construction and equipping of Fab 2. Pursuant to the Wafer Partner Agreements, the
Wafer Partners agreed to invest an aggregate of $250,000 to purchase Ordinary Shares
of the Company. According to the Wafer Partner Agreements, the Company agreed,
subject to certain conditions, to reserve for each Wafer Partner a certain portion, and
collectively approximately 50%, of Fab 2 wafer manufacturing capacity for a period of
10 years ending January 2011.
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NOTE 11 - COMMITMENTSAND CONTINGENCIES (cont.)

A. Commitmentsand Contingencies Relating to Fab 2 (cont.)

©)

(4)

Wafer Partner Agreements (cont.)

Through December 31, 2004, the Wafer Partners completed their commitment to invest
under the Wafer Partner Agreements an aggregate of $246,823. Of such amount,
$201,059, was credited as paid in capital and $45,764, was established as long-term
customers’ advances which may be, subject to the terms and conditions stipulated in the
Wafer Partner Agreements, as amended, utilized as credit against purchases to be made
by the Wafer Partners, or converted into paid-in-capital. Through December 31, 2006,
the Wafer Partners were issued an aggregate of 32,589,280 Ordinary Shares at an
average price per share of $7.57, which was determined based on the average closing
sale price of the Company’s Ordinary Shares for the 15-30 trading days prior to making
any capital investment: see aso (5) below.

For additional investments made by the primary Wafer Partners in the aggregate amount
of $19,089 in connection with the 2002 and 2005 rights offerings, see Notes 12G and
121, respectively, and (6) below.

Equity Investor Agreements

TIC, the principal shareholder of the Company, invested in the Company, $50,000 for
the purchase of an aggregate of 6,749,669 Ordinary Shares of the Company at an
average price per share of $7.41, which was determined based on the average closing
sale price of the Company’s Ordinary Shares for the 15-30 trading days prior to making
any investment. The investment of TIC was made in accordance with share purchase
agreement the Company entered into in December 2000.

For a description of an undertaking and additional investments made by TIC in the

aggregate amount of $29,152 in connection with the 2002 and 2005 rights offerings, see
Notes 12G and 12I, respectively, and (6) below.
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NOTE 11 - COMMITMENTSAND CONTINGENCIES (cont.)
A. Commitmentsand Contingencies Relating to Fab 2 (cont.)
(4) Equity Investor Agreements (cont.)

In regard to the Company’ s financing efforts for the ramp-up plan and in connection
with the September 2006 amendment to the Facility Agreement, following TIC's
commitment to invest $100,000, the Company entered into a securities purchase
agreement with TIC (the “ Securities Purchase Agreement”). The Securities Purchase
Agreement was approved by the Company's Audit Committee, Board of Directors and
the Company’ s shareholders. The principal terms of the Securities Purchase Agreement
were: (i) in consideration for its $100,000 investment, the Company agreed to issue to
TIC capital notes convertible into 65,789,474 of the Company's Ordinary Shares at a
conversion price per share of $1.52 (which equals the average closing price during the
10 consecutive trading days prior to signing the May 2006 Memorandum of
Understanding with the banks); (ii) the Company would be deemed to have exercised
the Call Option under the Equipment Purchase Agreement described below; and (iii) the
Company and TIC would settle the amounts payable by TIC under the Securities
Purchase Agreement with the amounts payabl e by the Company under the Equipment
Purchase Agreement. The Securities Purchase Agreement closed contemporaneously
with the closing of the September 2006 amendment.

In order to implement the ramp-up plan in atimely manner, in May 2006, the Company
entered into an Equipment Purchase Agreement with TIC according to which TIC will
order up to approximately $100,000 worth of equipment for Fab 2. Under the terms of
the Equipment Purchase Agreement: (i) TIC had the right to sell to the Company the
equipment at cost, plus related expenses; (ii) the Company had the right to purchase the
equipment from TIC at cost, plus related expenses, subject to the Company having
raised $100,000; and (iii) upon the purchase of the equipment from TIC the Company
would assume TIC's obligations to the equipment suppliers.

Upon the closing of the September 2006 amendment and the Securities Purchase
Agreement, TIC transferred ownership over the purchased equipment to the Company
and the Company assumed TIC's obligations to the equipment suppliers.

(55 Amendmentstothe Primary Wafer Partner and Equity I nvestor Agreements

Pursuant to the primary Wafer Partner Agreements, as amended, the primary Wafer
Partners had an option to convert an aggregate of up to $7,507 of the unutilized long-
term customers’ advances, which they had as of December 31, 2005, into fully-paid
Ordinary Shares of the Company. In 2006, one of the primary Wafer Partners converted
$3,880 of its advances into paid-in equity entitling it to 2,455,905 Ordinary Shares of
the Company. The number of shares was determined based on $1.58 per share, which
was the average closing sale price of the Company’s Ordinary Shares for the 15 trading
days prior to December 31, 2005.
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NOTE 11 - COMMITMENTSAND CONTINGENCIES (cont.)

A. Commitmentsand Contingencies Relating to Fab 2 (cont.)

)

Amendmentsto the Primary Wafer Partner and Equity Investor
Agreements (cont.)

Pursuant to the primary Wafer Partner Agreements, as amended, each of the primary
Wafer Partners has an option to convert, at the end of each calendar quarter
commencing 2004, that portion of the long-term customers’ advances which it is
entitled to utilize, based upon payments made by such primary Wafer Partner and
purchase orders received from the Wafer Partners through December 31, 2006, (subject
to the below amendment with one of the Wafer Partners), into fully-paid Ordinary
Shares of the Company. The number of sharesis to be determined based on the average
closing sale price of the Company’s Ordinary Shares for the 15 trading days preceding
the end of the relevant quarter. Accordingly, through December 31, 2006, two of the
primary Wafer Partners had converted an aggregate of $6,073 of long-term customer
advances into 4,007,663 fully-paid Ordinary Shares of the Company, at an average
share price of $1.52 per share.

Any quarterly amount, which the primary Wafer Partners have el ected not to so convert,
will not be utilizable against purchases made subsequent to that quarter, and shall bear
interest, payable at the end of each quarter, at an annual rate equal to three-month
LIBOR plus 2.5% through December 31, 2007, subject to the below amendment with
one of the Wafer Partners. The aggregate principal of the unconverted long-term
customers’ advances, which could have been utilized against purchases and which the
primary Wafer Partners elected not to convert into fully-paid Ordinary Shares of the
Company and shall be repaid on December 31, 2007, is $1,691. Other than as described
above in this paragraph and the preceding paragraph, each of the primary Wafer
Partners agreed that long-term customer’ s advances could not be utilized before
December 31, 2006. Following December 31, 2006, the remaining long-term customer
advances may be utilized as credits against new purchase orders to be placed.

In 2006, the Company and one of the primary Wafer Partners, entered into an
agreement to extend the period in which long-term customer’ s advances could not be
utilized against purchases, to December 31, 2009. According to the agreement, with
respect to certain orders placed until July 2006, and all orders placed thereafter through
December 2009, such unutilized advances will bear interest at an annual rate equal to
three-month LIBOR plus 1.1%, payable at the end of each quarter, through December
31, 2009. As of the balance sheet date an amount of $2,234 will be repaid on December
31, 20009.
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NOTE 11 - COMMITMENTSAND CONTINGENCIES (cont.)
A. Commitmentsand Contingencies Relating to Fab 2 (cont.)
(6) Facility Agreement

Overview - In January 2001, the Company entered into a Facility Agreement with two
leading Israeli banks (“Banks") entitling the Company to borrow an aggregate, as
amended in January 2002, of $500,000 to finance the construction and equipping of Fab
2 (“Facility Agreement”). Of that amount, the Company withdrew an aggregate of
$497,000. Under the original terms of the Facility Agreement the loans bore interest at a
rate of LIBOR plus 1.55% per annum payable at the end of each quarter. The loans were
originally to be paid in 12 quarterly installments 3 years from date of each loan drawn
down. The loans were subject to certain prepayment provisions. Unused amounts under
the Facility Agreement were subject to a quarterly commitment fee of 0.25% per

annum.

November 2003 Amendment - In November 2003, the Company and its Banks entered
into an amendment to the Facility Agreement. The amendment was based, among other
things, on an updated plan for the construction and equipping Fab 2 submitted to the
Banks, and was approved by the Company’ s shareholders' meeting held in December
2003. Pursuant to the amendment, the Banks waived all noncompliance or breach of
covenants by the Company prior to the date of amendment. The amendment further
revised and updated the covenants under the Facility Agreement according to which the
Company was obligated to comply with certain operational and financial ratios. The
interest rate of LIBOR plus 1.55% per annum payable at the end of each quarter was
increased to arate of LIBOR plus 2.5% per annum payable at the end of each quarter.
According to the amendment, the Company was to raise from specified financial
sources an aggregate of $152,000 through December 2005.

January 2005 Amendment - In January 2005, the Company and its Banks signed a
waiver letter agreement according to which the Banks waived the Company’ s non-
compliance with certain financial ratios and covenants for the fourth quarter of 2004.
The agreement also amended certain of the financial ratios and covenants with which
the Company was to comply with during 2005, and which were further revised in the
framework of the July 2005 amendment to the Facility Agreement described below.

July 2005 Amendment - In July 2005, the Company and its Banks entered into a
definitive amendment to the Facility Agreement, which closed in August 2005. The
amendment provided, among other things, for the Banks to provide additional financing
of up to approximately $30,000, subject to the Company raising through the issuance of
shares or convertible debentures $23,500 by October 31, 2005 (which was subsequently
extended to December 31, 2005) and an additional $6,500 by March 31, 2006. In
connection with the amendment, certain of the Company’s Equity Investors and Wafer
Partners committed to invest an aggregate of $23,500 towards such funding in the
context of arights offering.
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NOTE 11 - COMMITMENTSAND CONTINGENCIES (cont.)
A. Commitmentsand Contingencies Relating to Fab 2 (cont.)
(6) Facility Agreement (cont.)
July 2005 Amendment (cont.)

The July 2005 amendment further provided that: (i) any amounts raised in equity or in
convertible debentures through March 31, 2006, up to $30,000, would not constitute
financing from other sources towards the $152,000 fundraising milestone; (ii) the last
date in which the Company was to comply with the $152,000 fundraising milestone was
postponed from December 31, 2005 to June 30, 2006; and (iii) certain of the financial
ratios and covenants through the third quarter of 2006 were revised.

Asdescribed in Note 121, the Company raised through January 2006 $48,169 in arights
offering, thereby satisfying its obligations to raise $23,500 and $6,500 by December 31,
2005 and March 31, 2006, respectively. Following the satisfaction of all the Company’s
commitments under the July 2005 amendment, the Banks provided the Company with
$29,693 in additional loans.

May 2006 Amendments - In May 2006, the Company and its Banks entered into
amendments to the Facility Agreement, according to which (i) repayments of long-term
loans in the amount of approximately $100,000, originally scheduled to be paid between
October 2006 and June 2007, were deferred to July 2007 and (ii) the date on which the
Company was required to raise an additional approximately $8,000 on account of the
$152,000 fund raising milestone, was deferred from June 30, 2006 to September 30,
2006, such fundraising requirement was satisfied with the completion of the 2006 public
offering described in Note 12J.

September 2006 Amendment - As part of the financing for the ramp-up plan, in
September 2006, the Company closed a definitive amendment to the Facility Agreement
with its banks for the refinancing of the approximately $527,000 of long-term debt
under its Facility Agreement. Pursuant to the amendment, among other things: (i)
$158,000, representing approximately 30% of the outstanding debt under the Facility
Agreement, was converted into capital notes of the Company, which notes are
convertible into 51,973,684 of the Company's Ordinary Shares, representing twice the
average closing price per share during the ten days prior to signing the MOU; (ii) the
interest rate applicable for the quarterly actual interest payment on the loans was
decreased by 1.4%, from LIBOR plus 2.5% per annum to LIBOR plus 1.1% per annum,
effective from May 17, 2006 (the “ Decreased Amount™); subject to adjustment, in
January 2011, the Banks will be issued such number of shares (or equity equivalent
capital notes or convertible debentures) that equals the Decreased Amount divided by
the average closing price of the Company's Ordinary Shares during the fourth quarter of
2010 (the “Fourth Quarter 2010 Price”). If during the second half of 2010, the closing
price of Company's Ordinary Shares on every trading day during this period exceeds
$3.49, then the Banks will only be granted such number of shares (or equity equivalent
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NOTE 11 - COMMITMENTSAND CONTINGENCIES (cont.)

A. Commitmentsand Contingencies Relating to Fab 2 (cont.)

(6)

Facility Agreement (cont.)
September 2006 Amendment (cont.)

capital notes or convertible debentures) that equals half of the Decreased Amount
divided by the Fourth Quarter2010 Price. If during the period ending December 31,
2010, the Banks sell a portion of the capital notes or shares issuable upon the
conversion of the capital notes described in (i) above, at a price per share in excess of
$3.49, then the consideration payable for the interest rate reduction will be reduced
proportionately. The amounts payable in securities of the Company may be payable in
cash under certain circumstances and the Decreased Amount may be reduced in the
event the Company prepays any part of the outstanding loans; (iii) the commencement
date for the repayment of the outstanding loans, which following the conversion are
approximately $369,000, was postponed from July 2007 to September 2009, such that
the outstanding loans shall be repaid in 12 quarterly installments between September
2009 and June 2012, for further details see Note 8; (iv) the exercise periods of the
warrants held by the Banks immediately prior to the signing of the September 2006
amendment, were extended such that they are exercisable until five years from the
closing of the September 2006 amendment, for further details see Note 12B(5)(a) ; and
(v) the financial ratios and covenants that the Company is to satisfy were revised to be
inline with the Company’s May 2006 working plan.

The Company accounted for the September 2006 amendment in accordance with
provisions set forth in IAS 39 Financial Instruments; Recognition and Measurement
Generally Accepted Accounting Standardsin Israel are silent in regards to the
accounting for debt modification. In addition, diversity in practice was observed across
companies such that no one approach has been consistently applied to create practice in
Israel for the accounting for debt modification. In light of the lack of guidance and
considering that the Company has not previously accounted for debt modification in the
past the Company decided to apply the guidance in IAS 39 regarding debt modification
mainly for the following reasons: (i) Israeli GAAP requires that when thereis no
standard in Israel and no practice has evolved IFRS has to be applied, (ii) the Israeli
Accounting Standards Board decided to adopt in full the IFRS starting in fiscal year
2008 with early adoption recommended, and the |srael Securities Authority (“1SA”")
decided that, commencing from the second quarter of 2007, Notes to financial
statements shall state the IFRS financial effect on such financial statements, (iii)
Standard No. 22, which isbased on I1AS 32 Financial Instruments: Disclosure and
Presentation, refers preparers of financial statementsto the guidancein IAS 39 for the
purposes of recognition and measurement of financial instruments (including
measurement of debt modification), (iv) the adoption of IAS 39 does not create
inconsistencies with prior periods and (v) recently adopted Israeli standards are all
based on IFRS.
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NOTE 11 - COMMITMENTSAND CONTINGENCIES (cont.)
A. Commitmentsand Contingencies Relating to Fab 2 (cont.)
(6) Facility Agreement (cont.)
September 2006 Amendment (cont.)

Under IAS 39, the Company accounted for the debt modification under the September
2006 amendment as follows:

1 The amount considered settled for shares and classified to equity is based
on the per share price as quoted at the closing date; such amount totaled to
$76,401.

2. The remaining balance, totaling $435,209, is considered to be substantially

modified and thus treated as debt extinguishment of the outstanding debt

and the incurrence of a new debt.

The debt incurred isinitially recognized at fair value, totaling $355,138.

4. The difference between the fair value of the debt incurred and the
outstanding debt (exclusive of the amount used as proceeds for the share
issuance in 1 above), totaling $80,071, is recognized in the consolidated
statement of operations as again on debt restructuring in the current
period.

w

As described above the Banks will be issued such humber of shares (or equity
equivalent capital notes or convertible debentures) that equals the Decreased Amount
divided by the Fourth Quarter 2010 Price. If during the second half of 2010, the closing
price of Company's Ordinary Shares on every trading day during this period exceeds
$3.49, then the Banks will only be granted such number of shares that equals half of the
Decreased Amount divided by the Fourth Quarter 2010 Price. The Company accounted
for its obligation to issue shares initially, as an additional interest expense and adjusted
the effective interest rate on the debt to the Banks. The Company will evaluate and, if
required, adjust the effective interest rate based on the per share price at the end of each
reporting period. As of the balance sheet date no such adjustment was required.

See Note 19I for the accounting of the debt modification and the accounting of the
Decreased Amount in accordance with U.S. GAAP
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NOTE 11 - COMMITMENTSAND CONTINGENCIES (cont.)
A. Commitmentsand Contingencies Relating to Fab 2 (cont.)
(6) Facility Agreement (cont.)

TIC s Undertaking - In connection with the November 2003 amendment to the Facility
Agreement, TIC undertook to the Banksto exercise al of therightsit received in a
rights offering through June 2006. In addition, as part of TIC’s undertaking, it agreed to
purchase from the Company additional securitiesin a private placement on the same
terms as the rights offering, in an amount equal to 50/93 of the difference between the
amount the Company was to raise in the rights offering and the amount raised from
shareholders other than TIC, less any amounts actually invested in the rights offering by
TIC in connection with the exercise of its own rights. The July 2005 amendment
provided that TIC's undertaking shall be extended from June 30, 2006 to December 31,
2006; (ii) such undertaking will be deemed to have been fulfilled if TIC invests at |east
$14,000 in the context of arights offering. This undertaking was fulfilled following
TIC’ s $20,000 investment in the Company in the context of the 2005 rights offering
(see Note 121).

For details regarding 58,906 warrants issued to TIC in connection with its undertaking
described above, see Note 12B(5)(b).

The Company has agreed to indemnify TIC for any liabilitiesit incurs with respect to
these arrangements, up to a maximum of $100,000 as follows: up to $25,000 in cash
and any amount exceeding such $25,000 limit will earn interest at LIBOR plus 2.5%
and will be paid on the same terms that the Company repays its loans to the Banks. As
of the balance sheet date, no such indemnification has been required.

Warrants I ssued to the Banks - For details regarding 9,161,060 outstanding warrants
granted to the Banks in connection with the Facility Agreement, see Note 12B(5)(a).

Compliance with Financial Ratios and Covenants - As of the balance sheet date, the
Company was in full compliance with all of the financial ratios and covenants under the
amended Facility Agreement According to the Facility Agreement, satisfying the
financial ratios and covenantsis a material provision. The amended Facility Agreement
providesthat if, as aresult of any default, the Banks were to accel erate the Company’s
obligations, the Company would be obligated, among other matters, to immediately
repay al loans made by the Banks (which as of the balance sheet date amounted to
approximately $369,000) plus penalties, and the Banks would be entitled to exercise the
remedies available to them under the Facility Agreement, including enforcement of their
liens against all of the Company’s assets.
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NOTE 11 - COMMITMENTSAND CONTINGENCIES (cont.)
A. Commitmentsand Contingencies Relating to Fab 2 (cont.)
(6) Facility Agreement (cont.)

Liens- Under the Facility Agreement, the Company agreed to register liensin favor of
the Banks on substantially all its present and future assets. If, as aresult of any default
under the Facility Agreement, the Banks were to accel erate the Company’ s obligations,
the Company would be obligated to immediately repay all loans made by the Banks
(which as of the approval date of the financial statements amounted to approximately
$369,000), plus pendlties, and the Banks would be entitled to exercise the remedies
available to them under the Facility Agreement, including enforcement of the liens
against the Company’ s assets.

Offeror by the Banks - If one or more certain bankruptcy related events occur, the
Banks are entitled to bring afirm offer made by a potential investor to purchase the
Company’s Ordinary Shares (“the Offer”) at a price provided in the Offer. In such case,
the Company shall be required thereafter to procure a rights offering to invest up to 60%
of the amount of the Offer on the same terms. If the Offer is conditioned on the offeror
purchasing a mgjority of the Company’s outstanding share capital, the rights offering
will be limited to allow for this, unless TIC and the primary Wafer Partners agree to
exercise in arights offering rights applicable to their shareholdings and agree to
purchase in a private placement enough shares to ensure that the full amount of the
Offer isinvested.

(7) Fab 2 Construction Agreement

In August 2000, the Company entered into afixed price turn-key agreement with a
contractor for the design and construction of Fab 2 in consideration of approximately
$200,000 subject to the satisfaction of certain performance milestones stipulated in the
agreement. As of December 31, 2006, the Company has paid approximately all the
amounts payable to the contractor.
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NOTE 11 - COMMITMENTSAND CONTINGENCIES (cont.)

A. Commitmentsand Contingencies Relating to Fab 2 (cont.)

(8)

9)

Approved Enterprise Status

In December 2000, the Investment Center approved an investment program in
connection with Fab 2 for expansion of the Company’s plant. The approval certificate
for the program provided for a benefit track entitling the Company to investment grants
at arate of 20% of qualified investments of up to $1,250,000, or an aggregate of up to
$250,000, of which as of the balance sheet date, an aggregate of $163,362 has been
received from the Investment Center. Under the terms of the program, investmentsin
respect of Fab 2 were to be completed by December 31, 2005, five years from the date
the approval certificate was obtained. Due to the later than planned construction of Fab
2, market conditions and slower than planned ramp-up, the Company completed
approximately 72% of the investments under the approved enterprise program. The
Company has been holding discussions with the Investment Center to achieve
satisfactory arrangements to approve a new expansion program commencing as of
January 1, 2006. As of the approval date of the financial statements, the Company’s
management cannot estimate when, if at all, the Company will receive approval of its
reguest for a new expansion program.

Any failure by the Company to meet the conditions of the 2000 approval certificate may
result in the cancellation of all or a portion of the grants to be received and tax benefits
and in the Investment Center requiring the Company to repay all or a portion of grants
aready received. Under Israeli law, the Company’ s non-completion of investmentsin
an amount of $1,250,000 by December 31, 2005 may permit the Investment Center to
require the Company to repay all or a portion of grants already received. Management
believesthat it isimprobable that the Investment Center would demand the Company to
repay al or a portion of grants already received, or deny investment grants receivable as
of December 31, 2005, due to its non-completion of investments in the amount of
$1,250,000 by December 31, 2005 - see also Note 16A.

Agreement with thelLA

In November 2000, the Company entered into a development agreement with the Israel
Land Administration (“ILA”) with respect to a parcel of land on which Fab 2 was
constructed. Following the completion of the construction of Fab 2 on the land, in June
2003, the Company entered into along-term lease agreement with the ILA for aperiod
ending in 2049. The lease payments through 2049 relating to this lease have been paid
in advance.
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NOTE 11 - COMMITMENTSAND CONTINGENCIES (cont.)
A. Commitmentsand Contingencies Relating to Fab 2 (cont.)
(10) Hedging Activities
For hedging transactions and agreements of the Company, see Note 18C.
(11) Other Agreements

Through December 31, 2006, the Company had entered into several additional
agreements related mainly to the construction, equipping and transfer of technology for
Fab 2. The Company’ s aggregate commitment in connection with these agreements
which were not supplied or rendered as of such date amounted to approximately
$20,000.

B. License Agreements

(D)  InJune 2000, the Company entered into a cross license agreement with amajor
technology company. According to the agreement, each party acquired a non-exclusive
license to certain of the other’ s patents. The Company agreed to pay an annual royalty
through July 2005. In July 2006, the Company extended its cross license agreement
with the mgjor technology company until December 2010. According to terms of the
new agreement, each party acquired a non-exclusive license to certain of the other’s
patents, and the Company agreed to pay an annual royalty through 2010.

(2) InMay 2002, the Company entered into a joint development and royalty-free, non-
exclusive cross-license agreement with a Japanese semiconductor manufacturer
corporation, for the joint development of certain technology to be used by the Company
inits Fab 2 and by the Japanese manufacturer in its facilities. In April 2005, the
Japanese semiconductor manufacturer corporation elected, and the Company agreed, to
cease the joint development of certain technology and to terminate the agreement.
However, the license rights granted to the parties continue pursuant to the terms of the
May 2002 agreement. According to the terms of the termination agreement, the
Japanese manufacturer paid the Company an amount of $2,500 in 2005. In addition,
each party expressly released the other party from any obligations or liabilities of any
nature in connection with the original agreement. Revenues for 2005 and 2004 include
$8,000 and $1,944, respectively, in relation to this agreement.
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NOTE 11 - COMMITMENTSAND CONTINGENCIES (cont.)
B. License Agreements(cont.)

(3 In October 1997 the Company and Saifun Semiconductors Ltd (“ Saifun™) entered into
an agreement for certain exclusive semiconductor manufacturing rights on certain
licensed technology. The agreement set certain limitations on Saifun regarding future
licensing of such technology. Pursuant to certain provisions of the agreement, the
Company and Saifun were obligated to pay each other royalties. The agreement was
terminated in 2006, with the signing of a new agreement, according to which, among
other things, Saifun extended the term of the license granted to the Company for certain
licensed technology. Pursuant to certain provisions of the agreement, the Company and
Saifun are abligated to pay each other royalties.

(4) The Company from time to time entersinto intellectual property and licensing
agreements with third parties. The effect of each of them on the Company’ stotal assets
and results of operationsisimmaterial. Certain of these agreements call for royaltiesto
be paid by the Company to these third parties. See also Note 10A.

C. L eases

(1) The Company’s offices and engineering and manufacturing operations are located in a
building complex situated in an industrial park in Migdal Ha emek, in the northern part
of Israel. These premises are currently occupied under along-term lease from the I srael
Lands Authority, which expiresin 2032. The Company has no obligation for lease
payments related to this lease through the year 2032.

(2)  With respect to along-term lease agreement of land on which Fab 2 was constructed,
see paragraph A(9) above.

(3 The Company occupies certain other premises under various operating leases. The
obligations under such leases were not material as of December 31, 2006.

D. Other Principal Agreements
(1) The Company, from timeto time in the ordinary course of business, enters into long-

term agreements with various entities for the joint development of products and
processes utilizing technologies owned by both the other entities and the Company.
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NOTE 11 - COMMITMENTSAND CONTINGENCIES (cont.)
D. Other Principal Agreements(cont.)

(2)  Siliconix - In May 2004, the Company and chip maker Siliconix incorporated
(“Siliconix™), awholly-owned subsidiary of Vishay Intertechnology Inc., entered into a
definitive long-term foundry agreement for semiconductor manufacturing. Pursuant to
the agreement, Siliconix will place with the Company orders valued at approximately
$200,000 for the purchase of wafers to be manufactured in the Company’s Fab 1 over a
seven to ten year period. Approximately $53,000 of that amount will be delivered over
an initial three-year period commencing the second quarter of 2005 (the date on which
the transfer of Siliconix’stechnology to Fab 1 was completed). According to the
agreement, in August 2004 Siliconix advanced the Company $20,000 to be used
primarily for the purchase of additional equipment required to satisfy Siliconix’s orders.
The advanced amount is credited towards the purchase price of wafers. The unused
remaining balance of the $20,000 ($9,631 as of December 31, 2005, none as of
December 31, 2006) was included as of December 31, 2005 in designated cash and
short-term interest-bearing deposits in the balance sheet. The Company registered liens
in favor of Siliconix on the bank account in which the $20,000 was deposited and over
the equipment purchased in connection with the transaction.

(3 SanDisk Corporation - In August 2006, the Company signed an agreement with
SanDisk Corporation (* SanDisk”), one of its wafer partners, to invest in the expansion
of its 0.13 micron manufacturing capacity. SanDisk committed to purchase, upon such
expansion, volume guantities of 0.13 micron wafers during 2007 and 2008 and will
have aright of first refusal on the use of this extra capacity in 2009. The Company and
SanDisk also signed a Loan Agreement under which the Company was entitled to
borrow funds not to exceed, in the aggregate, the principal amount of approximately
$10,000 from SanDisk for the purpose of financing the purchase of the equipment
needed for said expansion. The loan will be repaid with interest on the amounts
outstanding at any time under the loan at LIBOR plus 1.1% over eight consecutive
guarters. Pursuant to the agreement, in order to secure the repayment of the loan,
SanDisk has been granted afirst ranking charge on the equipment purchased therewith.
As of the balance sheet date the entire approximately $10,000 loan was received.

E. Environmental Affairs

The Company’ s operations are subject to a variety of laws and governmental regulationsin
Israel relating to the use, discharge and disposal of toxic or otherwise hazardous materials used
in the production processes. Operating permits and licenses are required for the operations of
the Company’ s facilities and these permits and licenses are subject to revocation, modification
and renewal . Government authorities have the power to enforce compliance with these
regulations, permits and licenses. As of the approval date of the financial statements, the
Company was in compliance with the terms of the permits and licenses.
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NOTE 11 - COMMITMENTSAND CONTINGENCIES (cont.)

F.

Class Action

In June 2006, the United States Court of Appeals for the Second Circuit affirmed the August
2004 decision of the United States District Court for the Southern District of New Y ork to
dismiss the class action suit filed in July 2003 against the Company and certain of its directors,
Wafer Partners and Equity Investors (the “ Defendants’). The plaintiffs had asserted claims
arising under the Securities Exchange Act of 1934, alleging misstatements and omissions
made by the Defendants in materials sent to the Company’ s shareholdersin April 2002 with
respect to the approval of an amendment to the Company’ sinvestment agreements with its
Fab 2 investors. The District Court accepted the motion to dismiss filed on behalf of the
defendants and noted that the Company’ s status as aforeign private issuer exempts the
Company, its directors and controlling shareholders, from liability under the proxy rules of
Section 14(a) of the Securities Exchange Act.

Amendment to I sraeli Banking Regulations

Pursuant to an amendment to a directive published by the Israel Supervisor of Banks, effective
March 31, 2004, the Company may be deemed part of a group of borrowers comprised of the
Ofer Brothers Group, TIC, and other companies which are also included in such group of
borrowers pursuant to the directive, including companies under the control or deemed control
of these entities. The directive provides for limits on amounts that banks may lend to
borrowers or groups of borrowers. Should the Company’ s Banks exceed these limitations,
they may limit the Company’ s ability to borrow other money in the future and may require the
Company to return some or all of the outstanding borrowings (which were approximately
$369,000 as of the approval date of the financial statements). As of the approval date of the
financial statements, the Company had received no such request.

Other Commitments

Receipt of certain research and development grants from the government of Isragl is subject to
various conditions. In the event the Company fails to comply with such conditions, the
Company may be required to repay all or a portion of the grants received. In management’s
opinion, the Company has been in full compliance with the conditions through December 31,
2006. In regard to investment center grants see Note 11A(8).
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NOTE 12 - SHAREHOLDERS EQUITY

A.

Description of Ordinary Shares

As of December 31, 2006 and 2005, the Company had 800,000,000 and 500,000,000
authorized Ordinary Shares, respectively, par value NIS 1.00 each, of which 100,752,767 and
66,932,056, respectively, were issued and outstanding (net of 1,300,000 Ordinary Shares held
by the Company as of such dates). As of the balance sheet date, there were 214,920,136
Ordinary Shares of the Company contingently issuable. This amount includes Ordinary Shares
to be issued under various agreements according to their provisions related certain Wafer
Partners, see Note 11A(3), Equity Investor warrants, see B(5)(b) below the exercise of
outstanding warrants, see Jand K below, or options granted to employees and non-empl oyees,
see B(1) below, the conversion of all outstanding convertible debentures, see Note 9 above
and the exercise of all capital notes, see C below. Holders of Ordinary Shares are entitled to
participate equally in the payment of cash dividends and bonus share (stock dividend)
distributions and, in the event of the liquidation of the Company, in the distribution of assets
after satisfaction of liabilities to creditors. Each ordinary share is entitled to one vote on all
matters to be voted on by shareholders.

Share Option Plans

(1) Employee, Chairman of the Board of Directors, Chief Executive Officer and
Director Share Options

(&) General - The Company has granted to its employees options to purchase its
Ordinary Shares under several option plans adopted by the Company since 1995.
The particular provisions of each plan and grant vary asto vesting period,
exercise price, exercise period and other terms. Generally, the options are granted
at an exercise price which equals the market value of the Ordinary Shares at the
date of grant; vest over athree to four-year period according to various vesting
schedules; and are not exercisable beyond ten years from the grant date.

(b)  Optionsto the new Chairman of the Company' s Board of Directors- In
December 2006, the Audit Committee and Board of Directors of the Company
approved the appointment of a new Chairman to the Board of Directors of the
Company and approved to grant him options to purchase 3,158,090 Ordinary
Shares of the Company, which constituted one per cent (1.0%) of the Company’s
issued and outstanding share capital on afully diluted basis as of December 20,
2006, the date the Board of Directors approved the grant. The exercise priceis
$1.88, which was the closing price of the Company’s Ordinary Shares on the
NASDAQ Global Market on the trading day immediately prior to the date of
approval of the grant by the Shareholders of the Company. The options shall vest
over 4 years as follows. 25% will vest on the 12 month anniversary of the
shareholders approval date and 6.25% will vest on each 3 month anniversary of
the first vesting date until fully vested. The options grant to the new chairman of
the Board of Directors was approved by the Shareholders of the Company in
January 2007. As of December 31, 2006, no compensation expense was incurred
by the Company in connection with the option grant.
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NOTE 12 - SHAREHOLDERS EQUITY (cont.)

B. ShareOption Plans

(1) Employee, Chairman of the Board of Directors, Chief Executive Officer and
Director Share Options (cont.)

(©

Options to the Company’s Chief Executive Officer and Director - In April 2005,
the Company’ s Board of Directors approved the grant of options to purchase up
to 1,325,724 Ordinary Shares to the Company’s Chief Executive

Officer ("CEQ"), who also serves as a director, which was further approved by
the Company’ s shareholdersin October 2005. These options are exercisable at an
exercise price of $1.56, which was the closing market price of the Company’s
shares on the last trading day prior to the board approval of the grant. These
options will vest over afour-year period, with 25% vesting over each year of
employment. The options granted are exercisable for a period of ten years from
the date of grant.

In May 2006, the Company’s Audit Committee and Board of Directors approved
the grant of options to the CEO, in addition to the options granted to him in 2005,
such that in total, the CEO will hold options to purchase shares that represent 4%
of the Company’ s shares on afully diluted basis during the two-year period from
the approval of the Audit Committee. The exercise price of theinitial grant of the
additional options was $1.45, the 90-day average closing price of the Company’s
shares prior to the Board of Directors' approval. In future dilutive events
following May 2006, additional optionswill be granted to the CEO with an
exercise price equal to the price per share of the newly issued securities. Under
certain circumstances, the exercise price will equal the 30-day average closing
price of the Company’s shares prior to the dilutive event. The additional options
granted during the two-year period, will vest in equal amounts over 4 years of
employment commencing from May 2006. Any decrease in the Company’s
shares on afully diluted basis during the two-year period from the approval of the
Audit Committee will be followed by the cancellation of the corresponding
options granted to the CEO. The options will be exercisable for a period of 10
years from the date of grant. No additional options will be granted under the
CEOQO’s 2005 option arrangement, which was approved by the Company’s
shareholdersin October 2005. The new grant of options and its terms were
approved by the Company’ s shareholders in September 2006. As of the balance
sheet date, atotal of 12,714,657 options were outstanding to the CEO. The cost
of the total options granted to the CEO was determined based on the fair value at
the grant dates in accordance with Standard No. 24 and amounted to $10,309.
Such amount is expensed on an accel erated basis over the vesting periods of the
options.
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NOTE 12 - SHAREHOLDERS EQUITY (cont.)

B. ShareOption Plans (cont.)

(1) Employee, Chairman of the Board of Directors, Chief Executive Officer and
Director Share Options (cont.)

(d)

()

Employee Options - In May 2006, the Company’ s board of directors approved a
plan to offer each of the Company's employees the opportunity to exchange their
existing options to purchase Ordinary Shares for new options with an exercise
price of $1.45, which is the average closing price of the Company's shares on the
NASDAQ during the 90 consecutive trading days prior to the board of directors
approval. Accordingly 4,299,250 options were exchanged. The new options were
granted based on terms similar to the existing employee option plan with new
vesting periods, starting May 2006. The cost of the new options was determined
based on the fair value at the grant dates in accordance with Standard No. 24 and
amounted to $1,726. Such amount is amortized as an expense on an accelerated
basis over the vesting periods of the new options.

The Board of Directors further approved that if the total number of employee
options, including the options to the CEO, during the two-year period from May
2006 will represent less than 8% of the Company’ s shares on afully diluted basis,
additional options will be allocated for grants to the Company’ s employees. As of
the balance sheet date, approximately 2,195,000 options are reserved for future
grant of options to employees.

Options Granted to Directors - During 2001, the Audit Committee, the Board of
Directors of the Company and the sharehol ders of the Company approved a stock
option plan pursuant to which certain of the Company’s directors will be granted
options to purchase up to 400,000 Ordinary Shares of the Company (40,000 to
each eligible director appointed to the Board of Directors) at an exercise price
equal to the market price of the Company’s shares on the grant dates. In
accordance with this option plan, 40,000 options were granted in 2006 to one
director who was appointed in 2006 at exercise prices of $1.47, which equals the
market price of the Company’s shares on the grant date. As of both December 31,
2006 and December 31, 2005, 280,000 options were outstanding under the plan
with aweighted average exercise price of $4.33 and $5.39, respectively.

Options granted under the plan vest over afour-year period according to various
vesting schedules, and generally may not be exercised beyond five years from the
date they first become exercisable. So long as the Independent Directors Option
Plan described below remainsin effect, no new independent director, following
January 2007, will be entitled to receive options under the 2001 director options
plan.
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NOTE 12 - SHAREHOLDERS EQUITY (cont.)

B. ShareOption Plans (cont.)

(1) Employee, Chairman of the Board of Directors, Chief Executive Officer and
Director Share Options (cont.)

(€)

(f)

Options Granted to Directors (cont.)

In addition, during 2000 and 2001, the Audit Committee, the Board of Directors
of the Company and the shareholders of the Company approved the grant to a
director of the Company options to purchase up to 50,000 and 21,500 Ordinary
Shares, respectively, of the Company at an exercise price of $20.00 and $10.75,
respectively, per share, the market price of the Company’s shares on the dates of
grant. The options were exercisable for a period of three years from the date on
which they have become vested. As of December 31, 2006, all the options
expired.

I ndependent Directors Option Plan - In November 2006, the Company’ s Board
of Directors approved, following the approval by the Audit Committee, the grant
to each independent director options to purchase Ordinary Shares (“Initial
Options’) that shall equal 150,000 less the number of options to purchase
Ordinary Shares held by such independent director as of January 31, 2007, the
date the shareholders approved the grant (the “Initial Grant Date”) and which, as
of the Initial Grant Date, have not vested. The Initial Options shall vest over 3
years, one third will vest on the 12 month anniversary of the Initial Grant Date,
and thereafter, the remaining two thirds will vest on a monthly basis until fully
vested. The exercise price per Initial Option is $1.88, which was the closing price
of the Company’s Ordinary Shares on the NASDAQ on the trading day
immediately prior to the Initial Grant Date. As of December 31, 2006 no
compensation expense was incurred by the Company.

Each new independent director appointed after the Initial Grant Date shall be
granted 150,000 options to purchase Ordinary Shares (* Subsequent Options”),
which, shall vest over 3 years, one third on the 12 month anniversary of the date
on which such independent director shall have served on the Board of Directors
of the Company, the remaining two thirds will vest on amonthly basis until fully
vested. The exercise price per Subsequent Option shall be the closing price of the
Company’ s Ordinary Shares on the NASDAQ on the trading day immediately
prior to the relevant date of appointment.

Upon each 36 month anniversary of aprevious grant of options to an independent
director (each a“Tenure Grant Date”), each such independent director shall be
granted an additional 150,000 options to purchase Ordinary Shares (“Tenure
Options’), which will vest over 3 years on amonthly basis until fully vested. The
exercise price per Tenure Option shall be the closing price of the Company’s
Ordinary Shares on the NASDAQ on the trading day immediately prior to the
relevant Tenure Grant Date.
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NOTE 12 - SHAREHOLDERS EQUITY (cont.)

B. ShareOption Plans (cont.)

(1) Employee, Chairman of the Board of Directors, Chief Executive Officer and
Director Share Options (cont.)

(f)

(9)

I ndependent Directors Option Plan (cont.)

Subject to certain conditions, the Initial Options, Subsequent Options and Tenure
Options that have vested shall be exercisable by an Independent Director for a
period of ten years following the date on which the Initial Options, Subsequent
Options or Tenure Options, as the case may be, first vested.

So long as this option plan remains in effect, no future grants will be made to
independent directors under the plan described in (1)(e) above.

The independent directors' option plan was approved by the shareholders of the
Company in January 2007.

Expiration of Options Granted to the Company’s Former Chairman of the
Board of Directors and Chief Executive Officer - In March 2003, the Board of
Directors of the Company approved a share option plan, which was approved by
the Company’ s shareholders in May 2003, pursuant to which the Company’s
former Chairman of the Board of Directors and CEO was granted options to
purchase up to 1,043,000 Ordinary Shares of the Company at an exercise price of
$2.98, the average closing trading price for the Company’s Ordinary Shares
during the 30 consecutive trading days preceding the date of board approval of an
amendment to the Fab 2 investment agreements. Due to hisresignation in May
2005, 625,800 options granted to him were fully forfeited and 417,200 options
were exercisable until May 2006. None were exercised.
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SHAREHOLDERS EQUITY (cont.)

B. ShareOption Plans (cont.)

)

Outstanding as of
beginning of year
Granted
Exercised
Terminated
Forfeited
Outstanding as of
end of year

Options
exercisable as of
end of year

Summary of the Status of all the Company’s Employee and Director Share
Options

A summary of the status of all the Company’s employee and director share option plans
as of December 31, 2006, 2005 and 2004, as well as changes during each of the years
then ended, is presented below (for options granted to the Banks, arelated party and a
consultant, see B(5) below):

2006 2005 2004
Weighted Weighted Weighted
Number average Number average Number average
of share exercise of share exercise of share exercise
options price options price options price

13,011,575 $ 419 10,212,920 $ 571 6,842,442 $ 793

17,414,268 1.52 5,000,224 1.54 4,364,954 2.69
(7,250) 1.58 - (95,250) 7.00
(132,176) 10.95 (77,214) 12.45 -
(6,772,375) 523 (2,124,355 4.99 (899,226) 7.89
23,514,042 187 13,011,575 419 10,212,920 5.71

2,849,132 $ 425 4,602,447 $ 7.77 3,010,870 $ 10.78
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(3 Summary of Information about Employee Share Options Outstanding

The following table summarizes information about employee share options outstanding
as of December 31, 2006:

Exercisable as of

Outstanding as of December 31, 2006 December 31, 2006

Weighted
Range of average Weighted Weighted
exercise Number remaining average Number average
prices outstanding contractual life exercise exercisable exercise price
price
(inyears)

$1.00-1.99 20,741,671 9.19 $1.50 1,066,253 $ 153

2.00-2.99 1,427,683 8.56 2.19 562,781 2.22

3.00-3.99 265,013 7.57 3.26 173,690 3.25

4.42-4.92 114,551 6.50 4.45 87,784 4.45

5.00-5.96 27,000 6.44 5.06 20,750 5.08

6.00-6.99 80,050 3.67 6.05 79,800 6.05

7.00-7.99 505,000 0.25 7.00 505,000 7.00

8.00-8.99 90,918 155 8.78 90,918 8.78
10.00-10.89 33,806 4.07 10.42 33,806 10.42
11.81-11.81 200,000 441 11.81 200,000 11.81
14.25-17.19 3,000 381 16.50 3,000 16.50
18.75-18.75 5,000 3.26 18.75 5,000 18.75
20.00-15.00 20,350 3.40 24.65 20,350 24.65

23,514,042

2,849,132

(4) Weighted Average Grant-Date Fair Value of Options Granted to Employees

The weighted average grant-date fair value of the options granted during 2006, 2005
and 2004 to employees and directors amounted to $0.81, $0.83 and $1.53 per option,
respectively. The Company utilized the Binomial lattice model in 2006 and the Black-
Scholes option-pricing model in 2005 and 2004. The Company estimated the fair value,
utilizing the following assumptions for the years 2006, 2005 and 2004 (all in weighted

averages):
2006 2005 2004
Risk-free interest rate 4.44%-4.81% 3.69%-4.34% 2.84%-3.88%
Expected life of options 10 years 4.49 years 4.5 years

Expected annual volatility 65%-67% 54%-69% 65%-82%
Expected dividend yield None None None
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NOTE 12 - SHAREHOLDERS EQUITY (cont.)

B. ShareOption Plans (cont.)

(5) Non-Employee Warrants

(@

Banks Warrants - As of December 31, 2006, the Company granted the Banks an
aggregate of 9,561,060 warrants to purchase Ordinary Shares of the Company, at
terms described below, of which 9,161,060 (4,580,530 each) were outstanding
and exercisable as of the approval date of the financial statements, at a weighted
average exercise price of $1.70 per share

Warrants I ssued in January 2001 - In January 2001, as part of the Facility
Agreement described in Note 11A(6), the Banks received an aggregate of
400,000 warrants to purchase Ordinary Shares of the Company (200,000 each) at
an exercise price, as amended in December 2001, of $6.20 per share. The
warrants expired in January 2006.

The cost of the warrants issued to the Banks, determined based on the fair value
at the grant and amendment dates in accordance with SFAS 123, amounted to a
total of $5,466. Such amount was amortized as deferred financing charges over

the terms of the loans under the Facility Agreement.

Warrants I ssued in December 2003 - In December 2003, as part of an
amendment to the Facility Agreement, the Banks received an aggregate of
896,596 warrants to purchase Ordinary Shares of the Company (448,298 each) at
an exercise price of $6.17 per share, the 15 day average closing price of the
Company’s Ordinary Shares prior to the date the amendment with the Banks was
signed. All the warrants are exercisable. The warrants were exercisable for afive-
year period ending December 2008. Under the terms of the September 2006
amendment, the exercise period of the warrants was extended to five years from
the closing of the September 2006 amendment, to September 2011.

The cost of the warrants issued to the Banks, determined based on the fair value
at the grant and amendment dates in accordance with SFAS 123, amounted to a
total of $4,168. Such amount was amortized as deferred financing charges over

the terms of the loans under the Facility Agreement.
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NOTE 12 - SHAREHOLDERS EQUITY (cont.)

B. ShareOption Plans (cont.)

(55 Non-Employee Warrants (cont.)

(a) Banks Warrants (cont.)

(b)

Warrants I ssued in July 2005 - In connection with the July 2005 amendment to
the Facility Agreement detailed in Note 11A(6) above, the Company issued
warrants to the Banks exercisable into an aggregate of 8,264,464 Ordinary Shares
of the Company (4,132,232 each), with an exercise price of $1.21. One-half, of
the warrants was exercisable for five years ending in August 2010, and one-half
of the warrants was to be exercisable for five years from the date on which the
Company and the Banks will agree to reschedule the loan repayment dates. Under
the terms of the September 2006 amendment, the exercise period of al of the July
2005 warrants was extended to five years from the closing of the September 2006
amendment, to September 2011.

The cost of the 8,264,464 warrants, determined based on the fair value at the
grant and amendment dates in accordance with SFAS 123, amounted to atotal of
$6,718. Such amount was amortized as deferred financing charges over the term
of the loans under the Facility Agreement.

In lieu of paying the exercise price in cash, the Banks are entitled to exercise al
their warrants on a“ cashless’ basis, i.e. by forfeiting part of the warrantsin
exchange for Ordinary Shares equal to the aggregate fair market value of the
shares underlying the warrants forfeited less the aggregate exercise price.

Warrants Granted to a Related Party - In consideration for TIC's undertaking
described in Note 11A(6), the Company issued TIC warrants for the purchase of
58,906 of the Company’s Ordinary Shares. The exercise price for the warrantsis
$6.17 per share, the 15-day average closing price of the Company’s Ordinary
Shares prior to the date the November 2003 amendment with the Banks described
in Note 11A(6) was signed. All the warrants are fully vested and none of them
was exercised. The warrants are exercisable for afive-year period ending
December 2008.

The cost of the warrants award granted to TIC, determined based on the fair value
at the grant date in accordance with SFAS 123, amounted to atotal of $259. Such
amount was allocated to other assets as deferred financing charges and was
amortized as financing expense over the terms of the loans under the Facility
Agreement with the Banks.
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NOTE 12 - SHAREHOLDERS EQUITY (cont.)
B. ShareOption Plans (cont.)
(6) ProFormalLlossPer Share Accordingto SFAS 123 and SFAS 148
Had compensation cost for the Company’ s share option plans been determined based on
thefair value at the grant dates for all awards made through December 31, 2005 in

accordance with SFAS 123, as amended by SFAS 148, the Company’s pro formaloss
per share would have been as follows:

For the year ended
December 31,

Pro formaloss 2005 2004
Loss for the year, as reported $(203,082) $(137,768)
Less - stock-based compensation
determined under APB 25 - --
Add - stock-based compensation
determined under SFAS 123 (4.229) (3,980)
Pro formaloss $(207,311) $(141,748)
Basic loss per share
As reported $ (3.06) $ (213)
Pro forma $ (312 $ (219

C. Capital Notes
(1) Banks Capital Notes

As part of the September 2006 Amendment to the Facility Agreement, $158,000,
representing approximately 30% of the outstanding debt under the Facility Agreement,
was converted into capital notes of the Company, convertible into 51,973,684 of the
Company's Ordinary Shares, representing twice the average closing price per share
during the ten days prior to signing the MOU. For additional information regarding the
capital notes to the Banks see Note 11A(6).

(2) TIC'sCapital Notes

Contemporaneous with the closing of the September 2006 Amendment and as part of
the Securities Purchase Agreement between the Company and TIC, the Company issued
TIC in consideration of its $100,000 investment, capital notes convertible into
65,789,474 of the Company’s Ordinary Shares, at a price per share of $1.52 (which
equals the average closing price during the 10 consecutive trading days prior to signing
the MOU). For additional information regarding the capital notesto TIC see Note
11A(6).
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NOTE 12 - SHAREHOLDERS EQUITY (cont.)

D.

Treasury Stock

During 1998, the Board of Directors of the Company authorized, subject to certain conditions,
the purchase of up to 1,400,000 Ordinary Shares of the Company to facilitate the exercise of
employee stock options under the Company’ s share option plans. During 1999 and 1998, the
Company funded the purchase by atrustee of 142,500 and 1,157,500, respectively, of the
Company’s Ordinary Shares.

Dividend Distributions

According to the Facility Agreement, as amended (see Note 11A(6)), the Company undertook
not to distribute any dividends prior to the date that all amounts payable under the Facility
Agreement have been paid in full.

Sale of Securities - January 2002

In January 2002, the Company issued on the Tel Aviv Stock Exchange, NIS 110,579,800
principal amount of convertible debentures, under terms described in Note 9B. Together with
the convertible debentures the Company issued for no consideration an aggregate of 552,899
options and 2,211,596 Options (Series 1). As of the date of the financia statements, all said
options expired and none were exercised.

Thetotal initial proceeds raised were $23,200, and costs related to the issuance of the
securities and the prospectus were approximately $1,750. See Note 19F for the presentation
and the accounting treatment of the sale of these securities under U.S. GAAP.

Rights Offering - October 2002

In October 2002, the Company issued in connection with a rights offering done on the
NASDAQ and on the Tel-Aviv Stock Exchange 4,097,964 Ordinary Shares of the Company
and 1,844,070 warrants to purchase Ordinary Shares of the Company, in consideration for
aggregate gross proceeds of $20,490. Of these amounts, 4,086,037 Ordinary Shares and
1,838,715 warrants were issued to Wafer Partners and Equity Investorsin consideration for an
aggregate of $20,430. Each warrant was exercisable for the purchase of one Ordinary Share at
an exercise price of $7.50 for a period ending on October 31, 2006. None of the warrants were
exercised. Costsin relation to the prospectus and the issuance of the securities were
approximately $800.

Public Offering - January 2004

In January 2004, the Company completed a public offering of its Ordinary Sharesin the U.S.
at aprice of $7.00 per share. Following the offering, and including the partial exercisein
February 2004 of an over-allotment option the Company granted the underwriters, the
Company issued 11,444,500 of its Ordinary Shares, in consideration for gross proceeds of
$80,112 (net of related costs - $75,086).
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NOTE 12 - SHAREHOLDERS EQUITY (cont.)

Rights Offering - December 2005

In December 2005, the Company filed in Israel and the U.S. a prospectus for the distribution
of transferable rights to purchase up to $50,000 U.S. dollar denominated debentures that are
convertible into up to 45,454,545 of the Company’s Ordinary Shares. The rights were
distributed to the shareholders of record of the Company on December 20, 2005 (the record
date), and to certain employees who on the record date held options to purchase the
Company’ s Ordinary Shares under share option plans that entitle the option holders to
participate in arights offering. Each 138.98 Ordinary Shares and/or €ligible employee options
held on the record date entitled their holder to one right. The rights were exercisable until
January 12, 2006. Each right entitled its holder to purchase, at a subscription price of $0.1,
100 U.S. dollar denominated convertible debentures.

In connection with the exercise of the rights, the Company issued 48,169,300 convertible
debentures, with each debenture of $1.00 in principal amount, or total of $48,169 principal
amount of debentures, which bear annual interest at the rate of 5%. The principal of the
debentures, together with accrued interest, is payable in one installment on January 12, 2012.

The debentures are convertible into the Company’ s Ordinary Shares at arate of one ordinary
share per $1.10 aggregate principal amount of debentures. The conversion price was subject to
downward adjustment under certain circumstances in which the Company would have sold
securitiesin financings at a price per share which was lower than the conversion price,
provided that such financings closed, or agreements for such financings were signed, through
December 2006. As of the balance sheet date no such adjustment was or will be required and
the downward adjustment mechanism has expired.

Subject to the Facility Agreement, the Company may at its option announce the early
redemption of the debentures, provided that the outstanding aggregate balance of principal on
account of the debenturesis equal to or less than $500.

The debentures are listed and quoted on the NASDAQ Capital Market and the Tel Aviv Stock
Exchange.

Certain of the Company’s Equity Investors and Wafer Partners invested $27,811 in the
framework of the rights offering.

The debentures and interest thereon are unsecured and rank behind the Company’ s existing
and future secured indebtedness, including indebtedness to the Banks under the Facility
Agreement, to the government of Israel in connection with grants the Company received under
its approved enterprise programs and to Siliconix and SanDisk.

If on the payment date of the principal and interest on the debentures, there exists an
infringement of certain covenants and conditions under the Facility Agreement, the date for
payment of the interest and principal on the debentures may be postponed, depending on
various scenarios under the Facility Agreement until such covenant or condition is settled.
See Note 19F for the presentation of the rights offering in accordance with U.S. GAAP.
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NOTE 12 - SHAREHOLDERS EQUITY (cont.)

J.

2006 Public Offering

In June 2006 the Company completed an underwritten public offering of the Company’s
securities on the Tel-Aviv Stock Exchange resulting in immediate gross proceeds of
approximately NIS 140,000,000 (approximately $31,000). In the offering, 78,000 Units were
sold at aprice per Unit of NIS 1,785 (approximately $0.4). Each Unit consisted of (i)
convertible debentures in the face amount of NIS 2,100 (approximately $0.47), (ii) five
options each exercisable for the three months ended September 27, 2006 for NI'S 100 principal
amount of convertible debentures at an exercise price equal to 85% of their face amount,
linked to the Israeli Consumer Price Index (* CPI™), (iii) 140 warrants each exercisable for the
three months ended September 27, 2006 for one ordinary share of the Company at a price of
NIS 6.75 (approximately $0.00157, linked to the CPI and (iv) 70 warrants each exercisable for
three years ending on June 28, 2009 for one ordinary share of the Company at a price of NIS
7.40 (approximately $0.00175), linked to the CPI. The convertible debentures are convertible
into the Company’ s Ordinary Shares at a conversion rate of one ordinary share per NIS 8.40
(approximately $0.00199) principal amount of convertible debentures. The convertible
debentures carry a zero coupon with principal payable at maturity in December 2011, at a
premium of 37% over face value, linked to the CPI. The conversion priceis subject to
reduction in certain limited circumstances.

In accordance with Standard No. 22, the proceeds were allocated to each of the Unit's
components based on relative fair values in the first 2 days of trading. After allocation, each of
the componentsis classified as either equity or liability based on the criteria prescribed in
Standard No. 22.

In addition, the Company issued 300 such unitsin consideration for NIS 526,000 through a
private placement to its market maker in connection with said offering.

The offering was madein Isragl to Isragli residents only. The securities offered were not
registered under the Securities Act and may not be sold in the U.S. or to U.S. persons absent
registration or an applicable exemption.

Through September 2006, 391,500 options to purchase convertible debentures described in (ii)
above were exercised and 350,000 short term warrants described in (iii) above were exercised
into Ordinary Shares, totaling in proceeds of approximately $8,000.

See Note 19F for the accounting for the public offering in accordance with U.S. GAAP.

-B55-



NOTE 12 -

NOTE 13 -

TOWER SEMICONDUCTOR LTD. AND SUBSIDIARY
NOTESTO CONSOLIDATED FINANCIAL STATEMENTS
(dollarsin thousands, except share data and per share data)

SHAREHOLDERS EQUITY (cont.)

K.

2006 Private Placement

In November 2006, the Company received and accepted orders from Israeli investorsin
private placements for (i) 58,150 units, each comprised of 100 Ordinary Shares and 50
warrants (“Series 5 Warrants”), which were sold at a price of NIS 759 (approximately $0.177)
per unit and (ii) 58,000 units, each comprised of 100 Ordinary Shares and 40 Series 5
Warrants, which were sold at a price of NIS 850 (approximately $0.198) per unit. The price of
the Ordinary Sharesincluded in the units was equal to the closing price of the Company’s
shares on the Tel-Aviv Stock Exchange prior to each of the relevant private placements. Total
immediate gross proceeds amounted to approximately $22,000.

Under Israeli securities laws, the securities were subject to a statutory lock-up. Further to the
Company’s undertaking to allow for removal of the statutory lock-up, the Company filed a
prospectus with the Isragl Securities Authority. Such prospectus was published in December
2006.

Each of the Series 5 Warrants is exercisable at any time during a period of four yearsending in
December 2010 at a price per share equal to a 25% premium to the market price of the
Company’s shares at the date the prospectus is published. As of December 28, 2006, following
the publication of the prospectus, the exercise price was finalized and determined to be NIS
9.48 (approximately $0.0022) linked to the CPI.

In accordance with Standard no. 22, Series 5 Warrants have been classified as liability since it
did not meet the equity classification criteriain the issuance date. As aresult of the
classification as liability, such warrants are marked to market to their fair value, with changes
in fair value recorded in earnings.

INFORMATION ON GEOGRAPHIC AREASAND MAJOR CUSTOMERS

A.

Revenues by Geographic Area (as percentage of total sales)

Y ear ended December 31,

2006 2005 2004
United States 69% 64% 60%
Israel 7 7 20
AsiaPacific - primarily Taiwan 16 20 11
Europe 8 9 9
Tota 100% 100% 100%

Long-Lived Assets by Geographic Area - Substantially all of the Company’s long-
lived assets are located in I sragl.
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NOTE 13 - INFORMATION ON GEOGRAPHIC AREASAND MAJOR CUSTOMERS (cont.)
C. Major Customers (as percentage of total sales)

Y ear ended December 31,

2006 2005 2004
Customer A (related party) 23% 22% 24%
Customer B 10 14 5
Customer C (related party) 10 7 1
Customer D 5 2 17
Other customers (*) 25 15 17

(*) Represents salesto five different customers each of whom accounted for between 2%
and 9% of sales during 2006; to four different customers each of whom accounted for
between 3% and 5% of sales during 2005 and to three customers accounted for between
3% and 8% of sales during 2004.

As of December 31, 2006 and 2005, the above major customers constituted the majority of the
trade accounts receivabl e reflected on the balance sheets.

NOTE 14 - FINANCING EXPENSES, NET

Financing expenses, net consist of the following:

Y ear ended December 31,

2006 2005 2004
Financia expenses (primarily bank loans interest) $(39,917)  $(36,103) $ (28,257)
Expenses in relation to convertible debentures
(primarily interest and discount amortization expenses) (9,913) (741) (2,685)

(49,830) (36,844) (30,942)
Financing income (primarily bank deposit interest) 1,682 1,193 1,197
Financing expense, net $(48,148) $ (35,651) $ (29,745)

NOTE 15 - OTHER INCOME, NET

In December 2004, the Company entered into a definitive agreement to sell al of itsholdingsin
Saifun Semiconductors Ltd. (“Saifun”), an Israeli company which designs and develops
memory designs, to a U.S. based private equity investor in consideration for $38,677. In
December 2004, shareholders of Saifun exercised their right of first refusal, and accordingly
purchased the shares from the Company for said amount. The net gain from the sale of
Saifun’ s shares amounted to $32,377.
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NOTE 16 - INCOME TAXES

A.

Approved Enterprise Status

Substantially all of the Company’s existing facilities and other capital investments through
December 31, 2005 have been granted approved enterprise status, as provided by the Isragli
Law for the Encouragement of Capital Investments - 1959 (“Investments Law™) (see Note
5B).

The tax benefits derived from approved enterprise status relate only to taxable income
attributable to each approved enterprise investments program. Pursuant to the Investments
Law and the approval certificates, the Company’s income attributable to its various approved
enterprise investmentsis taxed at arate of up to 25% through 2012. Taxable income
attributable to the Fab 2 approved program shall be tax-exempt for the first two yearsit arises.
The portion of the Company’ s taxable income that is not attributable to approved enterprise
investments istaxed at arate of 31% in 2006 (regular “Company Tax"). The regular Company
Tax rateisto be gradually reduced to 25% until 2010.

The tax benefits are aso conditioned upon fulfillment of the requirements stipul ated by the
Investments Law and the regulations promulgated thereunder, as well as the criteria set forth
in the certificates of approval. In the event of afailure by the Company to comply with these
conditions, the tax benefits could be canceled, in whole or in part, and the Company would be
required to refund the amount of the canceled benefits, plusinterest and certain inflation
adjustments. In management’ s opinion, the Company has been in compliance with the
conditions through the approval date of the financia statements. See also Notes 5B and
11A(8).
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NOTE 16 - INCOME TAXES (cont.)
B. Componentsof Deferred Tax Asset/Liability

The following is a summary of the components of the deferred tax benefit and liability
reflected on the balance sheets as of the respective dates:

As of December 31,

2006 2005
Deferred tax benefit — current
Amounts relating to employees benefits $ 1,717 $ 522
Other 115 51
1,832 573
Vauation alowance (1,832) (573)
Total current deferred tax benefit $ -- $ -
Net deferred tax benefit - long-term
Deferred tax assets -
Net operating loss carryforwards $ 174,000 $ 165,000
Research and devel opment 2,063 2,427
Liability for employee rights upon severance 656 957
176,719 168,384
Valuation alowance (128,707) (118,321)
48,012 50,063
Deferred tax liability — depreciation and amortization (48,012) (50,063)
Tota net long-term deferred tax benefit $ - $ -

C. Effectivelncome Tax Rates
The reconciliation of the statutory tax rate to the Company’s effective tax rate is as follows:

Y ear ended December 31,

2006 2005 2004
Isragli statutory rate (31)% (39)% (35)%
Reduced tax rate for approved enterprise 11 14 15
Tax benefits for which deferred taxes
were not recorded 13 21 23
Permanent differences and other, net 7 @D 3
- % - % - %

D. Net Operating Loss Carryforward

As of December 31, 2006, the Company had net operating loss carryforwards for tax purposes
of approximately $870,000, which may be carried forward for an unlimited period of time.
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INCOME TAXES (cont.)
E. Final Tax Assessments

The Company possesses final tax assessments through the year 1998. In addition, the tax
assessments for the years 1999-2002 are deemed final.

FINANCIAL INSTRUMENTS

A financial instrument is defined as cash, evidence of an ownership interest in an entity, or a contract
that imposes on one entity a contractual obligation either to deliver or receive cash or another
financial instrument to or from a second entity. Examples of financial instruments include cash and
cash equivalents, trade accounts receivable, loans, investments, trade accounts payable, accrued
expenses, options and forward contracts.

The Company makes certain disclosures with regard to financial instruments, including derivatives.
These disclosures include, among other matters, the nature and terms of derivative transactions,
information about significant concentrations of credit risk, and the fair value of financia assets and
liabilities.

See Note 19D for disclosure related to the Company’ s derivatives financial instrumentsin
accordance with U.S. GAAP.

A. Hedging Activities

The Company, from time to time, entersinto foreign currency derivatives to hedge its foreign
currency exposure to equipment purchase commitments and other firm commitments
denominated in foreign currency (primarily Japanese Y en and Euro). In that regard, the
Company generally uses foreign currency forward contracts and options (zero-cost cylinder)
as hedging instruments for foreign currency exposure. Accordingly, if the hedge is determined
to be effective al changesin value attributed to spot rate fluctuations as well as the premium
of forward contracts and the time value of options at inception are deferred until the hedged
item isrecognized (i.e., receipt of the equipment). The time value of options at inception is
amortized on a straight-line basis.

In addition, the Company, from time to time, enters into agreements to hedge variable interest
rate exposure on long-term loans (see Note 8). In order to hedge the cash flow related to this
exposure, the Company uses various types of derivative contracts, consisting primarily of
interest rate caps, floors and collars. If the hedge is determined to be effective, the changesin
the intrinsic value of the derivative contracts are deferred and recognized in results of
operations as interest payments become due. The time value of options at inception is
recognized in the results of operations on a straight-line basis. When the related debt is issued
in connection with the acquisition of assets not yet placed into operations, interest costs and
gains and losses on the derivative contracts are capitalized to the related asset.

The Company does not hold or issue derivative financial instruments for non-hedging
purposes.
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NOTE 17 - FINANCIAL INSTRUMENTS (cont.)

B.

Credit Risk of Financial Instruments, Including Derivatives

The face or contract amounts of derivatives do not represent amounts exchanged by the parties
and, accordingly, are not a measure of the exposure of the Company through its use of
derivatives.

The Company is exposed to credit-related losses in respect of derivative financial instruments
in amanner similar to the credit risk involved in the realization or collection of other types of
assets. In management’ s estimation, due to the fact that derivative financial instrument
transactions are entered into solely with financial institution counterparties, it is not expected
that such counterparties will fail to meet their obligations. Substantially all remaining financial
instruments held by the Company are due from governmental entities and, accordingly, the
Company’s credit risk in respect thereof is negligible.

Presentation of Hedging Activitiesin the Financial Statements

As of December 31, 2006 and 2005, the Company had outstanding agreements to hedge
interest rate exposure on loans drawn down under the Facility Agreement, the aggregate
amount of which was $207,000 and $292,000 respectively, all of which is attributable to Fab
2. These agreements resulted in 2006 in again of $880 and in 2005 and 2004, in aloss of
$1,756 and $5,629, respectively.

Fair Value of Financial I nstruments

The estimated fair values of the Company’ s financial instruments, excluding the Company’s
agreements to hedge interest rate exposure on long-term loans and long term convertible
debentures did not materially differ from their respective carrying amounts as of December 31,
2006, 2005 and 2004. The fair value of the interest rate hedging transactions as of December
31, 2006 and 2005 would have resulted in an unrealized capitalizable gain of $1,790 and
$1,767, respectively (as of December 31, 2004, an unrealized capitalizable loss of $2,406).
The fair values of convertible debentures as of December 31, 2006, 2005 and 2004 were
$126,048, $22,750 and $15,889, based on quoted market prices for the respective dates.
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RELATED PARTIESBALANCESAND TRANSACTIONS

A. Balances
As of December 31,

2006 2005

Trade accounts receivable $ 13,625 $ 5309
Current liabilities, including current maturity of long-
term loans $ 5895 $ 188
Convertible debenture $ 24500 $ 25,493
Long-term liability in respect of customers’ advances $ 27,340 $ 37,785
Other long-term liabilities, including long-term loans
from related parties, net of current maturity $ 9279 $ 1102

$ 100,000 $ --

Capital note

B. Transactions

Y ear ended December 31,

2006 2005 2004
Revenues $ 64,055 $ 33,456 $ 37,521
Expenses paid $ 206 $ 57 $ 190
Royalties received — Note 11D(2) $ - $ - $ 875
Application of customer advances towards
purchases $ - $ -- $ 445
Equity conversion of customer advances -
Note 11A(5) $ 7,621 $ 17% $ 539
Conversion of customer advances into
Long-term loans - Note 11A(5) $ 2,823 $ 936 $ 166

C.  For commitments, contingencies and other transactions relating to Fab 2 Wafer Partner and
Equity Investor agreements - see Note 11A.

MATERIAL DIFFERENCESBETWEEN ISRAEL AND U.S. GAAP
With regard to the Company’ s financial statements, the material differences between GAAPin Isradl

and in the U.S. relate to the following. See J below for the presentation of the Company’s
balance sheets as of December 31, 2006 and 2005 in accordance with U.S. GAAP.
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NOTE 19 - MATERIAL DIFFERENCESBETWEEN ISRAEL AND U.S. GAAP (cont.)
A. Initial Adoption of New Pronouncements by the FASB

(1) SFASNo. 151 - Inventory Costs, an Amendment of ARB No. 43, Chapter 4 - In
November 2004, the FASB issued SFAS No. 151, “Inventory Costs, an Amendment of
ARB No. 43, Chapter 4" . SFAS No. 151 amends the guidance in ARB 43, Chapter 4,
“Inventory Pricing”, which provides guidance on the allocation of certain costs to
inventory. SFAS 151 clarifies that abnormal amounts of idle facility expense, freight,
handling costs, and wasted material (spoilage) should be recognized as current-period
charges. In addition, SFAS 151 requires that alocation of fixed production overheads to
the costs of conversion be based on the normal capacity of the production facilities. The
provisions of this statement are effective for inventory costsincurred during fiscal years
beginning after June 2005. The provisions of this statement shall be applied
prospectively. This Statement does not have a material effect on the Company’s
financial position or results of operations.

(2) SFASNo. 123 (revised 2004) “ Share Based Payments’ - In December 2004, the FASB
issued SFAS No. 123 (revised 2004) “ Share Based Payments’ (“SFAS 123(R)”). This
Statement is arevision of FASB Statement No. 123, “ Accounting for Stock-Based
Compensation”, which supersedes APB Opinion No. 25, “Accounting for Stock Issued
to Employees’ and its authoritative interpretations.

SFAS 123(R) establishes standards for the accounting for transactions in which an
entity exchanges its equity instruments for goods or services; focuses primarily on
accounting for transactions in which an entity obtains employee and directors services
in share-based payment transactions; and does not change the accounting guidance for
share-based payment transactions with parties other than employees.

SFAS 123(R) eliminates the alternative to use APB 25 sintrinsic value method of
accounting that was provided in SFAS 123 as originally issued and requires measuring
the cost of employee services received in exchange for an award of equity instruments
based on the grant-date fair value of the award. The fair-value-based method in this
Statement is similar to the fair-value-based method in SFAS 123 in most respects. The
costs associated with the awards will be recognized over the period during which an
employee isrequired to provide services in exchange for the award - the requisite
service period (usually the vesting period).

The grant-date fair value of employee share options and similar instruments will be
estimated using option-pricing models adjusted for the unique characteristics of those
instruments (unless observable market prices for the same or similar instruments are
available). If an equity award is modified after the grant date, incremental compensation
cost will be recognized in an amount equa to the excess of the fair value of the
modified award over the fair value of the original award immediately before the
modification.
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NOTE 19 - MATERIAL DIFFERENCESBETWEEN ISRAEL AND U.S. GAAP (cont.)
A. Initial Adoption of New Pronouncements by the FASB (cont.)
(2) SFASNo. 123 (revised 2004) “ Share Based Payments’ (cont.)

The provisions of SFAS 123(R) apply to all awards to be granted by the Company on or
after January 1, 2006 and to awards modified, repurchased, or cancelled after that date.
When initially applying the provisions of SFAS 123(R), in the first quarter of 2006, the
Company was required to elect between using either the “modified prospective method”
or the “modified retrospective method”. Under the modified prospective method, the
Company is required to recognize compensation cost for all awards granted after the
adoption of SFAS 123(R) and for the unvested portion of previously granted awards
that are outstanding on that date. Under the modified retrospective method, the
Company isrequired to restate its previously issued financial statements to recognize
the amounts previously calculated and reported on a pro formabasis, asif the original
provisions of SFAS 123(R) had been adopted. Under both methods, it is permitted to
use either a straight line or an accel erated method to amortize the cost as an expense for
awards with graded vesting. The Company el ected the modified prospective method
using graded vesting amortization.

() SFAS 153, Exchange of Non-Monetary Assets - In December 2004, the FASB issued
SFAS No. 153, “Exchanges of Nonmonetary Assets an amendment of APB No. 29”.
This Statement amends Opinion 29 to eliminate the exception for nonmonetary
exchanges of similar productive assets and replaces it with ageneral exception for
exchanges of nonmonetary assets that do not have commercial substance. The Statement
specifies that a nonmonetary exchange has commercia substance if the future cash
flows of the entity are expected to change significantly as aresult of the exchange. This
Statement is effective for nonmonetary asset exchanges occurring in fiscal periods
beginning after June 15, 2005. Retroactive application is not permitted. The adoption of
this Standard does not affect the Company’ s financial position or results of operations.

(4) SFASNo. 154, Accounting Changes and Error Corrections - This Statement,
published in May 2005, replaces APB Opinion No. 20, Accounting Changes, and FASB
Statement No. 3, Reporting Accounting Changesin Interim Financial Statements, and
changes the requirements for the accounting for and reporting of a change in accounting
principles. This Statement appliesto all voluntary changes in accounting principles, and
to changes required by an accounting pronouncement in the unusual instance that the
pronouncement does not include specific transition provisions.
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NOTE 19 - MATERIAL DIFFERENCESBETWEEN ISRAEL AND U.S. GAAP (cont.)
A. Recent Accounting Pronouncements by the FASB (cont.)

(5) SFASNo. 155. Accounting for Certain Hybrid Financial I nstruments - In February
2006, the FASB issued SFAS 155, “Accounting for Certain Hybrid
Financia Instruments’. Key provisions of SFAS 155 include: (1) a broad fair value
measurement option for certain hybrid financial instruments that contain an embedded
derivative that would otherwise require bifurcation; (2) clarification that only the
simplest separations of interest payments and principal payments qualify for the
exception afforded to interest-only strips and principal-only strips from derivative
accounting under paragraph 14 of FAS 133 (thereby narrowing such exception); (3) a
regquirement that beneficial interestsin securitized financial assets be analyzed to
determine whether they are freestanding derivatives or whether they are hybrid
instruments that contain embedded derivatives requiring bifurcation; (4) clarification
that concentrations of credit risk in the form of subordination are not embedded
derivatives; and (5) elimination of the prohibition on a QSPE holding passive derivative
financial instruments that pertain to beneficial interests that are or contain a derivative
financial instrument. In general, these changes will reduce the operational complexity
associated with bifurcating embedded derivatives, and increase the number of beneficial
interests in securitization transactions, including interest-only strips and principal-only
strips, required to be accounted for in accordance with FAS 133. Management does not
believe that SFAS 155 will have a material effect on the financial condition, results of
operations, or liquidity of the Company.

(6) FIN No. 48. Accounting for Uncertainty in Income Taxes - On July 13, 2006, the
FASB issued Interpretation No. 48, “ Accounting for Uncertainty in Income Taxes—an
interpretation of FASB Statement No. 109" (“FIN 48"), which clarifies the accounting
for uncertainty in tax positions. This Interpretation requires recognition in the financial
statements of the impact of atax position, if that position is more likely than not of
being sustained on audit, based on the technical merits of the position. The provisions of
FIN 48 are effective for the 2007 fiscal year with the cumulative effect of the changein
accounting principle recorded as an adjustment to opening balance of retained earnings.
Management does not believe that FIN 48 will have a material effect on the financial
condition, results of operations, or liquidity of the Company.

(7) SFASNo. 157. Fair Value Measurement - In September 2006, the FASB issued SFAS
No. 157, “Fair Value Measurements.” SFAS No. 157 requires companies to disclose the
fair value of their financial instruments according to afair value hierarchy as defined in
the standard. Additionally, companies are required to provide enhanced disclosure
regarding financial instrumentsin one of the categories (level 3), including a
reconciliation of the beginning and ending balances separately for each major category
of assets and liabilities. SFAS No. 157 is effective for financial statementsissued for
fiscal years beginning after November 15, 2007, and interim periods within those fiscal
years. The Company’s management believes that the adoption of SFAS No. 157 will not
have a material impact on the Company’ s consolidated financial statements.
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NOTE 19 - MATERIAL DIFFERENCESBETWEEN ISRAEL AND U.S. GAAP (cont.)
B. Presentation of Designated Cash and Short-Term Interest-Bearing Deposits

In accordance with U.S. GAAP, the Company’ s designated cash and short-term interest
bearing deposits should be excluded from current assets and presented separately as a non-
current asset. Accordingly, as of December 31, 2005, $31,661 was reclassified from current
assetsto along-term asset.

C. Presentation of Net Long-Term Liabilitiesin Respect of Employees

Under U.S. GAAP, assets and liabilities relating to severance arrangements are to be presented
separately and are not to be offset, while according to Israeli GAAP such an offset is required.
Accordingly, as of December 31, 2006 an amount of $13,535 was reclassified from other
long-term liabilities to long-term investments (as of December 31, 2005 - $13,658).

D. Hedging Activitiesin accordance with U.S. GAAP (SFAS 133)

(1) In 2001, the Company adopted SFAS No. 133, “Accounting for Derivative Instruments
and Hedging Activities’ and the related statements and interpretations thereon
(collectively, “SFAS 133"). A derivativeistypically defined as an instrument whose
valueis derived from an underlying instrument, index or rate, has a notional amount,
requires no or little initial investment and can be net settled.

SFAS 133 requires that all derivatives be recorded in the financial statements at their
fair value at the date of the financial statements. The changesin the fair value of the
derivatives are charged to the statement of operations or to other comprehensive
income, as appropriate in the circumstances. The Company’ s derivatives consist mainly
of foreign currency forward transactions and options and interest rate instruments
(callars).

(2) The Company uses foreign exchange agreements (forward contracts and options) to
hedge its foreign currency exposure in anticipated equipment purchases denominated in
foreign currency. All foreign exchange agreements are with underlying terms that match
or approximate the hedged transactions and thus are highly effective. The Company
measures the effectiveness of the forward hedge contracts based on forward rates. The
Company assesses and measures the effectiveness of the options hedge, at inception and
throughout the hedge, based on total changesin cash flows. All changesin fair value are
reported in other comprehensive income. The amounts accumulated in other
comprehensive income are expensed to results of operations concurrent with the
recognition of depreciation expenses on the equipment. As of December 31, 2006 and
2005, the Company had no outstanding foreign exchange agreements.
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MATERIAL DIFFERENCESBETWEEN ISRAEL AND U.S. GAAP (cont.)

D.

Hedging Activitiesin accordance with U.S. GAAP (SFAS 133) (cont.)

(2) (cont.)

©)

(4)

The Company uses interest rate collars with a knock-out and knock-in features to hedge
its LIBOR-based variable long-term debt cash flow exposure. The knock-out feature
was set above the cap level and the knock-in feature was set below the floor level. The
Company determined that the probability that the cap will be knocked-out is remote and
thus expected that the hedge will be highly effective. The Company assessed and
measured the effectiveness of the hedge, at inception and throughout the hedge, based
on total changesin cash flows of the collar, and reported changesin fair value in other
comprehensive income. Amounts presented in other comprehensive income are
reclassified to operations or capitalized to property and equipment, as applicable (see
Note 2M), asinterest payment become due. For outstanding contracts as of December
31, 2006 and 2005, see Note 17C.

Following the commencement of operations of Fab 2 during 2003, $6,641 of the
aggregate comprehensive loss as of June 30, 2003, which is attributable to property and
equipment, is amortized on a straight-line method over five years, in correspondence to
the estimated economic lives commonly used in the industry of the machinery and
equipment.

Complying with SFAS 133 with respect to the Company’ s hedging transactions as of
December 31, 2006 would have resulted in: an increase in other long-term investments
in the amount of $1,790; adecrease (for U.S. GAAP purposes only) in other
comprehensive loss for the year ended December 31, 2006 in the net amount of $1,351;
an accumulated other comprehensive loss component of equity balance as of such date
in the amount of $203; and in a decrease of $1,993 in property and equipment, net as of
December 31, 2006.
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NOTE 19 - MATERIAL DIFFERENCESBETWEEN ISRAEL AND U.S. GAAP (cont.)

E.

Implementation of SFAS 123 and SFAS 148

Had compensation cost for the Company’ s share option plans been determined based on fair
value at the grant dates for awards made through December 31, 2005 in accordance with
SFAS 123, as amended by SFAS 148, the Company’s pro formaloss and loss per share would
have been as follows (for further information with regard to the Company's share option plans
and the assumptions for utilizing the Black-Scholes pricing model, see Note 12B(4)):

Y ear ended December 31,

2005 2004
Pro formaloss
Lossfor the year, as reported according
to U.S. GAAP (see K below) $ (203,082) $ (137,768)
Add — stock-based compensation
determined under SFAS 123 (4,229) (3,980)
Pro formaloss $ (207,311) $ (141,748)
Basic loss per share
Asreported according to U.S.
GAAP (see M below) $ (3.06) $ (213
Pro forma $ (312 $ (219

I ssuance of Convertible Debentures

Under Accounting Principles Board Opinion No. 14 (“APB 14”), the proceeds from the sale of
the securitiesin January 2002 are to be allocated to each of the securities issued based on their
relative fair value, while according to Israeli GAAP such treatment was not required.
Complying with APB 14, based on the average market value of each of the components issued
in the first three days following their issuance (in January 2002), would have resulted in an
increase in shareholders’ equity as of the issuance date in the amount of $2,363 (net of $196
related issuance expenses), and a decrease in convertible debentures as of such date in the
amount of $2,559. The additional accumulated effect of amortization of the discount on the
convertible debentures under U.S.GAAP as of December 31, 2006 would have been $1,142.
Commencing with the adoption of Standard No. 22 in January 2006, allocation of proceedsin
aunit, to its components, is based on relative fair values under Israeli GAAP aswell as under
U.S. GAAP.
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NOTE 19 - MATERIAL DIFFERENCESBETWEEN ISRAEL AND U.S. GAAP (cont.)

F.

I ssuance of Convertible Debentures (Cont.)

Under U.S. GAAP, convertible debentures have to be evaluated to determine if they contain
embedded derivative that warrant bifurcation. Conversion feature embedded in convertible
debentures will need to be evaluated as to whether they can be classified as equity based on
the criteria established in EITF Issue 00-19 and 05-2. The Company evaluated the conversion
features embedded in its debentures (i.e., sale of convertible debenturesin 2002 —“2002
debentures’, sale of convertible debenturesin 2005 “2005 debentures’ and sale of convertible
debentures in 2006 “ 2006 debentures”) and concluded that the conversion feature embedded in
the 2005 and 2006 debentures warrant bifurcation while the conversion feature embedded in
the 2002 debenturesis scoped out (for the discussion on the accounting for the debentures
under Israeli GAAP see Note 2H.

2002 debentures:
Under U.S. GAAP, the equity component, in the amount of $1,681, classified in equity under
Israeli GAAP was reclassified to liability.

2005 debentures:

Under U.S. GAAP, the equity component, in the amount of $12,520 classified as equity under
Israeli GAAP was reclassified to liability and the conversion feature was bifurcated from the
debt host and marked to market through earnings. The initial amount alocated to the
bifurcated conversion feature was determined using the “with and without” method based on
the fair value of the embedded derivative prescribed in DIG Issue B6.

2006 debentures:

Under U.S. GAAP, the equity component, in the amount of $6,018, classified in equity under
Israeli GAAP was reclassified to liability. The conversion feature was bifurcated from the debt
host and marked to market through earnings. The amount allocated to the bifurcated
conversion feature was determined using the “with and without” method.

All the above resulted as of December 31, 2006 mainly in an increase in convertible
debentures in the amount of $21,688; a decrease in the shareholder’ s equity in the amount of
$20,876 and an increase in other assets in the amount of $834. The company’s loss for the
year ended December 31, 2006 would have increased in the amount of $3,973.

2006 Private Placement

Under U.S. GAAP series 5 warrants were initially recorded as liability due to the ratchet
provision included in them. Upon registering such warrants the ratchet expired and the series 5
warrants were eligible for equity classification based on the criteriain EITF 00-19.

Complying with the above, would have resulted as of December 31, 2006 mainly in a decrease
in other long term liabilities and an increase in the shareholder’ s equity in the amount of
$3,088.
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MATERIAL DIFFERENCESBETWEEN ISRAEL AND U.S. GAAP (cont.)

H.

Employee stock based compensation

The Company adopted, effective January 1, 2006, SFAS 123R according to which the
compensation expense related to employee and directors share option awards would have been
resulted in an increase in the compensations expenses for the year ending December 31, 2006
in the amount of $1,513. The Company elected the modified prospective method as its
transition method. The adoption of SFAS 123R for U.S. GAAP aong with the adoption of
Standard no. 24 for Israeli GAAP, decreased the potential differences between U.S. GAAP
and Israeli GAAP asit related to stock based compensation.

Facility Agreement

Under U.S. GAAP the debt modification under the September 2006 Amendment is considered
troubled debt restructuring within the scope of FASB No. 15 Accounting by Debtors and
Creditorsfor Troubled Debt Restructurings which requires the following: (i) the amount
considered settled for shares and classified in equity is based on the price per share as quoted
at the closing date;(ii) the remaining balance after deduction of the amount used as proceeds
for the share issuance in 1 above, will remain outstanding;(iii) a new, lower effective interest
rate will be calculated as the interest rate that equates future payments to the outstanding
balance; and (iv) no gains or losses are recognized in the current period.

Under U.S. GAAP the debt modification under the Amendment is considered to include an
embedded derivative that should be separately accounted for. The Company considered the
obligation to issue shares as agreed with the Banks and determined that it contains two
components (i) a contingent component and (ii) an uncontingent component. The contingent
component is the obligation to issue shares equal to half of the amount of the Decreased
Amount if the Fourth Quarter 2010 Price is less than $3.49. The uncontingent component is
the obligation to issue shares equal to half of the Decreased Amount regardless of the Fourth
Quarter 2010 Price. The Company accounted for the uncontingent component as an additional
interest expense and calculated the effective interest rate to include such expense. The
Company treated the uncontingent component as an embedded derivative that needs to be
bifurcated and separately accounted for based on fair value. Initial separation of the embedded
derivative will be done using the “with and without” method described in DIG Issue B6.
Changesin the fair value of the embedded derivative will be included in financing expenses.
All the above resulted in a decrease of $75,483 in the shareholders equity for the year ended
December 31, 2006 and an increase of the same amount in the long-term loans from the banks
as of December 31, 2006.
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NOTE 19 - MATERIAL DIFFERENCESBETWEEN ISRAEL AND U.S. GAAP (Cont.)
J. Balance Sheetsin accordancewith U.S. GAAP

As of December 31, 2006 Asof December 31, 2005

U.s. Asper Asper Asper Asper
GAAP |sraeli Adjust- u.s. Isradi Adjust- us.
remark GAAP ments GAAP GAAP ments GAAP
ASSETS
CURRENT ASSETS
Cash and cash equivalents 39,710 $ 39,710 7,337 7,337
Short-term interest-bearing deposits 1,230 1,230 -- --
Designated cash and short-term interest -
bearing deposits B - - 31,661 (31,661) --
Trade accountsreceivable :
Related Parties 13,625 13,625 5,309 5,309
Others 17,873 17,873 11,467 11,467
Other receivables 5,425 5,425 9,043 9,043
Inventories 41,101 41,101 24,376 24,376
Other current assets 1,473 1,473 1,048 1,048
Total current assets 120,437 -- 120,437 90,241 (31,661) 58,580
LONG-TERM INVESTMENTS C,D - 15,325 15,325 - 15,425 15,425
PROPERTY AND EQUIPMENT, NET D,F 532,954 (1,745) 531,209 510,645 (3,291) 507,354
DESIGNATED CASH AND SHORT-TERM
INTEREST-BEARING DEPOSITS B - - - - 31,661 31,661
INTANGIBLE ASSETS, NET 44,981 44,981 61,441 61,441
OTHER ASSETS, NET F 1,346 834 2,180 16,359 (196) 16,163
TOTAL ASSETS 699,718 $ 14414  $ 714,132 678,686 $ 11,938 $ 690,624
LIABILITIESAND
SHAREHOLDERS EQUITY
CURRENT LIABILITIES
Current maturities of long term debt - $ - 21,103 21,103
Current maturities of convertible debentures F 6,632 270 6,902 6,453 (640) 5,813
Trade accounts payable 55,128 55,128 59,741 59,741
Other current liabilities 22,096 22,096 8,972 8,972
Total current liabilities 83,856 270 84,126 96,269 (640) 95,629
LONG-TERM DEBT FROM BANKS | 356,947 75,483 432,430 497,000 497,000
CONVERTIBLE DEBENTURES F 62,175 21,688 83,863 19,358 23,574 42,932
LONG-TERM CUSTOMERS ADVANCES 46,042 46,042 59,621 59,621
OTHER LONG-TERM LIABILITIES C,G 17,708 10,447 28,155 11,012 13,658 24,670
Total liabilities 566,728 107,888 674,616 683,260 36,592 719,852
CONVERTIBLE DEBENTURES F - - - 25,493 (25,493) -
SHAREHOLDERS EQUITY (DEFICIT)
Ordinary shares, NIS 1 par value - authorized
800,000,000 and 500,000,000 shar es respectively;
issued 102,052,767 and 68,232,056 shares, respectively 24,187 24,187 16,548 16,548
Additional paid-in capital F.G 564,580 6,404 570,984 522,237 2,363 524,600
Capital Notes 176,401 176,401
Equity component of convertible debentures
and Cumulative stock based compensation F,H 23,576 (18,706) 4,870 (26) (26)
Accumulated other comprehensive loss D - (203) (203) - (1,554) (1,554)
Accumulated deficit FH, I (646,682) (80,969) (727,651) (559,754) 30 (559,724)
142,062 (93,474) 48,588 (20,995) 839 (20,156)
Treasury stock, at cost - 1,300,000 shares (9,072) - (9,072) (9,072) - (9,072)
Total shareholders equity (deficit) 132,990 (93,474) 39,516 (30,067) 839 (29,228)
TOTAL LIABILITIESAND SHAREHOLDERS EQUITY 699,718 $ 14414  $ 714,132 678,686 $ 11,938 690,624

-71-




TOWER SEMICONDUCTOR LTD. AND SUBSIDIARY
NOTESTO CONSOLIDATED FINANCIAL STATEMENTS
(dollarsin thousands, except share data and per share data)

NOTE 19 - MATERIAL DIFFERENCESBETWEEN ISRAEL AND U.S. GAAP (cont.)

K.

Statements of Operationsin Accordancewith U.S. GAAP

Complying with FASB No. 15 (I above), SFAS 133 (D above), APB 14 (F above) and SFAS
123R (H above) would have resulted in an increase in the loss for the year ended December
31, 2006 in the amount of $80,999, mainly due to the difference in accounting for the debt
modification under Israeli GAAP. Giving effect to al the above, the loss for the year ended
December 31, 2006 would be $167,927. No material effect on the result of operation for the
years ended December 31, 2005 and 2004.

Comprehensive Income (L oss) in Accordance with U.S. GAAP (SFAS 130)

Comprehensive income (l0ss) represents the change in shareholder’ s equity during a reporting
period from transactions and other events and circumstances from non-owner sources. It
includes all changes in equity during a reporting period except those resulting from
investments by owners and distributions to owners. Other comprehensive income (10ss)
represents gains and losses that under U.S. GAAP are included in comprehensive income but
excluded from net income. Following are statements of comprehensive loss in accordance with
U.S. GAAP:

Y ear ended December 31,
2006 2005 2004

Loss for the year according to U.S.

GAAP $ (167,927) $ (203,082) $ (137,768)
Other comprehensive loss:

Amortization of unrealized

|osses on derivatives 1,328 1,328 1,328
Unrealized gains on derivatives 23 4,173 7,514

Net comprehensive loss for the year $ (166,576) $ (197,581) $ (128,926)
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NOTE 19 - MATERIAL DIFFERENCESBETWEEN ISRAEL AND U.S. GAAP (cont.)

M.

Loss Per Share Datain Accordance with U.S. GAAP (SFAS 128)

In accordance with U.S. GAAP, SFAS 128, the basic and diluted loss per share would be:

Y ear ended December 31,
2006 2005 2004
Basic loss per share $ (2.03) $ (3.06) $ (213)
Diluted loss per share $ (2.03) $ (3.06) $ (213)

The following tables provide the numerators and denominators of the basic and diluted per
share computations for 2006, 2005,and 2004 in accordance with U.S. GAAP. The loss per
share for 2006, 2005 and 2004 according to U.S. GAAP differs from the corresponding
amount under Israeli GAAP due to different methods for determining the loss used to compute
loss per share.

Reconciliation for 2006:

Y ear ended December 31, 2006

Shares
Loss (inthousands)  Per-share
(Numerator) (Denominator)  Amount
Basic Loss Per Share
Loss available to ordinary shareholders $ (167,927) 82,581 $ (2.03)
Effect of Dilutive Securities
Convertible debentures - - --
Options and warrants - -- --
Diluted L oss Per Share
Loss available to ordinary
shareholders after assumed conversions $ (167,927) 82,581 $ (2.03)

Options and warrants to purchase 43,842,508 Ordinary Shares at an average exercise price of
$1.92 per share were outstanding as of December 31, 2006 but were not included in the
computation of diluted loss per share because their effect was anti-dilutive. Convertible
debentures, convertible into 53,314,471 Ordinary Shares, were outstanding as of December

31, 2006 but were not included in the computation of diluted loss per share since their effect is
anti-dilutive. Capital notes, convertible into 117,763,158 Ordinary Shares, were outstanding as
of December 31, 2006 but were not included in the computation of diluted loss per share since
their effect is anti-dilutive.
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NOTE 19 - MATERIAL DIFFERENCESBETWEEN ISRAEL AND U.S. GAAP (cont.)

M. LossPer ShareDatain Accordancewith U.S. GAAP (SFAS 128) (cont.)

Reconciliation for 2005: Y ear ended December 31, 2005
Shares
Loss (in thousands) Per-share
(Numerator) (Denominator) amount
Basic Loss Per Share
Loss available to ordinary shareholders $ (203,082) 66,371 $ (3.06)

Effect of Dilutive Securities
Convertible debentures -- - -
Options and warrants - - -

Diluted Loss Per Share

Loss available to ordinary shareholders after
assumed conversions $ (203,082) 66,371 $ (3.06)

Options and warrants to purchase 28,437,207 Ordinary Shares at an average exercise price of
$4.23 per share were outstanding as of December 31, 2005 but were not included in the
computation of diluted loss per share because their effect was anti-dilutive. Convertible
debentures, convertible into 25,872,523 Ordinary Shares, were outstanding as of December
31, 2005 but were not included in the computation of diluted loss per share since their effect is

anti-dilutive.
Reconciliation for 2004: Y ear ended December 31, 2004
Shares
Loss (in thousands) Per-share
(Numerator) (Denominator) amount
Basic Loss Per Share
Loss available to ordinary shareholders $ (137,768) 64,633 $ (213

Effect of Dilutive Securities
Convertible debentures -- - -
Options and warrants - - -

Diluted Loss Per Share

Loss available to ordinary Shareholders after
assumed conversions $ (137,768) 64,633 $ (213)

Options and warrants to purchase 17,374,088 Ordinary Shares at an average exercise price of
$6.61 per share were outstanding as of December 31, 2004 but were not included in the
computation of diluted loss per share because their effect was anti-dilutive. Convertible
debentures, convertibleinto 2,697,068 Ordinary Shares, were outstanding as of December 31,
2004 but were not included in the computation of diluted loss per share since their effect is
anti-dilutive.
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NOTE 19 - MATERIAL DIFFERENCESBETWEEN ISRAEL AND U.S. GAAP (cont.)
N. Statementsof Cash Flowsin Accordancewith U.S. GAAP (SFAS 95)

Complying with SFAS 95 would not have materially affected the cash flows of the Company
for each of the years ended December 31, 2006, 2005 and 2004.
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MANAGEMENT’SDISCUSSION AND ANALY SIS OF FINANCIAL
CONDITION AND RESULTS OF OPERATIONS

The information contained in this section should be read in conjunction with our consolidated financial statements as
of December 31, 2006 and related notes for the year then ended. Our financial statements have been prepared in
accordance with generally accepted accounting principles (* GAAP”) in Israel. Differences between Israeli GAAP
and US GAAP as they relate to our financial statements are described in Note 19 to our consolidated financial
statements as of December 31, 2006.

Results of Operations

The following table sets forth certain statement of operations data as a percentage of total revenues for the
periods indicated.

Year Ended December 31,

2006 2005
Statement of Operations Data:
Total reVENUES.......ceeeeeeeeeececeee e, 100.0% 100.0%
Cost of total reVeNnUES...........covvveerveeereeennenen, 142.66 233.7
(€015 015 ST (42.66) (133.7)
Research and development expenses, net ..... 7.99 15.7
Marketing, general and administrative
EXPENSES. ...oveeveenieereesieeeesreesieeeesreentesneeseeenns 13.08 171
Operating [0SS ..o, (63.73) (166.5)
Financing expense, Net.........ccocevveveeveeeeeenns (25.69) (35.0
Gain on debt restructuring 42.72 --
Other income, NEL......ceeeeeeeieececceeeeee, 0.32 2.34
LOSS...ecueieerieeeiesee et (46.38)% 199.1)%

Y ear Ended December 31, 2006 compared to Y ear Ended December 31, 2005

Revenues. Revenues for the year ended December 31, 2006 increased by 83.8% to $187.4 million from $102
million for the year ended December 31, 2005. This $85.4 million increase was mainly attributable to an increase in
our customer base and higher volume of wafer shipments offset by $8 million recorded for the year ended December
31, 2005 from a previously announced technol ogy-rel ated agreement.

Cost of Total Revenues. Cost of total revenues for the year ended December 31, 2006 amounted to $267.4
million, compared with $238.4 million for the year ended December 31, 2005. This 12% modest increase in cost of
revenues, despite the 84% increase in revenues, was achieved mainly due to previously announced cost reductions and
efficiency measures taken by the Company and the Company’s cost structure, according to which, the Company has
reasonable margins for each incrementa dollar of revenue.

Gross Loss. Gross loss for the year ended December 31, 2006 was $80.0 million compared to a gross loss of
$136.4 million for the year ended December 31, 2005. The decrease in gross loss was mainly attributable to the
increase in revenues and previously announced cost reductions and efficiency measures taken by the Company and the
Company’s cost structure, according to which, the Company has reasonable margins for each incremental dollar of
revenue.

Research and Development. Research and development expenses for the year ended December 31, 2006
decreased to $15.0 million from $16.0 million for the year ended December 31, 2005. The decrease was mainly
attributable to previously announced cost reductions and efficiency measures taken by the Company as well as higher
grants received from the Israeli government, which are included there-in.

Marketing, General and Administrative Expenses. Marketing, general and administrative expenses for the year
ended December 31, 2006 increased to $24.5 million from $17.4 million for the year ended December 31, 2005,
primarily due to stock based compensation expenses recorded for the first time with the adoption of Standard No. 24
and increased commissions and other expenses resulted directly from the higher revenues mentioned above.

Operating Loss. Operating loss for the year ended December 31, 2006 was $119.4 million, compared to $169.8
million for the year ended December 31, 2005. The decrease in the operating loss is attributable mainly to the decrease
in the gross loss described above and the Company’s cost structure, according to which, the Company has reasonable
margins for each incremental dollar of revenue.



Financing Expenses, Net. Financing expenses, net for the year ended December 31, 2006 were $48.1 million
compared to financing expenses, net of $35.7 million for the year ended December 31, 2005. This increase is mainly
due to an increase of $9.2 million in costs related to our convertible debentures attributable mainly to the : (i) $5.9
million increase in the discount amortization and interest expenses resulting mainly from the issuance of two new
series of convertible debentures (in December 2005 and June 2006) and (ii) the $ to NIS exchange rate weakening in
2006 caused an increase in the dollar amount of the NIS denominated outstanding convertible debt, resulting in an
annual increase of $4.8 million in expenses (see below for more details on currency fluctuations).

Gain On Debt Restructuring. Gain on debt restructuring for the year ended December 31, 2006 was $80.1
million. This one-time gain resulted from the consummation of our debt restructuring with our banks, which was
closed in the third quarter of 2006.

Other Income, Net. Other income, net, for the year ended December 31, 2006 was $0.6 million compared to $2.4
million for the year ended December 31, 2005, mainly due to lower capital gains, net, from sale and disposal of
equipment.

Loss. Our loss for the year ended December 31, 2006 was $86.9 million, compared to $203.1 million for the
year ended December 31, 2005. This decrease is primarily attributable to the $80.1 million gain on debt restructuring
and a decrease of $50.4 million in the operating loss described above, offset by the $12.5 million increase in financing
expenses described above.

Impact of Inflation and Currency Fluctuations

The dollar cost of our operationsin Israel isinfluenced by the timing of any change in the rate of inflation in
Israel and the extent to which such change is not offset by the change in valuation of the NIS in relation to the dollar.
During the year ended December 31, 2006, the exchange rate of the dollar in relation to the NIS decreased by 8.2%,
and the Israeli Consumer Price Index, or CPI, decreased by 0.1% (during the year ended December 31, 2005 there was
an increase of 6.8% in the exchange rate of the dollar in relation to the NIS and an increase of 2.4% in the CPI).

We believe that the rate of inflation in Israel has not had a material effect on our business to date. However,
our dollar costs will increase if inflation in Israel exceeds the devaluation of the NIS against the dollar, or if the timing
of such devaluation lags behind inflation in Israel.

Almost all of the cash generated from our operations and from our financing and investing activities is
denominated in U.S. dollars and NIS. Our expenses and costs are denominated in NIS, U.S. dollars, Japanese Y en and
Euros. We are, therefore, exposed to the risk of currency exchange rate fluctuations.

Liquidity and Capital Resources

As of December 31, 2006, we had an aggregate of $40.9 million in cash, cash equivalents and short term
interest bearing deposits. This compares to $39.0 million we had as of December 31, 2005 in cash, cash equivalents,
and short-term interest-bearing deposits of which $22.0 million was contractually restricted for Fab 2 use only and
$9.6 million was contractually restricted for exclusive use in the Siliconix project.

During the year ended December 31, 2006, we received $18.3 million from long term loans, $100.0 million
on account of share capital, $58.8 million in proceeds from the issuance of convertible debentures, net, $3.7 million
proceeds from exercise of warrants, $17.5 million from issuance of ordinary shares, $5.2 million from Investment
Center grants and $0.6 million in proceeds from the sale and disposal of property and equipment. These liquidity
resources financed our operating activities (net amount of $45.5 million) and our investments made during the year
ended December 31, 2006, which aggregated to $150.2 million, mainly in connection with the construction, purchase
and installation of equipment and other assets for Fab 2 and our repayment of convertible debentures in the amount of
$6.5 million.

As of December 31, 2006, we had long-term |oans, at present value, in the amount of $356.9 million which we
obtained in connection with the establishment of Fab 2. As of such date, we had outstanding, in the aggregate,
convertible debentures with par value of $98.4 million, of which $6.6 million are presented as current maturities and
$20.2 million of the proceeds were allocated and are presented as equity component of the convertible debentures as
part of the shareholders' equity.



EXHIBIT 99 4

CONSENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

We consent to the incorporation by reference in Registration Statements Nos 333-85090, 333-108896, 333-110486
333-131315, and 333-140174 on Form F-3, and Nos. 33-80947, 333-06482, 33311720, 333-83204, 333.107943
333-117565, 333-138837 on Form S-8, of our report dated February 7, 2007, relating to the consolidated financial
statements of Tower Semiconductor Ltd , appearing in this Report on Form 6-K of Tower Semiconductor 1.td
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