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This annual report on Form 20-F includes certaorwiard-looking” statements within the
meaning of Section 21E of the Securities Exchangé & 1934. The use of the words
“projects,” “expects,” “may,” “plans” or “intends,br words of similar import, identifies a
statement as “forward-looking.” There can be nreueance, however, that actual results will not
differ materially from our expectations or projects. Factors that could cause actual results to
differ from our expectations or projections incluthee risks and uncertainties relating to our
business described in this annual report at “lteRi8k Factors.”

We have prepared our consolidated financial statésnie United States dollars and in
accordance with accounting principles generallyepted in Israel (“Israeli GAAP”). Israeli
GAARP varies in certain significant respects fronc@mting principles generally accepted in the
United States of America (“U.S. GAAP”). The effeaft the application of the latter on the
financial position and results of operations ashef dates and for the years presented herein is
summarized in Note 20 to our consolidated finansiatements included herein. All references
herein to “dollars” or “$” are to United States kdo$, and all references to “Shekels” or “NIS”
are to New Israeli Shekels.

Manufacturing capacity refers to installed equipmespacity in our facilities and is a
function of the process technology and product rbeing manufactured because certain
processes require more processing steps than otAdrsxformation herein with respect to the
wafer start capacity of our manufacturing facibties based upon our estimate of the
effectiveness of the manufacturing equipment aratgsses in use or expected to be in use
during a period and the actual or expected protessd®ology mix for such period. Unless
otherwise specifically stated, all references hetei“wafers” in the context of capacity in Fab 1
are to 150-mm wafers and in Fab 2 are to 200-mnensaf

References to “Israel Corporation” or “Israel Conpclude its wholly-owned subsidiary
Israel Corporation Technologies (ICTech) Ltd. (“l€Rh”).

microFLASH is a registered trademark of Tower and N-ROM a trademark of Saifun
Semiconductor Ltd.
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PART I.

ITEM 1. IDENTITY OF DIRECTORS, SENIOR MANAGEMENT AN D ADVISORS
Not applicable

ITEM 2. OFFER STATISTICS AND EXPECTED TIMETABLE
Not applicable.

ITEM 3. KEY INFORMATION

Selected Financial Data

This section presents our selected historical firedrdata. You should read
carefully the financial statements included in thisnual report, including the
notes to the financial statements. The selectaiddhis section is not intended to
replace the financial statements.

We derived the statement of operations data foydaes ended December
31, 2003, 2002 and 2001, and balance sheet dafabeexcember 31, 2003 and
2002 from the audited financial statements in dmsual report. Those financial
statements were prepared in accordance with ISP and audited by
Brightman Almagor & Co., a member firm of Deloilfeuche Tohmatsu,
independent auditors. We derived the statemenpefations data for the years
ended December 31, 2000 and 1999 and the balanetddiia as of December
31, 2001, 2000 and 1999 from our audited finarstialements that are not
included in this annual report, which have beempared in accordance with Israel
GAAP. Statements of operations and selected opasatata in accordance with
US GAAP would not have materially differed from pestive data in accordance
with Israel GAAP. Other than as indicated belowahae sheet data in
accordance with US GAAP would not have materiaiffeded from respective
data in accordance with Israel GAAP. Our managerbelves that the financial
statements contain all adjustments needed to gré&sdp the information
included in those statements and that the adjusgmeade consist only of normal
recurring adjustments.



Year Ended December 31,

2003 2002 2001 2000 1999

Statement of Operations Data:

SaleS....ooo 1858 $51,801 $52,372 $104,775 $69,815
Costof sales.......ccccevevveeeeeninnnns 128,39 67,022 76,733 88,787 77,033
Gross profit (10SS) ..........cee.... (61,027)(15,221) (24,361) 15,988 (7,218)
Research and development ...... 20,70917,031 9,556 8,965 9,238
Marketing, general and administrative 22,615 17,091 14,489 11,428 8,710
Operating loSS.......ccvvveiiiiiiiee e, (104,351) (49,343) (48,406) (4,405) (25,166)
Financing income (expense), net............ (9,826)(2,104) 1,465 1,394 2,277
Other income (expense), net................. (84) 45 8,419 (478) 17
Loss before income tax benefit (expense). (114,261%1,402) (38,522) (3,489) (22,872)
Income tax benefit (expense)................ — — — (500) 2,405
Loss for the period............................ $(114,261) $(51,402) $(38,522) $(3,989) $(20,467)
Basic loss per ordinary share................ $(2.40) $(1.63) $(1.92) $(0.26) $(1.54)
Other Financial Data:

Depreciation and amortization............ $54,611 $18,821 $21,721 $25,917 $26,643
Capital expenditures before Investment 164,187 243,431 364,347 79,060 15,152

Center grantsS........cccccceeeeeeenne.

As of December 31,

2003 2002 2001

2000 1999

Selected Balance Sheet Data in
Accordance with Israel GAAP:

Cash and cash equivalents, including short-term $56,490 $69,695 $33,202

deposits and designated cash ....

Working capital........................... 5049 21,927 (16,335)

Total assets......coooevvveviiieiieieeiiinnnn, 88,835 716,261 472,054

Long-term debt...........cccoeeeeieiennn. 43100@53,000 115,000

Convertible debentures ................ 25,7824,121 —

Long-term liabilities in respect of customers' 46,347 47,246 17,910
AAVANCES.......ei v

Shareholders' equity ..................... 229,4918,334 252,805

Weighted average number of ordinary shares 47,608 31,523 20,020

outstanding (in thousands)

Number of shares issued and outstanding, as of 51,696 43,436 24,997

December 31, (*) (in thousands)

(*) Net of 1,300,000 Ordinary Shares held by thenpany as of such dates.

$18,707 $41,880

28,635 56,001
179,298 155,211
12,064 12,106

134,648 122,121
13,676 13,156

12,263 11,964



As of December 31,
2003 2002 2001 2000 1999

Selected Balance Sheet Data in

Accordance with US GAAP:

Total Assets

According to Israel GAAP........... $788,33%716,261 $472,054 $179,298 $155,211

The effect of:

Presentation of long-term liabilities in 14,607 12,368 10,334 7,952 7,088
respect of employees

Hedging activities (G947) (5727) (as68)  —  —
Sale of securities () ase) (%) < —  —  —
Presentation of securities — - 13—
AccordlngtOUSGAAP .............................. 796,799 $722,706 $477,824 $199,813 $162,299

Shareholders' Equity

According to Israel GAAP............ $229,45%298,334 $252,805 $134,648 $122,121
The effect of:
Hedging activities.................. (15,867)17,807) (8,169) — —
Proceeds on account of share capital (16,428) — — — —
Sale of securities (**)............. 2,363 2,363 — — —
Presentation of securities....... — — — 12,563 —
According to US GAAP............... $199,525 $282,890 $244,636 $147,211 $122,121

(**) The allocation of a portion of the total prams from the sale of securities issued in
January 2002.

Risk Factors

This annual report and statements that we may rmaketime to time may
contain forward-looking information. There canreassurance that actual
results will not differ materially from our expetitans, statements or projections.
Factors that could cause actual results to difftanfour expectations, statements
or projections include the risks and uncertaintetating to our business described
below.

Risks Affecting Our Business



If we do not complete the equipment installation, échnology transfer and ramp-up of
production in Fab 2, our business will be materiall adversely affected.

We have completed the construction of Fab 2 buthetcquisition,
installation and equipping necessary for producéibaur planned full capacity of
33,000 200-mm wafer starts per month, which we eixfgereach by the end of
2006. We will also need to transfer 0.13 microrhtedogy from Motorola to Fab
2 and develop new process technologies for Falo2der to suit our customers’
needs. The ramp-up of Fab 2 is a substantial angblex project. We are
experiencing difficulties customary for projectsthifs type in the installation,
functionality and operation of the Fab 2 equipnduning its early manufacturing
period. Failures or delays in obtaining and instglthe necessary equipment,
technology and other resources may delay the cdioplef the ramp-up of Fab 2
and add to its cost, which would have a materigkesk effect on our business
and results of operations.

If we do not have sufficient funds to complete thé-ab 2 project, our business will be
materially adversely affected.

We estimate that we will need approximately an talail $280 million to
finance the total cost of Fab 2 until we reach ¢alpacity. Additionally, the actual
cost of Fab 2 may exceed our estimates. If we dasuaressfully raise sufficient
funding to complete the ramp-up to 33,000 waferntstaer month, we will be
required to scale back our equipment purchasesapakity forecasts, and, as a
result, we will not fully utilize the substantialestment made in constructing
Fab 2, which will adversely affect our financiatudts.

The cyclical nature of the semiconductor industry ad the resulting periodic overcapacity
have adversely affected our business in the pasgsaulting in a history of losses; downward
price pressure may seriously harm our business.

The semiconductor industry has historically beeyhnlyi cyclical.
Historically, companies in the semiconductor indpstave expanded
aggressively during periods of increased demanis. &tpansion has frequently
resulted in overcapacity and excess inventorieslithg to rapid erosion of
average sale prices. We expect this pattern tatetself in the future. Although
the semiconductor industry appears to be recovenmgour sales in 2003
improved in comparison with 2002, we cannot be esbthat this overall
recovery will continue or that we will benefit fromnthrough an increase in
demand for our products, resulting in an improvenrewur financial results.

We have a recent history of operating losses andpmect to operate at a loss through the
foreseeable future. Our facilities must operate atigh utilization rate for us to be profitable.

We operated at a loss for the last five years apéat to operate at a loss for
the foreseeable future. Fab 1 operated signifigdoglow capacity from 1996
through 2003. Because fixed costs represent aasubatportion of the operating
costs of semiconductor manufacturing operationsimust operate our facilities at
a high utilization rate. We are currently operatiralp 1 at a capacity utilization of
approximately 50%. During the third quarter of 20@@ completed the



construction of Fab 2, the qualification of processhnologies and the start of
ramp-up of production These technologies and dtaér2 assets have started to
incur significant operating expenses as well agsa@ation and amortization
expenses.

We may not be able to capitalize on an increase @demand for foundry services.

We are ramping-up Fab 2 based on our expectatiotisstomer demand. In
order for demand for our wafer fabrication serviteegicrease, the markets for
the end products using these services must dee@ld@expand. For example, the
success of our imaging process technologies wiedd, in part, on the growth of
markets for digital photography and video. Becamuseservices may be used in
many new applications, it is difficult to forecakgmand. If demand is lower than
expected, we may have excess capacity, which magreely affect our financial
results. If demand is higher than expected, we bbeaynable to fill all of the
orders we receive, which may result in the lossustomers and revenues.

If we do not meet conditions to receive the Isragfjovernment grants and tax benefits
approved for Fab 2, we may be required to seek attaative financing sources.

In connection with Fab 2, we received approvaldoants and tax benefits
from the Investment Center of the Government ofdkrunder its Approved
Enterprise Program. Under the terms of the appravalare eligible to receive
grants of 20% of up to $1.25 billion invested irbFAaplant and equipment, or an
aggregate of up to $250 million. As of December 2@03, we had received
approximately $118 million in grants from the Intraent Center. The Investment
Center requires that we complete our Fab 2 invesisneand achieve full
production capacity of 33,000 wafer starts per rhdmy the end of 2005, and
Israeli law limits the ability of the Investment @er to extend this time
limitation, unless an exempting amendment to thws is adopted by the Israeli
parliament. We have notified the Investment Cenmteour revised investment
schedule and lower than initially projected expeotes for Fab 2 sales; this
information is currently being evaluated by the datment Center. While the
Investment Center has continued to fund the grantas under our Approved
Enterprise Program, we cannot assure you thatllittemntinue to do so if it does
not accept our revised investment schedule. Intiaddieven if the Investment
Center accepts our revised schedule, any failurasbto meet the conditions of
our grant may result in the cancellation of allaoportion of our grants and tax
benefits and in the Investment Center requiringausepay all or a portion of
previous grants, which total $118 million as of Bewer 31, 2003. If this were to
happen, we would be required to seek alternativenfting sources to complete
the ramp-up of Fab 2, which may have an adversetedin our operations.

If we do not attract additional customers, our busness will be adversely affected.

For the year ended December 31, 2003, approximéatly of our business
was generated by three customers, National Semicbod (24%), SanDisk
Corporation (20%) and Motorola (11%). We expectctmtinue to receive a



significant portion of our revenue from a limitediamber of customers, with
SanDisk, our largest Fab 2 customer, accountingafeignificant portion of the
revenues we expect to generate from Fab 2 in 20042003, SanDisk was
instrumental in ramping up our business and acesufdr approximately 80% of
our Fab 2 revenues. While we currently expect 8aaiDisk will continue to be a
significant customer of Fab 2, the percentage df Faevenues represented by
sales to SanDisk is expected to decrease as addittmistomers commence or
increase their purchase orders following the gualifon of their products in Fab
2. Loss or cancellation of business from, or desgean, the sales volume or sales
prices to these customers including SanDisk coahibsgsly harm our financial
results and business. Since the sales cycle fos@wices typically exceeds one
year, if our customers order significantly fewerfera than forecasted, we will
have excess capacity that we may not be able tansal short period of time,
resulting in lower utilization of our facilities. ®may have to reduce prices in
order to try to sell the excess capacity. In additio the revenue loss that could
result from unused capacity or lower sales pricgs, might have difficulty
adjusting our costs to reflect the lower revenudsch could harm our financial
results.

If we do not receive orders from our wafer partnersand technology providers we may have
excess capacity.

We have entered into wafer partner agreements agrdemments with
technology providers under which we have commitiedortion of our Fab 2
capacity for future orders from these parties. Bbgirihe ramp-up of Fab 2, our
capacity commitments are limited to approximatedgdbof our Fab 2 capacity.
These parties are generally not obligated to etitiz pay for all or any portion of
their allocated capacity, and generally must camfiheir orders to us only three
months in advance. If these parties do not pladersrwith us, we may have
unutilized capacity, which we may be unable todild could harm our financial
results. In addition, in connection with their istments in the Fab 2 project, our
wafer partners have been issued credits which neayded to reduce the cash
amounts to be paid by them when paying for wafeasufactured in Fab 2. Our
major wafer partners have recently agreed to dékeruse of their credits until
2007.

If we do not maintain and develop our technology mcesses and services, we will lose
customers and may not be able to attract new ones.

The semiconductor market is characterized by rapiange, including the
following:

rapid technological developments;
evolving industry standards;

changes in customer requirements;
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frequent new product introductions and enhancemants

short product life cycles with declining pricesmieducts mature.

In order to maintain our current customer baseadtrdct new customers, we
must continue to advance our manufacturing prodestnologies. We are
developing and introducing to production specializgocess technologies. We
have also licensed 0.18-micron technology from Tmssland are in the process of
transferring the 0.13-micron technology from Motard/Ne are also working on
other independent and joint development projectedfnologies for Fab 2. Our
ability to achieve and maintain profitable operatiocdepends on the successful
development and introduction to production of thesesses.

If we do not compete effectively, we will lose busess to our competitors.

The semiconductor foundry industry is highly conmpet. We compete
with approximately ten independent dedicated foiasdrall of which are located
in Asia-Pacific, including new foundries based iaiwan, China, Korea and
Malaysia, and with over 20 integrated semiconductord end-product
manufacturers that allocate a portion of their nfacwring capacity to foundry
operations. The foundries with which we compete effienfrom their close
proximity to other companies involved in the desi@gmd manufacture of ICs.
Many of our competitors have one or more of theloming competitive
advantages over us:

greater manufacturing capacity;
multiple and more advanced manufacturing faciljties
more advanced technological capabilities;
a more diverse and established customer base;
greater financial, marketing, distribution and ottesources; and/or
a better cost structure.
If we do not compete effectively, our results of agrations will be materially affected.

We have a large amount of debt, which could hageifscant negative
consequences. As of December 31, 2003, we had@dBdn of bank debt. Our
current and future indebtedness could have sigmfioegative consequences,
including:

requiring the dedication of a substantial portidnoar expected cash
flow from operations to service our indebtedness;

increasing our vulnerability to general adverseneoaic and industry
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conditions;
limiting our ability to obtain additional financing

limiting our flexibility in planning for, or reaatig to, changes in our
business and the industry in which we compete;

placing us at competitive disadvantage to lessrégexl competitors
and competitors that have better access to capgalrces; and

affecting our abilities to make interest paymentsuar indebtedness.

If we fall to satisfy the covenants set forth in auamended credit facility, our banks will be
able to call our loans.

Our credit facility, under which we have drawn do$481 million as of
December 31, 2003, requires that we maintain ceftaancial, capital raising and
production milestone covenants. In the past, weddb meet certain of the
requirements of the credit facility. We cannot assrou that we will be
successful in satisfying these covenants in theaéutAny failure by us to observe
covenants or satisfy conditions under the creditifg, some of which are not in
our control, may result in the banks acceleratingabligations, which would
obligate us to immediately repay all loans madéheybanks plus penalties, and
the banks would be entitled to exercise the rensealailable to them under the
credit facility, including enforcement of their ieagainst all our assets. This
would have a material adverse effect on our company

Israeli banking laws may impose restrictions on theotal debt that we may borrow from
our banks.

Pursuant to a recent amendment to a directive shdddi by the Israel
Supervisor of Banks, which becomes effective ondid&l1, 2004, we may be
deemed part of a group of borrowers comprised@®fQfer Brothers Group, The
Israel Corporation, and other companies which @ iacluded in such group of
borrowers pursuant to the directive, including camips under the control or
deemed control of these entities. The directivevigies that an entity will be
subject to limitations on the amount of bank finagcavailable to it if such entity
is included within a group of borrowers, to whitle amount of debt financing
that has been extended from such bank amount$ooB8uch bank’s capital, or
is a member of one of the bank’s six largest boersvor groups of borrowers to
which, collectively, the amount of debt financimgat has been extended from a
bank amounts to 150% of such bank’s capital (gridueduced to 135%
between April 2005 and June 2006). Should our banrksed these limitations,
they may limit our ability to draw on our remainifR@b 2 bank facility ($69
million) and may require us to return some or albbor outstanding borrowings
(which were $431 million as of December 31, 20@3)xh of which may have a
material adverse effect on our business, finarmaatition and results of
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operations. The directive provides that a bank neguest that the Israel
Supervisor of Banks exempt certain entities frommgsbope of the definition of a
group of borrowers. Since we do not know whetherdinective will impact us,

we do not currently intend to request that our Isssgek an exemption on our
behalf from the Israel Supervisor of Banks. Shauwddecide to make such a
request of our banks, there can be no assuranceuhbanks would agree to
request an exemption from the Israel Supervis@arfks on our behalf or that the
Israel Supervisor of Banks would grant an exemptiorequested.

If we experience difficulty in achieving acceptabla@evice yields, product performance and
delivery times as a result of manufacturing problers, our business will be adversely
affected.

The process technology for the manufacture of semdactor wafers is
highly complex, requires advanced and costly eqaipmand is constantly being
modified in an effort to improve device yields, duct performance and delivery
times. Microscopic impurities such as dust and otoataminants, difficulties in
the production process, defects in the key mateaad tools used to manufacture
a wafer and other factors can cause wafers tojbeted or individual
semiconductors on specific wafers to be non-funetiowWe have from time to
time experienced production difficulties that haaeised delivery delays or
returns and lower than expected device yields. V&g ablso experience difficulty
achieving acceptable device yields, product peréoroe and product delivery
times in the future as a result of manufacturingppgms. Any of these problems
could seriously harm our financial results and bess.

If we are unable to purchase equipment and raw mat&ls, we will not be able to
manufacture our products in a timely fashion, whichmay result in a loss of existing and
potential new customers.

To complete the ramp-up of our Fab 2 facility amdnaintain the quality of
production in our facilities, we must procure neyugment. In periods of high
market demand, the lead times from order to dglieémanufacturing equipment
could be as long as 12 to 18 months. In addition haanufacturing processes use
many raw materials, including silicon wafers, chess, gases and various
metals. Manufacturing equipment and raw materiatseegally are available from
several suppliers. In many instances, however, wehase equipment and raw
materials from a single source. Although supplesfanufacturing equipment
and raw materials are adequate, shortages couldt doe to an interruption of
supply or increased industry demand. Any such aged could result in
production delays that could have a material adveffect on our business and
financial condition.

We must continue to reduce our exposure to currencegxchange and interest rate
fluctuations, or our cost of operations will increae.
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Almost all of our cash generated from operatiorss faom our financing and
investing activities is denominated in dollars &Nwelv Israeli Shekels, or NIS. Our
expenses and costs are denominated in NIS, dal@psnese Yen and Euros. We
are, therefore, exposed to the risk of currencyharge rate fluctuations.

Our borrowings, including the loans contemplatedarrour Fab 2 credit
facility, provide for interest based on a floatingOR rate, and we are therefore
subject to exposure to interest rate fluctuatiénsthermore, if our banks incur
increased costs in financing our Fab 2 credit itstailue to changes in law or the
unavailability of foreign currency, our banks mayekrcise their right to increase
the interest rate on our Fab 2 credit facility emsvpled for in the credit facility, as
they did pursuant to its recent amendment.

We regularly engage in various hedging strategiegsduce our exposure to
some, but not all, of these risks and intend tdinae to do so in the future.
However, despite any such hedging activity, weliaedy to remain exposed to
interest rate and exchange rate fluctuations, winak increase the cost of our
activities and, following the ramp-up of Fab 2,lMnicrease our financing
expenses.

We depend on intellectual property rights of third parties and failure to maintain or
acquire licenses could harm our business.

We depend on third party intellectual property idey for us to provide
foundry and design services to our clients. Weelvelithat we are in compliance
with the licensing agreements with the owners esérights and that the
licensing agreements adequately protect our righpsoblems or delays arise
with respect to the timely development, quality @nolvision of such intellectual
property to us, our customers’ design and prodoatauld be delayed, resulting
in underutilization of our capacity. Failure to mt@in or acquire licenses could
harm our business. In addition, license fees apdilties payable under these
agreements may impact our margins and operatindtses

Failure to comply with the intellectual property rights of third parties or defend our
intellectual property rights could harm our business.

Our ability to compete successfully depends onatmility to operate without
infringing on the proprietary rights of others aflefend our intellectual property
rights. Because of the complexity of the techna@egised and the multitude of
patents, copyrights and other overlapping intallacproperty rights, it is often
difficult for semiconductor companies to determimnigingement. Therefore, the
semiconductor industry is characterized by frequliggation regarding patent,
trade secret and other intellectual property righkeere are no lawsuits currently
pending against us regarding the infringement &fnqa or intellectual property
rights of others. However, we have been a parguti claims in the past and
because of the nature of the industry, we may naatto receive such claims in
the future. We and some of our customers have tigaeceived a notice from a
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technology company claiming that we and our custsmaee infringing its patent
rights. This notice was followed by an offer toelitse the technology company’s
patents for an immaterial one-time license paynmeamd, we entered into a license
agreement with this company. All other prior claiagainst us have been resolved
through license agreements, the terms of which havéad a material effect on
our business. One of these agreements expiree anthof 2005, and we may be
unable to extend or renew it on similar termshia ¢vent any third party were to
assert infringement claims against us or our custenwe may have to consider
alternatives including, but not limited to:

negotiating cross-license agreements;

seeking to acquire licenses to the allegedly igknh
patents, which may not be available on commercially
reasonable terms, if at all;

discontinuing using certain process technologies,
architectures, or designs, which could cause 8o
manufacturing certain integrated circuits if we &venable
to design around the allegedly infringed patents;

fighting the matter in court and paying substantial
monetary damages in the event we were to lose; or

seeking to develop non-infringing technologies, chhinay
not be feasible.

Any one or several of these developments couldepdabstantial financial
and administrative burdens on us and hinder ounbss. Litigation, which could
result in substantial costs to us and diversioousfresources, may also be
necessary to enforce our patents or other intelde¢groperty rights or to defend
us or our customers against claimed infringemenmhhefights of others. If we fail
to obtain certain licenses and if litigation ratatito alleged patent infringement or
other intellectual property matters occurs, it doplevent us from manufacturing
particular products or applying particular techgds, which could reduce our
opportunities to generate revenues.

As of December 31, 2003, we held 48 patents woddwwWe intend to
continue to file patent applications when apprdprta protect our proprietary
technologies. The process of seeking patent proteotay take a long time and
be expensive. We cannot assure you that pateritbensued from pending or
future applications or that, if patents are issuleely will not be challenged,
invalidated or circumvented or that the rights ¢gedrnunder the patents will
provide us with meaningful protection or any comoamdradvantage. In addition,
we cannot assure you that other countries in wiwielmarket our services will
protect our intellectual property rights to the saemxtent as the United States.
Further, we cannot assure you that we will atiades enforce our patents or other
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intellectual property rights or that the rightsmpesd under our patents will provide
us with a commercial advantage, which could redugeopportunities to generate
revenues.

We could be seriously harmed by failure to comply w#h environmental regulations.

Our business is subject to a variety of laws angegamental regulations in
Israel relating to the use, discharge and dispafstalxic or otherwise hazardous
materials used in our production processes. Welwarently operating under a
conditional permit from the Israeli Ministry of Em@nmental Affairs concerning
the concentration of fluoride in our wastewater. beédeve that we are currently
in compliance with the terms of our permit, withecgexception: we are
monitoring the levels of fluoride in accordancehnain oral understanding with
the Israeli Ministry of Environmental Affairs, whids less frequent than required
by the written terms of our permit. If we do notqualy with our permit’s
conditions or with our other understandings with Ministry, we may be required
to allocate financial resources for the implemeaatadf an infrastructure solution
in order to be in compliance with all the condisonVe estimate that such an
infrastructure solution would be immaterial. White believe that we currently
comply in all other material respects with applieadnvironmental laws and
regulations, if we fail to use, discharge or disgpoEhazardous materials
appropriately, or if applicable environmental lasvgegulations change in the
future, we could be subject to substantial liapitit could be required to suspend
or adversely modify our manufacturing operations.

We may be subject to the risk of loss due to firedzause the materials we use in our
manufacturing processes are highly flammabile.

We use highly flammable materials such as silamehsalrogen in our
manufacturing processes and may therefore be dubjdwoe risk of loss arising
from fires. The risk of fire associated with thesaterials cannot be completely
eliminated. We maintain insurance policies to rediesses caused by fire,
including business interruption insurance. If ahpur fabs were to be damaged
or cease operations as a result of a fire, it woetllice manufacturing capacity
and reduce revenues.

Possible product returns could harm our business.

Products manufactured by us are subject to returadecified periods if
they are defective or otherwise fail to meet cusg@nspecifications. Although
we establish what we believe to be reasonablevesagainst possible product
returns based on our past experience, produchieinrexcess of such reserves
may have an adverse effect on our business anakciedacondition.

We may be required to repay grants to the Israel lmestment Center that we received in
connection with Fab 1.
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We received grants and tax benefits for Fab 1 utidegovernment of Israel
Approved Enterprise program. As of December 31120@& completed our
investments under our Fab 1 program and are ncetaargitled to any further
investment grants for future capital investmentsab 1. We have agreed that if
we do not achieve Fab 1 revenues of $90 millior2fa®3 and $100 million for
2004 and maintain at Fab 1 at least 600 employe2003 and 625 employees
for 2004, subject to prevailing market conditiows, will, if demanded by the
Investment Center, be required to repay the Investri@enter up to
approximately $2.5 million. Based on our actuaklesf Fab 1 revenues and
employees for 2003 and the expected level of reeeiand employees for 2004,
we may be required to repay the Investment Cemqte¢o ampproximately $2.5
million.

We are subject to risks related to our internation&operations.

In 2003 and 2002, we made substantial sales tomess located in Asia-
Pacific and in Europe. Because of our internatiaparations, we are vulnerable
to the following risks:

we price our products primarily in U.S. Dollarsthie Euro, Yen and
other currencies weaken relative to the U.S. Dpbar products may
be relatively more expensive in these regions, wkmuld result in a
decrease in our sales;

the need to comply with foreign government reguolati

general geopolitical risks such as political andremnic instability,
potential hostilities and changes in diplomatic tnadle relationships;

natural disasters affecting the countries in whieda conduct our
business, such as the earthquakes experiencedima,Clapan and
Taiwan;

reduced sales to our customers or interruptionuinmanufacturing
processes in Asia Pacific that may arise from megicssues in Asia;

imposition of regulatory requirements, tariffs, oripand export restrictions
and other barriers and restrictions;

adverse tax rules and regulations;

weak protection of our intellectual property righasad

delays in product shipments due to local custostsatmons.
Risks Related to our Ordinary Shares

Our stock price may be volatile in the future.
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The stock market, in general, has experienced metnlatility that often
has been unrelated to the operating performanparticular companies. These
broad market and industry fluctuations may advgra#fect the trading price of
our ordinary shares, regardless of our actual dpgraerformance. In particular,
the stock prices for many companies in the semigotod industry have
experienced wide fluctuations, which have oftembeerelated to the operating
performance of such companies. Such fluctuationsadaersely affect the
market price of our ordinary shares.

Issuance of additional shares pursuant to Fab 2 fancing arrangements will dilute the
interest of our shareholders; we have also issuedawants to our banks, the Fab 2
building contractor and one of our shareholders andoptions to our employees that
are exercisable into our ordinary shares below oucurrent market price.

In connection with the Fab 2 project, we have idsa of February 21, 2004
53,288,624 ordinary shares to our wafer and eqpatyners and other
shareholders. In January 2001, we issued warramsrtbanks exercisable into
400,000 ordinary shares with an exercise price6d@ In December 2003, we
issued to our banks and to one of our sharehoWlansants exercisable into
896,596 and 58,906 ordinary shares, respectivetir,am exercise price of $6.17.
Up to approximately 8.6 million additional ordinaslgares may be issued upon
the conversion of our outstanding convertible délres and upon exercise of
warrants held by some of our shareholders, ourrdabe holders and our Fab 2
contractor.

In addition, as of December 31, 2003, we had oty employee options
to purchase up to 6.8 million shares, of whichrillion shares have an exercise
price below $7.00. We have also entered into a mumabagreements which may
result in our issuing large numbers of sharesjqaarly if we complete the
transactions contemplated by these agreementsmaé¢ avhen our share price is
low. For example, we have agreed that our wafeanpes may elect to convert, on
a quarterly basis through 2006, wafer credits weehssued them which may be
used to reduce the cash payments to be paid bywhean paying for wafers
manufactured in Fab 2 into our ordinary sharessthas the average trading price
of our ordinary shares during the 15 consecutiaditig days preceding the
relevant quarter. If our major wafer partners pasghan amount of wafers which
would otherwise result in their using the full amobof credits available to them
and they elect to convert all of these credits ortinary shares, we will issue
them an aggregate of 8.3 million shares, assumia@verage trading price of our
ordinary shares during the 15 consecutive tradays ¢goreceding the last relevant
quarter is $5.00; if the average trading pricewfardinary shares is $10.00, we
will issue an aggregate of 4.2 million shares. dsmes of these shares will have a
substantial dilutive effect on our shareholders.

Market sales of large amounts of our shares eligibl for future sale may lower the
price of our ordinary shares
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Of our 65,582,383 outstanding ordinary shares &ebfuary 29, 2004,
23,434,532 are freely tradable and held by nothaffs, and an additional
1,073,905 shares held by non-affiliates are eligfbl sale pursuant to Rule 144
under the Securities Act of 1933, subject to theetivolume and manner of sale
limitations of Rule 144. Of these shares, 476,218%07,692 shares will be
freely tradable under Rule 144(k) by April 2004 &ctober 2004, respectively.
An additional 80,456, 67,046 and 41,905 shares lneldon-affiliates will be
eligible for sale under Rule 144(k) by May 2004 cBmber 2004 and January
2005, respectively.

In addition, certain of our affiliates (Israel Corption Technologies -
ICTech, SanDisk, Alliance Semiconductor, and Mabtdmternational) hold
40,884,539 of our shares, of which 9,766,526 aelyrtradable and 20,700,069
are currently eligible for sale subject to the timelume and manner of sale
limitations of Rule 144. An additional 4,425,07883082, 2,849,905 and
2,304,881 shares held by these affiliates will lgglde for sale under Rule 144
by May 2004, August 2004, December 2004 and Jark@09, respectively, and
subject to the share transfer restrictions sehfiorthe shareholders agreement to
which they are a party and which remain in effacbtigh January 2008. ICTech
and our large wafer partners and additional shddeh® and warrant holders, as
well as our directors and officers, have agreeccumditten “lock-up” agreements
that, for a period of 90-180 days from the datéhefeffectiveness of the January
2004 prospectus, they will not sell their shardmar8s purchased by OTPP in
2002 are registered pursuant to an effective shglétration statement. The sales
of large amounts of our ordinary shares (or themidl for those sales even if
they do not actually occur) may depress the makeée of our ordinary shares.
This could also impair our ability to raise capitalough the sale of our equity
securities.

Our principal shareholders own a controlling interest in us and will be able to
exercise it in ways which may be adverse to yourtierests.

Our wafer partners and ICTech own approximately @b%ur outstanding
shares. Under our articles of association, twoett@ders holding together 33%
of our outstanding shares constitute a quorumdadacting a shareholders
meeting. Our wafer partners and ICTech could ctarista quorum for purposes
of conducting a shareholders meeting. While we leweays solicited proxies
from our shareholders prior to our shareholderstimgg, we would have a
sufficient quorum with two large shareholders eiferone of our other
shareholders were to participate in our shareholdstings. If only two large
shareholders were to participate in one of ouredi@der meetings, these
shareholders would determine the outcome of outresiodder meetings without
the benefit of the participation of our other slmiders. In addition, even if our
other shareholders were to participate in our $tders meeting in person or by
proxy, our wafer partners and The Israel Corporagiffectively control our
company and may exercise this control in a mandeerse to the interests of our
other shareholders.
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Risks Related to Our Operations in Israel
Instability in Israel may harm our business.

All of our manufacturing facilities and our corptegand primary sales
offices are located in Israel. Accordingly, pol#iceconomic and military
conditions in Israel may directly affect our busse

Since the establishment of the State of Israeb#B8l a number of armed
conflicts have taken place between Israel andrgébAeighbors, as well as
incidents of civil unrest. In addition, Israel acmimpanies doing business with
Israel have, in the past, been the subject of anauic boycott. Although Israel
has entered into various agreements with Egypdaloand the Palestinian
Authority, there has been an increase in unrestemndrist activity, which began
in September 2000 and which has continued withingrievels of severity into
2004. Parties with whom we do business have sorastdaclined to travel to
Israel during periods of heightened unrest or tamdiorcing us to make
alternative arrangements where necessary. In addttie political and security
situation in Israel may result in parties with wharma have agreements claiming
that they are not obligated to perform their commeihts under those agreements
pursuant to force majeure provisions. We do naebelthat the political and
security situation has had any material impact unbasiness to date; however,
we can give no assurance that security and pdlgdmaditions will have no such
effect in the future. Any hostilities involving ksl or the interruption or
curtailment of trade between Israel and its pregading partners could adversely
affect our operations and could make it more dittiéor us to raise capital.
Furthermore, our manufacturing facilities are leca¢xclusively in Israel, which
is currently experiencing civil unrest, terroristigity and military action. Since
we do not have a detailed disaster recovery planviould allow us to quickly
resume manufacturing, we could experience serimngmtion of our
manufacturing if acts associated with this confletult in any serious damage to
our manufacturing facilities. In addition, our busss interruption insurance may
not adequately compensate us for losses that n@ay,aand any losses or
damages incurred by us could have a material ae\effsct on our business.

Our operations may be negatively affected by the digations of our
personnel to perform military service.

In the event of severe unrest or other conflidjvuiduals could be required
to serve in the military for extended periods aféi In response to the increase in
terrorist activity and the renewed Palestinian sipg, there has been a significant
call up of military reservists, and it is possitat there will be additional call-
ups in the future. Most male Israeli citizens, utthg our employees, are subject
to compulsory military service through middle a@ewr operations could be
disrupted by the absence for a significant periotihoe of one or more of our key
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employees or a significant number of our other @ygdés due to military service.
Such disruption could harm our operations.

Our operations may be affected by negative economaomnditions in Israel.

Israel has been going in recent years throughiagef recession in
economic activity, resulting in low growth ratesdagrowing unemployment. Our
operations could be adversely affected if the enoo@onditions in Israel
continue to deteriorate. In addition, due to sigaifit economic measures
proposed by the Israeli Government, there have beearal general strikes and
work stoppages in 2003 and 2004, affecting all sBankports and ports. These
strikes have had an adverse effect on the Isreaeha@any and on business,
including our ability to deliver products to ourstamers or to receive raw
materials from our suppliers in a timely manneidldwing the passing by the
Israeli Parliament of laws to implement the ecormomeasures, the Israeli trade
unions have threatened further strikes or work{sges, and these may have a
material adverse effect on the Israeli economyuwnd

If we do not receive a final business license, weagnbe required to cease our operations.

The construction of our Fab 2 facility has requivsdo renew our business
license, and we are currently operating under gpteary business license, which
will expire at the end of May 2004. We are currginilthe process of
implementing the conditions for the receipt ofraafibusiness license. In the event
that we do not receive a final business licensemag be required to pay
penalties and if we cannot implement the conditimnghe receipt of a final
business license, we may be required to modifyease our operations.

If the exemption allowing us to operate our manufatiring facilities seven days a week is not
renewed, our business will be adversely affected.

We operate our manufacturing facilities seven dawseek pursuant to an
exemption from the law that requires businessésrael to be closed from
sundown on Friday through sundown on Saturday. &esnption, which has
been renewed several times in the past, expiré&eagember 31, 2004. In
addition, a significant increase in the numbermop®yees permitted to work
under this exemption will be needed as we ramproduyxction at Fab 2. We
expect the exemption to be renewed, but if the ¢gtiem is not renewed and we
are forced to close any or all of the facilities flois period each week, our
financial results and business will be harmed.

If we are considered to be a passive foreign invesent company, either presently or in the
future, U.S. Holders will be subject to adverse U.$ax consequences.

We will be a passive foreign investment companyRBIC, if 75% or more
of our gross income in a taxable year, includingpmo rata share of the gross
income of any company, U.S. or foreign, in whichave considered to own,
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directly or indirectly, 25% or more of the shargsvalue, is passive income.
Alternatively, we will be considered to be a PFt@tileast 50% of our assets in a
taxable year, averaged over the year and ordinaeilgrmined based on fair
market value and including our pro rata share efatsets of any company in
which we are considered to own, directly or indine25% or more of the shares
by value, are held for the production of, or praglyzassive income. If we were to
be a PFIC, and a U.S. Holder does not make anatetct treat us as a “qualified
electing fund,” or QEF, or a “mark to market” elect, “excess distributions” to a
U.S. Holder, and any gain recognized by a U.S. eflototh a disposition or our
ordinary shares, would be taxed in an unfavoralalg. vwmong other
consequences, our dividends would be taxed aetpdar rates applicable to
ordinary income, rather than the 15% maximum rpgieable to certain
dividends received by an individual from a qualtifi@reign corporation. The tests
for determining PFIC status are applied annually iairs difficult to make
accurate predictions of future income and assdighnare relevant to the
determination of PFIC status. In addition, underdbpplicable statutory and
regulatory provisions, it is unclear whether we Widoe permitted to use a gross
loss from sales (sales less cost of goods soldff¢et our passive income in the
calculation of gross income. In light of the unaearties described above, we have
not obtained an opinion of counsel with respecdupPFIC status and no
assurance can be given that we will not be a PRl&ahy year. If we determine
that we have become a PFIC, we will then notify Ou8. Holders and provide
them with the information necessary to comply with QEF rules. If the IRS
determines that we are a PFIC for a year with &gpewhich we have
determined that we were not a PFIC, however, ithinlge too late for a U.S.
Holder to make a timely QEF election, unless thg.Holder qualifies under the
applicable Treasury regulations to make a retreadtate) election. U.S. Holders
who hold ordinary shares during a period when veeaalPFIC will be subject to
the foregoing rules, even if we cease to be a Psugject to exceptions for U.S.
Holders who made a timely QEF or mark-to-markettsba.

It may be difficult to enforce a U.S. judgment agaist us, our officers and directors and
some of the experts named in this annual report dio assert U.S. securities law claims in
Israel.

We are incorporated in Israel. Most of our exeaibificers and directors
and our Israeli accountants and attorneys are smlaats of the United States,
and a majority of our assets and the assets of {hexsons are located outside the
United States. Therefore, it may be difficult tdane a judgment obtained in the
United States, against us or any of these persohkS. or Israeli courts based on
the civil liability provisions of the U.S. Federscurities laws. Additionally, it
may be difficult for you to enforce civil liabilgis under U.S. Federal Securities
laws in original actions instituted in Israel.

ITEM 4. INFORMATION ON THE COMPANY

A. History and Development of the Company
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We are a pure-play independent wafer foundry deseliceo the manufacture
of semiconductors. Pure-play foundries do not adfey products of their own, but
focus on producing integrated circuits, or ICs,dabsn the design specifications
of their customers. We manufacture semiconducteirgguadvanced production
processes for our customers primarily based od grarty designs and our own
proprietary designs. We currently manufacture i) geometries ranging from
1.0 to 0.18 microns and plan to initiate volumedurction in geometries of 0.13
microns during 2005. ICs manufactured by us arerpmrated into a wide range
of products in diverse markets, including consuaiectronics, personal computer
and office equipment, communications, automotivefgssional photography and
medical device products.

We are focused on establishing leading market sharigh-growth
specialized markets by providing our customers Wwigh-value wafer foundry
services. Our historical focus has been standaithicomplementary metal
oxide semiconductor, or CMOS, process technolodiychvis the most widely
used method of producing ICs. We currently are $eduon the emerging
opportunities surrounding CMOS image sensors, eddnbflash and mixed-
signal technologies. Through our expertise and mspee gained over a decade
of operations, we differentiate ourselves in theesas by creating a high level of
value for our clients through innovative technot@agiprocesses, competitive
manufacturing indices, such as cycle times andlgjelnd dedicated customer
service.

Our Company was founded in 1993, when we acquir@ibNal
Semiconductor’s 150-mm wafer fabrication facility,Fab 1, and commenced
operations as an independent foundry with a procluciapacity of approximately
5,000 wafer starts per month. Since then, we haveaficantly modernized our
Fab 1 facility and equipment, which has improvedpcess geometries from
1.0 microns to 0.35 microns and enhanced our psaeefinologies to include
CMOS image sensors, embedded flash and mixed-digectathologies. We have
also expanded our capacity through increased ptiotuic Fab 1 to
approximately 16,000 wafer starts per month to madditional customer demand.
Fab 1 has been cash flow positive since the seqoader of 2002.

We have completed the construction of the buildind infrastructure and
commenced the initial ramp-up of a second manufexggdacility, or Fab 2. Fab 2
is designed to operate in geometries of 0.18 mgeord below, using advanced
materials and advanced CMOS technology licensad fvimtorola and Toshiba
and other technologies that we might acquire oeligvindependently.
Production capacity at the end of December 20038380 wafer starts per
month. We currently expect to have production capaanging between 13,000
and 15,000 wafer starts per month by the end ofi2@0then the production ramp-
up is completed, Fab 2 is expected to have a dgpaicB3,000 200-mm wafer
starts per month. While we expect to continue terafe Fab 1, we anticipate Fab
2 to be the core of our future business.
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On December 30, 2003, we signed a memorandum afrstashding with
Siliconix incorporated, an 80.4% owned subsididryishay Intertechnology,
Inc., for a long-term manufacturing and supply agement between the parties.
Pursuant to the terms of the memorandum of undetistg, Siliconix will place
with us orders valued at approximately $200 millfonthe purchase of
semiconductor wafers to be manufactured at ourlHalgility over a seven to ten
year period, of which approximately $53 millionggaranteed and will be
delivered over the three year period starting affiist anniversary of the
definitive agreement. Siliconix will advance to$20 million to be used for the
purchase of additional equipment required to satdliconix’s orders, which will
be credited towards the purchase price of the waldre transaction is subject to
the approval of both companies’ boards of directous lending banks and the
Israeli Investment Center and the negotiation @éihdeze documentation. A
definitive agreement is expected to be signed duhe first quarter of 2004. We
can offer no assurance that we will receive theessary approvals for the
transaction from either company’s board of direstour lending banks or the
Israeli Investment Center or that, even if suchrapgls are obtained, a definitive
agreement will be reached

In January 2004, we completed an underwritten puddfering of 11 million
of our ordinary shares at a price to the publi& D0 per share. Pursuant to this
offering, our underwriters partially exercised thaver-allotment option and
purchased 444,500 of our ordinary shares at a pfi&&.00 per share. The
underwritten public offering, including the partetercise of the over-allotment
option, resulted in net proceeds of approximat&ly.$ million.

Our legal and commercial name is Tower Semiconadudth We were
incorporated under the laws of Israel. Our manufaeg facilities and executive
offices are located in the Migdal Haemek IndustiAatk, Post Office Box 619,
Migdal Haemek, 23105 Israel, and our telephone rarn#972-4-650-6611. Our
worldwide web site is located at http://www.towerseeom. Information on our
web site is not incorporated by reference in thisual report.

B. Business Overview
Industry Overview

Semiconductor devices are responsible for the rqgmad/th of the electronics
industry over the past fifty years. They are calticomponents in a variety of
applications, from computers, consumer electroamcs communications, to
industrial, military, medical and automotive. Thearsconductor industry is
characterized by rapid changes in technology, #atjy resulting in the
obsolescence of recently introduced products. Apwance has increased and
size and cost have decreased, the use of semidonsiand the number of their
applications have grown significantly.
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Historically, the semiconductor industry was congzbprimarily of
companies that designed and manufactured integcatadts, or ICs, in their own
fabrication facilities. These companies, such &sl bind IBM, are known as
integrated device manufacturers, or IDMs. In thd-a®80s, fabless IC
companies, which focused on IC design and usedrattenanufacturing
capacity, began to emerge. Fabless companiedljnhigtsourced production to
IDMs, which filled this need through their excesgpacity. As the semiconductor
industry continued to grow, increasing competitiorced fabless companies and
IDMs to seek reliable and dedicated sources of #bufacturing services. This
need has been met by the development of independeganies, known as
foundries, that focus primarily on providing IC nudacturing services to
semiconductor suppliers. Foundry services are reed bby nearly every major
semiconductor company in the world, including IDBMspart of a dual-source,
risk-diversification strategy.

Semiconductor suppliers face increasing demandsewarproducts that
provide higher performance, greater functionalitgd amaller form factors at
lower prices, which require increasingly comples.I@To compete successfully,
semiconductor suppliers must also minimize the tintekes to bring a product to
market. As a result, fabless companies and IDMdamasing more on their core
competencies — design and intellectual propertynd-@utsourcing
manufacturing to foundries. In addition to the gased complexity of designs,
there has also been a dramatic increase in the eruohlapplications for
semiconductors.

The consumer sector is expanding worldwide wéW mpplications and
multi-functional devices, including those that inporate CMOS image sensors,
embedded flash and mixed-signal ICs. Increasireglyerging applications, such
as camera-equipped cell phones, digital still casiand flat panel displays, are
enabled by ICs manufactured using advanced praeelesologies.

As the semiconductor industry continues its expandhe cost of building
new fabrication facilities, or fabs, is becomingr@asingly prohibitive for all but
a very few companies. For example, the total cbetuoFab 2 is currently
expected to be approximately $1.5 billion. We hadithat new 300-mm wafer
fabs cost approximately twice that amount. For canngs to justify the enormous
investment in a new fab, a high level of capacttiyzation is essential to ensure
that fixed costs are fully absorbed.

The enormous costs associated with modern fabshioech with the
increasing demand for complex ICs, has createkpaneling market for
outsourced manufacturing offered by foundries. Elm@s can cost-effectively
supply the technologies involved in manufacturidgamced ICs to even the
smallest fabless companies by creating economissab through pooling the
demand of numerous customers. In addition, cust®ombose IC designs require
process technologies other than standard digitaDSMave created a market for
independent foundries that focus on providing sgdezeid process technologies,
such as CMOS image sensors, embedded flash and-sixeal technologies.

25



Foundries also offer competitive customer sericeugh design, testing, and
information services, often at a level previouslurid only at an IDM’s internal
facilities.

These trends have led to the rapid growth in denraneicent years for
advanced semiconductor manufacturing services geovby independent
foundries.

Specialized Technologies

We provide wafer fabrication services and techniel®¢p fabless IC
companies and IDMs and enable smooth integratidheofemiconductor design
and manufacturing processes. By doing so, we emalileustomers to bring
high-performance, highly integrated ICs to marlegtidly and cost effectively.
We believe that our technological strengths andhesis on customer service
have allowed us to develop strong positions indalggh-growth specialized
markets for CMOS image sensors, embedded flash myeainol mixed signal ICs.
We serve as a sole source or alternative provitdiEumdry services.

We believe that we are a trusted, customer-oriesgedce provider that has
built a solid reputation in the foundry industryeo\the last ten years. We have
built strong relationships with customers, who amn to use our services, even
as their demands evolve to smaller form factorsreawd applications. Our
consistent focus on providing high-quality, valaeled services, including
engineering and design support, has allowed uttrexcacustomers for both our
Fab 1 and Fab 2 facilities who seek to work wigitr@aven provider of foundry
services. As a result, we have a high customentieterate, which is illustrated
by our long-standing relationships with leading sEmductor suppliers such as
Motorola and National Semiconductor.

We derived approximately 43% of our revenues ferytbar ended December
31, 2003 from our target specialized markets: CM®&ye sensors, embedded
flash and mixed-signal ICs. We are focusing ondhmarkets because they
provide a relatively high gross margin and havélggowth characteristics. In
addition, we are highly experienced in these matketing an early entrant and
having developed unique proprietary technologias)arily through licensing
and joint development efforts with our customerd ather technology
companies.

CMOS Image Sensors

CMOS image sensors are ICs used to capture an imageide variety of
consumer, commercial and industrial mass markdiaghons, including camera-
equipped cell phones, digital still and video caasesecurity and surveillance
cameras and video game consoles. We are currenitieky involved in this mass
market as well as the high-end sensor and apmitmgpecific markets, which
includes applications such as studio quality megdpligital cameras, machine
vision medical equipment and automative sensorsleV@MOS image sensors
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for advanced optical applications are an emergiagriology, we believe that
they are gradually becoming the preferred technotodraditional charge
coupled devices, or CCDs. CCDs have historicalbvigled superior image
quality; however, advances in semiconductor manufang processes and design
techniques have led to significant improvement€hhOS image sensor
performance and image quality. These advancesreauded in smaller size
circuits and better current control, making it pbksto design CMOS image
sensors that provide high image quality at a sigguitly lower cost.

As early as 1997, we recognized the market poterftizsing CMOS
process technology for a digital camera-on-a-chipch would integrate a
CMOS image sensoir, filters and digital circuitny.dntering the CMOS image
sensor foundry business, we utilized research amdldpment work that had
been ongoing since 1993. Our services include adorange of turnkey solutions
and services, including sensor design serviceg;amharacterization of a CMOS
process, innovative stitching manufacturing techaignd optical testing and
packaging. CMOS image sensors manufactured bylivedeutstanding image
quality for a broad spectrum of digital imaging bggitions. Currently, we are one
of select foundries that manufacture CMOS imageaasnand, as such, believe
that we have developed leading market position.

Embedded Flash

Flash memory is a constantly powered nonvolatilenory that can be
erased and reprogrammed in units of memory calleckb. The IC of flash
memory is organized so that a section of memorng cehy be erased in a single
action (or “flash”). Applications for flash memopyoducts range from most types
of portable electronic equipment devices to highurne mass storage of data.
Flash is particularly suitable for applicationsls@as handheld devices, combining
the need for portability, high density, ruggednasd lower power requirements.
Flash memory products are also well-suited for apdoducts such as digital
answering machines and MP3 players, as well ag appications including
networking devices, digital cameras, personal cderpmotherboards and
portable memory devices.

Embedded flash is the combination of flash memati ether components,
such as other memory, logic and analog, on a site provide speed,
functionality and form factor advantages and redaystem cost. Embedded flash
memory products are used in communications, consundstrial, military and
automotive applications. End products include nek&obase stations, servers,
microcontrollers, toys, set-top boxes, DVD playeed| phones and smart cards.

In 1997 we entered into a strategic investmenttaaknology agreement
with Saifun, pursuant to which we currently own appmately a 10% equity
stake in Saifun. Together we brought to marketva men-volatile memory
technology, NROM™. NROM technology enables the enpntation of ultra
high-density flash arrays using 0.5-micron CMOScess, and is particularly
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suitable for embedding flash arrays with standawidS logic, as well as for
commodity memories. We have continued to strengtihuerspecialized
technology service offering and leadership positiothe embedded flash market,
by partnering with Matsushita for joint developmehD.18-micron embedded
microFLASH technology. Our microFLASH technologwyded on Saifun’s
patented NROM technology, provides greater memelydensity than other
currently available flash architectures for givesign rule generation, permitting
an approximately four-fold reduction in the sizel memory cell for stand-
alone memories and embedded applications in a gggemetry.

Mixed Signal

Mixed-signal ICs are an essential part of any ebeit system that interacts
with the real world. Analog ICs monitor and mangael real world signals such as
sound, light, pressure, motion, temperature ancirgdal current and are used in a
wide variety of electronic products such as PCl ptmnes, DVD players,
automotive electronics and medical imaging equipmigital ICs perform
arithmetic functions on data represented by asefi®@nes and zeroes, provide
critical processing power and have enabled marigeo€omputing and
communication advances of recent years. Mixed-siggeacombine analog and
digital semiconductor functionality on a singletiiCenable digital systems to
interface with the real world. As these digitalteyss proliferate, there is a
growing need for analog functionality to enablenth® interface with the real
world.

We focus on providing high-quality mixed-signal aapities, as this
technology is a cornerstone to both CMOS imagemeansd embedded flash
applications. Our expertise in mixed signal has\deether enhanced through
several strategic initiatives. In 1998, Motorolansferred its 0.6- and 0.8-micron
analog and mixed-signal processes to our Fab litya¢n May 2003, we licensed
a wide array of intellectual property from Chipidadnereby Chipidea will port its
IP to our Fab 2. Our customers can now use Chijsdeadensive IP portfolio
with our advanced technology for a state-of-thesaltition that meets their
analog and mixed-signhal design needs.

Customers, Marketing and Sales

Our marketing and sales strategy seeks to aggedgsixpand our global
customer base to take advantage of the currentingswthe semiconductor
industry. To achieve this objective, we match dandard digital CMOS
technology to the industry benchmark and diffesgetourselves based on
customer service, design support and expertispanialized technologies, such
as CMOS image sensors, embedded flash and mixedl sWe have marketing
and sales personnel in the United States and I€baelmarketing and sales staff
is supported by independent sales representatocsed throughout the world,
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who have been selected based on their understaafithg semiconductor
marketplace.

Our sales cycle is generally 18-24 months for nestamers and can be as
short as 9-12 months for existing customers. The&e#) stages in the sales
process from initial contact until production are:

- technical evaluation;

- product design to our specifications including gnggion of third party
intellectual property;

- photomask design specification;

- silicon prototyping;

- assembly and test;

- validation and qualification; and

- production.

The primary customers of our foundry services aldelss semiconductor
companies and IDMs. A significant portion of ouoguct sales are made
pursuant to long-term contracts with our customensler which we have agreed
to reserve manufacturing capacity at our produdbaiiities for such customers.
When we commenced business in March 1993, ourardtomer was National
Semiconductor. Since then, we have succeeded in@ddignificant number of
new customers, including many industry leadersaandmber of Taiwanese
companies who preferred our solution to that offdoeally. During the year
ended December 31, 2003, National SemiconductoDiS& and Motorola
contributed 24%, 20%, and 11% of our revenues e@sgely. In 2002, National
Semiconductor, Matsushita and Motorola contribl@&&b, 16% and 13% of our
revenues, respectively. In 2001, National Semicotatuand Motorola
contributed 30% and 17% of our revenues, respdytilie2004, we expect that
SanDisk, which currently is our largest customeFai 2, will account for a
significant portion of our Fab 2 revenues. As foyndtilization rates peak with
the industry recovery, we expect to attract addéalacustomers as available
capacity decreases at leading Asian foundries.

In addition to further developing our customer hase have also made a
concentrated effort to expand the geographicalrditxeof our sales. The
percentage of our sales from customers locateddeutise United States was
31%, 38% and 27% in the years ended December 81, 2002 and 2003,
respectively. As we have successfully expandecostomer base with customers
located in Asia-Pacific and in Europe, we belidvat ta substantial portion of our
sales will continue to come from customers locatetside the United States. We
experienced a significant increase in our Asiafitasales in 2002 due to
payments made to us by Matsushita in connectiom et technology agreement
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with them. The following table sets forth the gesq@rical distribution, by
percentage, of our net sales for the periods itelica

Year ended December 31,

2003 2002 2001
United States........coveeviiiana... %73 62%0 6%
Asia-Pacific........cccoeeeiiii. 1C 25 18
EUurope.....cccoviiiiiiiiiieen 15 11 1C
£ = <, 2 2 3
TOAl oo, 100% 100%  100%

We currently allocate a portion of our wafer marctiiaing capacity in Fab 2
to certain customers under several types of agneemé@/e are also obligated to
make capacity available to customers under cedifier agreements (see “ltem 5
- Management’s Discussion and Analysis of FinanC@ahdition and Results of
Operations — Fab 2 Agreements”). Some of our pyrsastomers are also our
shareholders.

Competition

The global semiconductor foundry industry is higbbmpetitive. We
compete with more than 10 independent dedicatendioes, including Taiwan
Semiconductor Manufacturing Corporation, United Mealectronics and
Chartered Semiconductor Manufacturing; emergingeatisting Chinese, Korean,
Malaysian and Taiwanese foundries, including Sendoator Manufacturing
International Corp., DongBu, Anam, Hynix, PowercBi@miconductor and
Silterra; other specialized foundries, such as Adimiconductor, Jazz
Semiconductor and X-Fab; and over 20 IDMs and ewndiyct manufacturers that
produce ICs for their own use and/or allocate aigoiof their manufacturing
capacity to foundry operations. The foundries withich we compete are located
in Asia-Pacific and benefit from their close proiyrnto other companies involved
in the design and manufacture of ICs. We beliea¢ tlie principal elements of
competition in the wafer foundry market are:

- technical competence;

- production quality;

- time-to-market;

- device and end-product price;
- available capacity;

- device yields;
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- design and customer support services;
- access to intellectual property; and

- research and development capabilities.

Many of our competitors have greater manufactuciaygacity, multiple
manufacturing facilities, more advanced technolalgtapabilities, a more diverse
and established customer base, greater financaaketing, distribution and other
resources and a better cost structure than ours.

We seek to compete primarily on the basis of teldgyo production quality,
device yields and service. We believe we havefardihtiated service offering in
specialized markets, which enables us to effegtieempete with larger IC
manufacturers.

Wafer Fabrication Services

Wafer fabrication is an intricate process that ¢xieof constructing layers
of conducting and insulating materials on raw wafarintricate patterns that give
the IC its function. IC manufacturing requires hreds of interrelated steps
performed on different types of equipment, and esiep must be completed with
extreme accuracy for finished ICs to work propefllge process can be
summarized as follows:

Circuit Design. IC production begins when a fabl€ssompany or IDM
designs the layout of a device’s components andjalaes the interconnections
between each component. The result is a pattesonraponents and connections
that defines the function of the IC. In highly cdeypcircuits, there may be more
than 35 layers of electronic patterns. After thedESign is complete, we provide
these companies with IC manufacturing services.

Mask Making. The design for each layer of a sendcmior wafer is
imprinted on a photographic negative, called aletwr mask. The mask is the
blueprint for each specific layer of the semicortdugvafer.

IC Manufacturing. Transistors and other circuitnedsts comprising an IC
are formed by repeating a series of processes ichvehphotosensitive material is
deposited on the wafer and exposed to light thraugtask. Advanced IC
manufacturing processes consist of hundreds o$ steguding photolithography,
oxidation, etching and stripping of different layemd materials, ion implantation,
deposition of thin film layers, chemical mechanipalishing and thermal
processing. The final step in the IC manufactupnacess is wafer probe, which
involves visually and electronically inspecting leardividual IC in order to
identify those that are operable for assembly.
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Assembly and Test. After IC manufacture, the waseestransferred to
assembly and test facilities. In the assembly m®ceach wafer is cut into dies, or
individual semiconductors, and tested. Defectiwes dire discarded, while good
dies are packaged and assembled. Assembly prtheckS, facilitates its
integration into electronic systems and enablesltbs&pation of heat. Following
assembly, the functionality, voltage, current andrig of each IC is tested. After
testing, the completed IC is shipped to the IC sappr directly to its final
destination.

Manufacturing Processes

We manufacture ICs on silicon wafers, generallywgshe customer’s
proprietary circuit designs. In some cases we hisg-party designs or our own
proprietary product design. The end product ofraanufacturing process is a
silicon wafer containing multiple identical ICs. mmost cases, our customer
assumes responsibility for dicing and assemblyh@digh we are an independent
foundry specializing in wafer fabrication, we offaur customers the option to
purchase from us finished semiconductor produatshhve been assembled and
tested. In these cases, we take responsibilitthBoproduction and delivery of
finished IC products to our customer on a turnkayiand subcontract some or
all of the dicing, assembly and testing functiomghird parties. We also maintain
limited assembly capabilities for manufacturingtptgpe units to facilitate
customer evaluation and thereby accelerate newuptaatroduction.

We manufacture ICs using CMOS process technoloyyOS is currently
the dominant semiconductor manufacturing procesaus® it requires lower
power than other technologies and allows densesplaat of components onto a
single IC. The low power consumption and high-degnsharacteristics of the
CMOS process allow the continued development df pigrformance ICs that are
smaller and faster. We believe that our specialpedess technology
distinguishes our IC manufacturing services angetis many industry-leading
customers. The specific process technologies tbatukrently focus on include:

CMOS Image Sensor®ur advanced CMOS image sensor process is
intended to meet the established growing demandgdtcal sensors used in
consumer, industrial, medical and automotive apgibns. Our dedicated
manufacturing and testing processes assure cambystegh electro-optical
performance of the integrated sensor through watesl characterization. Our
CMOS image sensor process has demonstrated supptical characteristics,
excellent spectral response and high resolutiorsanditivity. The ultra-low dark
current, high efficiency and accurate spectraloasp to our photodiode enable
faithful color reproduction and acute detail defom.

In addition, our innovative “stitching” technologyables semiconductor
exposure tools to manufacture single ultra higlolteaeon CMOS image sensors
containing millions of pixels at sizes far largean their existing field. Our 0.5-
and 0.35-micron CMOS image sensor processes p#rendustomer to create
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high-quality solutions and integrate a product’s @#analog and logic circuitry
together with the sensor pixel array all on ong@cthereby facilitating
miniaturization, reducing power consumption andeasing performance. We are
currently developing a 0.18-micron CMOS image sepsocess to address the
rapidly growing market for camera-embedded celln@soand low end digital
cameras.

Embedded FlastOur microFLASH technology, based on Saifun’s ptaéd
NROM technology, provides greater memory cell digrtsian other currently
available flash architectures for given design gdaeration, permitting an
approximately four-fold reduction in the size oétitmemory cell for stand-alone
memories and embedded applications in a given gegpnide relative simplicity
of our microFLASH manufacturing process enablegé¢icbnology to offer cost
advantages over competing flash technologies fgir bensity memories. Using
our 0.5-micron technology, we have introduced trst 6f our microFLASH
processes into production with the manufacture 2haegabit stand-alone
memory device and embedded multi-time programmiongutes, with a limited
number of rewrite cycles. We are currently intradganto Fab 2 the 0.18
embedded flash that was jointly developed with Msitdta in their facilities in
Japan.

Mixed SignalWe have developed the Tower Mixed-Signal Design K
which contains a comprehensive characterizaticanwide range of analog
devices, providing our customers with the abildaydesign mixed-signal ICs for
their specific needs. In addition, we developedatemixed-signal features for
use in Fab 2 with our 0.18-micron process (sudhigis and medium poly-
resistors and MIM capacitors) and are working teetlep more features.

Procurement and Sourcing

Our manufacturing processes use many raw matenalsding silicon
wafers, chemicals, gases and various metals. Trheseaterials generally are
available from several suppliers. In many instana@&spurchase raw materials
from a single source. In connection with our tedbgyp advancement plans,
including our Fab 2 business plan, we expect tdicoa to make purchases of
semiconductor manufacturing equipment.

Research and Development

Our future success depends, to a large degreegyraabdity to continue to
successfully develop and introduce to productidiwaaced process technologies
that meet our customers’ needs. Our process davelojpstrategy relies on
CMOS process technologies that we primarily licesns@ transfer from third
parties, we develop at our customers’ request oooperation with our
customers; and internally develop utilizing intetleal property licensed from
third parties.

The completion of the construction of Fab 2 intimed quarter of 2003 and
qualification of advanced CMOS process technologieggometries of 0.18
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microns have enabled us to focus on developmeptoafess technologies in the
specialized CMOS image sensor, embedded flash ametirsignal markets. Our
technology alliances with leading semiconductonpdieps contribute to our
development of new process technologies in Falm2ekample, our joint
development alliance with Matsushita in May 2008 hacelerated the
development of our 0.18-micron microFLASH techngloghich is expected to
begin prototyping in the middle of 2004 and be kdtein Fab 2 in 2005. In
addition, our technology transfer and licensingeagnent entered into in January
2002 with IMEC enables us to offer certain advaremealog and mixed-signal
technologies for use in Fab 2 in geometries of id@ons for the manufacture of
components used in products such as cell phones.

From time to time, at a customer’s request, we kdgva specialty process
module, which we use for such customer on an exdusasis, and, if permitted
under our agreements with our customers, we thdntad our process offering.
In 2001 and 2002, in cooperation with a custommed, asing its know-how and IP,
we developed an enhanced 0.35-micron CMOS imagss@nocess to be used
exclusively for this customer. Production ramp lois process is currently
expected to start by the end of 2004.

Our research and development activities have klatienarily to our process
development efforts and have been sponsored aneduny us with some
participation by the Israeli Office of the Chiefi&atist, or OCS. Accordingly, we
are subject to restrictions set forth in Israel lahich limit the ability of a
company to manufacture products, or to transfdrrtelogies outside of Israel, if
such products or technologies were developed wiils @unding. Research and
development expenses for the years ended Decerhp2031, 2002, 2003 were
$9.6 million, $17.0 million and $20.7 million, net government participation of
$1.4 million, $1.2 million and $1.1 million, resgeely. In addition, we have
paid, as of December 31, 2003, a total of $41.0onito Toshiba and Motorola
in connection with the transfer of process techgi@s for use in Fab 2.

As of December 31, 2003, we employed 160 professsan our research
and development department, 27 of whom have PhDeddlition to our research
and development department, located at our faslim Migdal Haemek, we
maintain a design center in Netanya, Israel.

Proprietary Rights

Intellectual Property and Licensing Agreements

Our success depends in part on our ability to aljgatents, licenses and
other intellectual property rights covering ourgmotion processes. To that end,
we have acquired certain patents and patent liseanrs@ intend to continue to seek
patents on our production processes. As of Decef3ihe2003, we held 48
patents.
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We have also entered into various patent licensdssoss-licenses with
other technology companies including Toshiba, MalarSynopsys, Artisan
Components, ARM, Ceva, IMEC, Cadence Design Syst@mipidea
Microelectronics, Matsushita and Virage Logic. Waynchoose to renew our
present licenses or to obtain additional technolagpnses in the future. There
can be no assurance that any such licenses couldtd@ed on commercially
reasonable terms. In addition, we cannot assureghailwother countries in which
we market our services will protect our intelledtpoperty rights to the same
extent as the United States or Israel.

We constantly seek to strengthen our technologixpértise through
relationships with technology companies and silisoppliers. We seek to expand
our core strengths in CMOS image sensors, embeitisdand mixed-signal
technologies by combining our proprietary technglagth those of other
technology companies. A main component of our geckvelopment strategy is
to acquire licenses to standard CMOS technologidscall libraries from leading
designers, such as Motorola and Toshiba, and fuddnelop specialized process
through our internal design teams. The licensinthese technologies has
enormously reduced our internal development costs.

CMOS Process Technology Platform

We have licensed an array of process technoldgesgh the following arrangements:

- ToshibaIn April 2000, we entered into a technology transigreement
with Toshiba, pursuant to which Toshiba has anttrahsfer to us certain
advanced CMOS technologies for use in Fab 2. lhaage for certain
license and technology transfer fees and royalteshiba has and will provide
us with recipes, know-how and patent licenses asdrained a group of
our engineers and managers. Subject to prior tetraimfor cause by
Toshiba, our licenses under the agreement withidagine perpetual. Based on
Toshiba’s 0.18-micron CMOS process technology, axe linternally developed
an enhanced industry compatible version of thegaotechnology.

- Motorola. In September 2002, we entered into a technologysfiea and
development agreement with Motorola, pursuant tehviMotorola has and
will transfer to us its 0.13-micron HiPerMOS7 CM@/cess technology
for Fab 2 as well as co-develop with us an indestimdard compatible
version of the process technology. Subject to peionination for cause by
Motorola, our licenses under the technology trarsfigeement with
Motorola are perpetual.

Foundation IP (Libraries)

To better serve our customers design needs in adda@®MOS processes,
we have entered into a series of agreements vathiig providers of physical
design libraries. These libraries are basic delsigllding blocks, such as standard
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cells, interface input-output (I1/0) cells and sdadte compilers for the generation
of on-chip embedded memories arrays. To achievenapperformance, these
libraries must be customized to work with our maatifiring process and are used
in virtually every digital chip design of our custers.

- Synopsydn June 2001, we entered into an agreement witlo|Sys
(formerly, Avant!) under which Synopsys has dewetblibraries for our 0.18-
micron process technology. The Synopsys libranesaailable to our
customers free of charge, and multiple customerghesn in producing
their ICs at Tower.

- Artisan Componenidn June 2002, we entered into a master services and
license agreement with Artisan Components. Underatireement, Artisan
Components has developed a suite of library predacbur 0.18-micron
process technology. Artisan Components is licentsridpraries to our
customers free of charge and multiple customersisirg the Artisan
Components libraries in their chip design for mantufring at Tower.

Embedded Processors

To give our customers a low-risk, low-cost, fastdgito-market solution for
their system-on-chip, or SoC, designs, we offentipeocess-optimized silicon-
proven embedded processors from world leaders bedded processors.

- ARM In November 2002, we joined ARM’s Foundry LicensedPam.
Through the ARM Program, our customers have gaaredss to two of
ARM'’s most widely used 32-bit embedded microprooessres, or
elements, which have been optimized and testeatk @n our 0.18-
micron manufacturing process. As ARM cores aranibst widely used
embedded microprocessors today, our agreemenfiRlth provides our
customers a low-risk, low-cost solution for designand manufacturing
advanced ARM-based SoCs at Tower.

- Ceva ln December 2001, we signed an agreement with @evthe
customization of their Teak and XperTeak DSP-card& éwer’s 0.18-micron
manufacturing process. Under this agreement, Casvaéveloped DSP
macrocells, which are available for the use ofaustomers’ SoCs from
Ceva.

Mixed-signal Technologies
To address a variety of applications for mixed-ald&s, such as use in cell
phones, we have developed strong mixed-signal psocapabilities as well as
proven mixed-signal IP components.

- IMEC. In January 2002, we entered into a technology feeaasd licensing
agreement with IMEC pursuant to which we acquiredatn advanced
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analog and mixed-signal process technologies tplemnent our CMOS
process technology capabilities in the 0.18-migeometry. Pursuant to this
agreement, we received a non-exclusive, non-tnatéelicense to
manufacture or have manufactured integrated aratilizing the technology
licensed by IMEC. The mixed-signal offering develdgpursuant to this
agreement is available to our customers.

- Chipidea Microelectronicdn January 2003, we entered into a non-exclusive,
perpetual, royalty-free license and design agreewidmChipidea
Microelectronics, a Portuguese corporation thagdesand sells various types
of analog and mixed-signal semiconductor intellacproperty cores or
elements. Several Chipidea cores are currenthyghdihzed by our
customers.

- Cadence Design Systens order to help our customers meet time-to-market
constraints, we are providing them with a seantlesssition from design to
silicon using Cadence Designh Systems Process DE#igor PDK. Under
our agreement with Cadence Design Systems sigrig@bih, Cadence
Design Systems has developed a mixed-signal PDké&use of our
mixed-signal customers. PDK is a process speciiog-mixed signal library
designed to work with the Cadence Design Systest®ulC tools and can
be used to create analog mixed-signal ICs.

Embedded Non-Volatile Memories

To enhance our strength in embedded non-volatilmones in the 0.18-
micron process node, we are collaborating witheéesadth embedded non-volatile
memory technologies to address the market neduostinthe high-end and the
low-end of the spectrum.

- Matsushitaln June 2002, we entered into an agreement with our
development partner, Matsushita, for the joint tigraent of 0.18-micron
embeddedhicroFLASH technology.

- Virage Logic In March 2002, we entered into a development ageeemuith
Virage Logic, a company specializing in embeddethorg technology.
Under this agreement, Virage Logic has successfigixeloped a suite of
SRAM and ROM memory compilers for our 0.18-micreogess
technology, which are available for licensing by austomers. Presently,
multiple customers’ products that use Virage Lagitiemory products are
in production at Fab 2.

Our ability to compete also depends on our abibtgperate without
infringing the proprietary rights of others. Thaseonductor industry is
characterized by frequent litigation regarding pgtgade secret and other
intellectual property rights. There are no lawsaitgrently pending against us
regarding the infringement of patents or intelletfproperty rights of others.
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However, we have been a party to such claims ip#st and because of the
nature of the industry, we may continue to recsiweh communications in the
future. We have recently received a notice fromchmhology company claiming
that we and our customers are infringing its patighits. This notice was
followed by an offer to license the technology camy's patents for an
immaterial one-time license payment, and we havesntly concluded a license
agreement with this technology company. All otheompclaims against us have
been resolved through license agreements, the @frmkich have not had a
material effect on our business. One of these aggaes expires at the end of
2005, and we may be unable to extend or renew sirofar terms. In the event
any third party were to assert infringement claagainst us or our customers, we
may have to consider alternatives including, butlinated to:

negotiating cross-license agreements;

seeking to acquire licenses to the allegedly igiohpatents, which
may not be available on commercially reasonabladeif at all;

discontinuing using certain process technologrebjtactures, or designs,
which could cause us to stop manufacturing cedamiconductors if
we were unable to design around the allegedlyrngéd patents;

fighting the matter in court and paying substamnahetary damages
in the event we were to lose; or

seeking to develop non-infringing technologies,clitmay not be
feasible.

In the event that any third party causes us orodroyir customers to
discontinue using certain process technologiedyelieve that such an outcome
would not have a long-term material and adversecgfhis we could design
around such technologies.

C. ORGANIZATIONAL STRUCTURE

The legal and commercial name of our company iseérdemiconductor Ltd. We
were incorporated under the laws of the Stateraklsn 1993. We have one
subsidiary incorporated in the United States utldemame Tower
Semiconductor USA, Inc.

D. PROPERTY, PLANTS AND EQUIPMENT
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Manufacturing Facilities
Fab 1

We acquired our Fab 1 facility from National Senmdactor in March 1993
when National Semiconductor, which had operatedabiity since 1986, sold
the facility as part of a worldwide restructurinigits manufacturing operations.
We occupy the facility pursuant to a long-term &&em the Israel Lands
Authority that expires in 2032.

Due to the sensitivity and complexity of the semibactor manufacturing
process, a semiconductor manufacturing facilityunexg a special “clean room” in
which most of the manufacturing functions are paried. Our Fab 1 facility
includes an approximately 51,900 square foot cteam.

Since we commenced manufacturing at Fab 1, we inaveased our
manufacturing capacity from 5,000 wafer startsrpenth, using 1.25-micron and
1.0-micron processes, to approximately 16,000 wsthats per month based on
our current product mix, which is primarily concextéed on our 0.35-micron, 0.5-
micron and other specialized processes. Howeverxact capacity is variable
and depends on the combination of the processag heed and may be
significantly lower at certain times as a resulteftain of our combinations. In
general, our ability to increase our manufactugagacity has been achieved
through the addition of equipment, improvementgoipment utilization, the
reconfiguration and expansion of the existing clesom area and the
construction of an additional clean room area withie building shell of Fab 1.
Approximately 60% of our Fab 1 facility is capable0.5-micron and below
process technology.

Fab 2

In January 2001, we commenced construction of Fa2new advanced
wafer fab adjacent to Fab 1 in Migdal Haemek. Falfifers integrated circuits
manufacturing services utilizing advanced matem@ald a 0.18-micron process
technology we licensed from Toshiba. We have atemsed 0.13-micron process
technology from Motorola, which we are implementindg-ab 2 and expect to
offer in the future. The overall clean room are&ab 2 is approximately 100,000
square feet. We began volume production at Fakrigglthe third quarter of
2003. Production capacity at the end of Decemb@8 2@as 8,500 wafer starts per
month, and we currently expect to have productegecity ranging between
13,000 and 15,000 wafer starts per month by theo€2004. We expect the
production ramp to be completed by the end of 2@0@;hich time Fab 2 is
expected to have the capacity to produce 33,00@rnsadrts per month. We
currently expect that the total cost of the corcdttom, equipping of the facility
and ramp-up of the manufacturing line will be apgmmately $1.5 billion, of
which approximately $900 million has been expenttiedugh December 31,
2003. The land on which Fab 2 is located is sultfgatlong-term lease from the
Israel Lands Authority that expires in 2049.
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Since 2000, we have invested significantly in tbhechase of fixed assets,
primarily in connection with the construction ofl#2, technology advancement
and capacity expansion. Capital expenditures agafiR003, 2002 and 2001 were
approximately $164 million, $243 million and $364llion, respectively, before
related Investment Center grants of $27 milliory, 8#llion and $67 million,
respectively.

Environmental Matters

Our operations are subject to a variety of laws @overnmental regulations
in Israel relating to the use, discharge and dalpoistoxic or otherwise hazardous
materials used in our production processes. Faituoeomply with these laws and
regulations could subject us to material costslatnilities, including costs to
clean up contamination caused by our operations.

We are currently operating under a conditional pefmoam the Israeli
Ministry of Environmental Affairs concerning therazentration of fluoride in our
wastewater. We believe that we are currently inmlaance with the terms of our
permit with one exception: we are monitoring theele of fluoride in accordance
with an oral understanding with the Israeli Minystff Environmental Affairs
concerning how often we monitor the levels of fider resulting in our
monitoring the levels of fluoride less frequentiyah required by the written terms
of our permit. There have been instances in thewlasre we were not in
compliance with these restrictions, and, despitebest efforts, there may be
future instances of non-compliance. We are alstisaussions with the Israeli
Ministry of Environmental Affairs regarding the @asility of easing of
conditions set forth in our permit. If we cannotimtain our compliance with the
conditions set forth in our permit or in our otlhderstandings with the Ministry,
we may be required to allocate financial resoufoethe installation of a waste
treatment system in order to be in compliance waiklhhe conditions. We estimate
that such a waste treatment system would cost appately $100,000. We
believe that we are currently in compliance inoéfler material respects with
applicable environmental laws and regulations.

ITEM 5. OPERATING AND FINANCIAL REVIEW AND PROSPECT S
A. OPERATING RESULTS

Management’s Discussion and Analysis of Financial@dition and Results of Operations

The information contained in this section shoulddsd in conjunction with our consolidated
financial statements and related notes and themé&bion contained elsewhere in this annual
report. Our financial statements have been prepameztcordance with generally accepted
accounting principle$'GAAP”) in Israel. Material differences between Israel GAand US
GAAP as they relate to our financial statementsdescribed in Note 20 to our audited
annual consolidated financial statements.
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Overview

We are a pure-play independent wafer foundry deéeliceo the manufacture
of semiconductors. Pure-play foundries do not adfey products of their own, but
focus on producing integrated circuits, or ICs blase the design specifications of
their customers. We manufacture semiconductorgyusirnanced production
processes for our customers primarily based od garty designs and our own
proprietary designs. We currently manufacture irdgggg circuits, or ICs, with
geometries ranging from 1.0 to 0.18 microns and pdanitiate volume
production in geometries of 0.13 microns during200

Our primary source of revenue is from the fabrmawf ICs, using CMOS
process technology. We are currently focused ortherging opportunities
involving CMOS image sensors, embedded flash axeédnsignal technologies.
ICs manufactured by us are incorporated into a natige of products in diverse
markets, including consumer electronics, persooaldpuiter and office equipment,
communications, automotive, professional photogyagpid medical device
products.

The primary customers for our products are fabl€éssompanies and
integrated device manufacturers, or IDMs. Mostwf mroduct sales are made
pursuant to long-term contracts with our customensier which we have agreed
to reserve manufacturing capacity at our produdiailities. Our sales cycle is
generally 18-24 months for new customers and caaslshort as 9-12 months for
existing customers. The typical stages in the galesess, from initial contact
until production, are: technical evaluation; phoask design specification; silicon
prototyping; assembly and testing; validation andldjication; and production.

During the year ended December 31, 2003, NatioealiSnductor,
SanDisk and Motorola contributed 24%, 20% and 11%uo revenues,
respectively. In 2002, National Semiconductor, Maksta and Motorola
contributed 31%, 16% and 13% of our revenues, mtsfady. In 2001, National
Semiconductor and Motorola contributed 30% and bT%ur revenues,
respectively. In 2004, we expect that SanDisk,entty our largest Fab 2
customer, will continue to account for a significportion of our Fab 2 revenues.
In 2003, SanDisk was instrumental in ramping uphlasginess and accounted for
approximately 80% of our Fab 2 revenues. While weently expect that
SanDisk will continue to be a significant custoraéFab 2, the percentage of Fab
2 revenues represented by sales to SanDisk is &xpcdecrease as additional
customers commence or increase their purchasesoi@kwing the qualification
of their products in Fab 2. As foundry utilizaticates peak with the industry
recovery, we expect to attract additional custorasravailable capacity decreases
worldwide, including at leading Asian foundries.

In addition to further developing our customer hase have also made a
concentrated effort to expand the geographicalrditxeof our sales. The
percentage of our sales from customers locateddeutise United States was
31%, 38% and 27% in the years ended December 81, 2002 and 2003,
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respectively. As we have successfully expandecostomer base with customers
located in Asia-Pacific and in Europe, we belidvat ta substantial portion of our
sales will continue to come from customers locatetside the United States.

Our Company was founded in 1993, when we acquirgibNal
Semiconductor’s 150-mm wafer fabrication facility,Fab 1, and commenced
operations as an independent foundry with a procluiciapacity of approximately
5,000 wafer starts per month. Since then, we haveficantly modernized our
facilities and equipment, which has improved ouwrceiss geometries from 1.0
microns to 0.35 microns and enhanced our procebsddogies to include CMOS
image sensors, embedded flash and mixed-signaliaémdies. We have also
expanded our capacity through increased produdatiéiab 1 to approximately
16,000 wafer starts per month to meet additionaiauer demand. Fab 1 has
been cash flow positive since the second quart2002.

During the third quarter of 2003, we completeddhbastruction of the
building and infrastructure and commenced theahfamp-up of a second
manufacturing facility, or Fab 2. Fab 2 is desigtedperate in geometries of
0.18 microns and below, using advanced materialsadnanced CMOS
technology licensed from Motorola and Toshiba, aH as other technologies that
we might acquire or develop independently. We begdmme production at Fab
2 during the third quarter of 2003. Production adyeof Fab 2 as of the end of
December 2003 was 8,500 wafer starts per monthywanclrrently expect to
have production capacity ranging between 13,0001&,@00 wafer starts per
month by the end of 2004. When the production rssqompleted, Fab 2 is
expected to have the capacity to produce 33,00n200vafer starts per month.
While we expect to continue to operate Fab 1, weeelkFab 2 to form the core of
our future business.

Critical Accounting Policies

Non-Capitalizable Costsln accordance with generally accepted accounting
principles, we capitalized through the third quaale2003 most of our costs
relating to the establishment of Fab 2, primardy property and equipment and
other assets. Following commencement of operatbisb 2 in the third quarter
of 2003, most of the direct costs related to thestrmiction and equipping of Fab 2
and to the transfer of the Fab 2 technologieswleae capitalizable until Fab 2
came into production, are no longer capitalizaGipitalizable Fab 2 costs were
only incremental direct costs that related to ttaldishment and equipping of
Fab 2 and to the integration and transfer of teldgyoto be implemented in Fab
2.

Direct internal costs consisted primarily of pajare@lated costs, and

allocated payroll costs, on the basis of managemestimates and assumptions
and methodologies, including timesheet inputs. Mbshe capitalized payroll-
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related costs consisted of wages to employeesatedisolely to the
establishment of Fab 2. In addition, other direthated expenses such as import
costs, transportation, installation and consultees were also capitalized. Under
different assumptions relating to these costs hanol being attributable to the Fab
2 project, the classification and accounting redgm of these costs may be
different, which may significantly affect our finalal position and results of
operations. The effect, if any, under Israel GAAI &S GAAP would be

similar.

Revenue Recognitionn accordance with generally accepted accounting
principles, our revenues are recoghized upon shmporeas services are rendered
when title has been transferred, collectibilitygasonably assured and acceptance
criteria are satisfied, based on tests performaxdt pr customer on-site testing.
Prior to commencement of our production, both aust@emers and our personnel
test and pre-approve the prototype, on the bassmhafh specifications and
features the ordered products will be producedctEdaic, functional and quality
tests are performed on the products prior to shippraed customer on-site testing.
Such testing reliably demonstrates that the pradonetet all of the specified
criteria prior to formal customer acceptance aradl pnoduct performance upon
customer on-site testing can reasonably be expézteahform to the specified
acceptance provisions. Our revenue recognitiorcpad significant because our
revenues are a key component of our results ofatipas. We follow very
specific and detailed guidelines in measuring reeeihowever an accrual for
estimated returns, which is computed primarily loam bbasis of historical
experience, is recorded. Any changes in assumptiordetermining the accrual
for returns may affect mainly the timing of our eene recognition and cause our
operating results to vary from quarter to quarter.

Accordingly, our financial position and resultsapferations may be affected.
That effect, if any, under Israel GAAP and US GAWBuld be similar.

Depreciation and Amortization of Fab 2 Asselduring the third quarter of
2003, we commenced depreciating the Fab 2 propedyequipment and
amortizing the 0.18-micron technology, based onstha&ight-line method.
Currently, we estimate that the expected econoifeiof the Fab 2 assets will be
as follows: (i) prepaid perpetual land lease antllngs — 14 to 25 years; (ii)
machinery and equipment — 5 years; and (iii) td8-0nicron technology — 4
years, while amortization will phase in commenaimgthe dates on which each of
the Fab 2 manufacturing lines is ready for use.e@&feect that the depreciation
and amortization expenses relating to Fab 2 faeslmvill be in 2004
approximately $30 million per quarter due to thé Raamp-up. Changes in our
estimates regarding the expected economic lifeabf Fassets, or a change in the
dates on which each of the Fab 2 manufacturing limeeady for use, might
significantly affect our depreciation and amortiaatexpenses. That effect, if any,
under Israel GAAP and US GAAP would be similar.
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Impairment of Assetsln January 2003, the Israeli Accounting Stanslard
Board issued Standard No. 15, “Impairment of As%etbich is effective for
financial statements for reporting periods commegdianuary 1, 2003 or
thereafter. This standard addresses the accoungiagnent and presentation of
impairment of assets, and establishes procedutss itmplemented in order to
ensure that assets are not presented in amour@sdirg their recoverable value.
Though according to US GAAP, e.g. FASB 144 and FA4B, recoverability
tests are performed based on undiscounted expeasbédlows, Standard No. 15
indicates that an asset’s recoverable value ifititeer of the asset’s net selling
price and the asset’s value in use, the lattergoequal to the asset’s discounted
expected cash flows. While the adoption of the @ions of Standard No. 15 as
of December 31,, 2003 and 2002, had no effect orimancial position and
results of operations as of such dates, the uddfefent assumptions with respect
to the expected cash flows from our assets anad ett@omic variables,
primarily the discount rate, may lead to differeahclusions regarding the
recoverability of our assets’ carrying values amthe potential need to record an
impairment loss for our long-lived assets.

Recent Accounting Pronouncements under US GAAP asdy Apply to us

Amendment of SFAS 138 May 2003, the FASB issued SFAS No. 149,
“Amendment of Statement 133 on Derivative Instruteemnd Hedging
Activities.” SFAS No. 149 amends and clarifies aguiing for derivative
instruments including certain derivative instrunseamnbedded in other contracts
and hedging activities under SFAS No. 133. It fe@fve for contracts entered
into or modified after June 30, 2003 and for hedgrlationships designated after
June 30, 2003. The adoption of this standard hadcpact on our financial
position or results of operations.

Accounting for Certain Financial Instruments withh&acteristics of Both
Liabilities and Equity In May 2003, the FASB issued SFAS No. 150,
“Accounting For Certain Financial Instruments w@tharacteristics of Both
Liabilities and Equity” which establishes standai@mshow an issuer of financial
instruments classifies and measures certain fiahm@Struments with
characteristics of both liabilities and equity. S&A50 requires that an issuer
classify a financial instrument that is within #sope as a liability (or an asset in
some circumstances) if, at inception, the monetalye of the obligation is based
solely or predominantly on a fixed monetary amdurdawn at inception,
variations in something other than the fair valbéhe issuer’s equity shares or
variations inversely related to changes in thevalue of the issuer’s equity
shares. This statement is effective in connectiah wur activities for financial
instruments entered into at the beginning of tlirel thuarter of 2003. Regarding
the impact of adopting SFAS 150 on our financ@dipon as of December 31,
2003, see Note 20F to the financial statementsiwdumie included in this annual
report.

SAB-104— Revenue Recognition. In December 2003, thei®texs and
Exchange Commission (“SEC”) issued Staff Accountdudjetin 104 (“SAB-
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104”) — Revenue Recognition. This SAB revises gcheds portions of the
interpretative guidance included in Topic 13 of doelification of staff accounting
bulletins in order to make this interpretive guidartonsistent with current
authoritative accounting guidance. The princip&lgi®ens relate to the rescission
of material no longer necessary because of devadaomsoutside of the SEC in
U.S. generally accepted accounting principles,taedncorporation of certain
sections of the SEC’s “Revenue Recognition in FonarStatements —
Frequently Asked Questions and Answers” documentTiopic 13. The adoption
of SAB-104 had no impact on our financial positaord results of operations.

Recent Accounting Pronouncements under Israel GAARs They Apply to Us

Impairment of Assets According to Standard No.flth® Israeli Accounting
Standards Board In January 2003, the Israeli Accounting Stansi@®@dard issued
Standard No. 15, “Impairment of Assets”. This stdds the initial formal
accounting pronouncement in Israel addressingdbeumting treatment and
presentation of impairment of assets, which esthbs procedures to be
implemented in order to ensure that assets arpreeented in amounts exceeding
their recoverable value. An asset’s recoverablaesa the higher of the asset’s
net selling price and the asset’s value in uselatter being equal to the asset’s
discounted expected cash flows. Prior to issuimgpd&ird No. 15, we tested the
recoverability of our assets based on undiscouexpécted cash flows, a method
that under Standard No. 15 will no longer be aadapt Initial application of this
standard will generally be on a prospective b&tasndard No. 15 is effective for
financial statements for reporting periods commegdianuary 1, 2003 or
thereafter, with early application encouraged. &teption of the provisions of
Standard No. 15 as of December 31, 2002 and Septe30b 2003, would not
have a material effect on our financial positiod assults of operations as of such
dates.

Results of Operations

You should read the following discussion and analgsour financial
condition and results of operations in conjuncuoth the financial statements
and the related notes thereto included in this ahmport. The following table
sets forth certain statement of operations datamescentage of sales for the years
indicated.

__Year Ended December 31,
2003 2002 2001

Statement of Operations Data:

SIS s 100.00% 100.0% 100.0%
Costof sales ..o 199.4 1294 146.5
GroSS Profit ....euveeeeeiiiiiiee e (99.4) (29.4) (46.5)
Research and development expenses, net ............ 33.7 32.8 18.2
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__Year Ended December 31,
2003 2002 2001

Statement of Operations Data:

Marketing, general and administrative expenses.. 36.9 33.0 27.7
Operating [0SS .......uuvvveiiiiiieiieeeeeeeeeeeeeeeeeiiiee (170.0) (95.2) (92.4)
Financing income (expense), net.................... (16.1) (4.0) 2.8
Other iNCOME ..o, _(0.1) -- 16.0
LOSS it —————————— (186.2)% (99.2)% (73.6)%

Year Ended December 31, 2003 Compared To Year End&kcember 31, 2002

Sales Sales in the year ended December 31, 2003 iremdas18.5% to
$61.4 million from $51.8 million in 2002. This $9illion increase was
attributable to a higher volume of wafer shipmewtisich resulted in an increase
in Fab 1 sales of $2.9 million, and a $6.6 millinarease in Fab 2 revenues. Fab 2
revenues in 2003, which derived from the sale dewproducts, were $14.7
million, in comparison with Fab 2 revenues of $&illion in 2002, all of which
was attributable to our joint development agreemétht Matsushita for the
development of 0.18-micron embedded microFLASH netbgy.

Cost of SalesCost of sales in the year ended December 31, @aled
$122.4 million, compared with $67.0 million in 2Q0khis increase was due
mainly to the commencement of Fab 2 operationkberthird quarter of 2003,
which resulted in (i) an increase of $37.3 milliardepreciation and amortization
expenses related to Fab 2 assets; and (ii) amaseraf $25.5 million attributable
to the commencement of Fab 2 operations and tlcemisiuation of
capitalization of costs that had been capitalimeor to the commencement of Fab
2 operations.

Gross LossGross loss in the year ended December 31, 20636/R0
million compared to a gross loss of $15.2 millior2D02. The increase in gross
loss was primarily attributable to an increase8.9 million in 2003 in expenses
related to Fab 2 (mainly due to an increase of3&8llion in depreciation and
amortization costs and an increase of $11.4 miiliopayroll costs). This increase
was offset by a moderate increase in revenues@fdiion, which was primarily
attributable to the commencement of productionadjoers of Fab 2 that amounted to
$6.6 million.

Research and DevelopmeResearch and development expenses in the year
ended December 31, 2003 increased to $20.7 millemn $17.0 million in 2002.
The increase was primarily due to increased rebeard development activities
related to the technologies we licensed from Md&samd Toshiba for Fab 2.
Research and development expenses are reflected paatticipation grants
received from the Israeli government ($1.1 milleord $1.2 million, respectively).
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Marketing, General and AdministratioMarketing, general and
administrative expenses in the year ended DeceB8Ihe&r003 increased to $22.6
million from $17.1 million in 2002, primarily du®tan increase of $4.3 million
associated with the expansion of our worldwide rating and sales efforts in
connection with the commencement of productionab E.

Operating LossOperating loss in the year ended December 313 223
$104.4 million, compared to $49.3 million in 20@&yibutable primarily to the
commencement of Fab 2 operations during the thiadtey of 2003. The $55.1 million
increase in the operating loss reflects the iner@agross loss of $45.8 million,
increase in research and development expensesfilion and increase in
marketing and sales, general and administrativeresgs of $5.5 million.

Financing Expenses, Ndtinancing expenses in the year ended December
31, 2003 were $9.8 million compared to financingenses of $2.1 million in
2002. This increase is mainly due to an increask9df million in connection with
our Fab 2 activities and is attributable to (i)imerease during 2003 in the total
amount of long-term loans which financed the carcsion and equipping of Fab 2,
and (ii) the discontinuation of capitalization ofdncing costs that had been
capitalized prior to the commencement of operatairizab 2.

Loss Our loss in the year ended December 31, 2003bwa4.3 million,
compared to $51.4 million in 2002. This increasprimarily attributable to the
increased operating loss of $55.0 million and tfweaéase in financing expenses,
net, of $7.7 million.

Year Ended December 31, 2002 Compared To Year End€ecember 31, 2001

Sales Sales in 2002 decreased by 1.1% to $51.8 miftie@m $52.4 million
in 2001. This decrease is attributable to 10% |lowafer shipments in Fab 1 as
well as a reduction of 9% in the average pricevwster in Fab 1 as a result of
weakening demand in the semiconductor industrywiaat offset by $8 million in
revenue associated with our joint development agesg with Matsushita for the
development of 0.18-micron embedded micro-FLASHhtedogy in Fab 2.

Cost of SalesCost of sales in 2002 was $67.0 million, compavét $76.7
million in 2001. A decrease of $21.5 million in tbest of sales of Fab 1 was
attributable to cost saving initiatives that wargplemented in Fab 1, offset by
fixed manufacturing costs and increased uncapiédlexpenses of $11.8 million
related to the establishment of Fab 2.

Gross LossGross loss in 2002 was $15.2 million comparedh wigross loss
of $24.4 million in 2001. Our gross loss in 2002v@wer than our gross loss in
2001 due to reduced gross loss in Fab 1 of $12lmiesulting from reduced
sales and cost savings activities offset by oureiased gross loss in Fab 2 of $3.8
million, which resulted from $10.0 million in inaeed uncapitalized expenses
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related to the establishment of Fab 2 offset b $illion in gross profits from
the joint development agreement with Matsushita.

Research and DevelopmeResearch and development expenses in 2002
increased to $17.0 million from $9.6 million in 20D0Mhe increase was due to
increased research and development activitieetdmologies to be implemented
in Fab 2. Research and development expenses letedfnet of participation
grants received from the Israeli government ($1lilgan and $1.4 million,
respectively).

Marketing, General and AdministratioMarketing, general and
administrative expenses in 2002 increased to $hillibn from $14.5 million in
2001 due to higher deployment for Fab 2 activitie$2.5 million and higher
marketing efforts among new and potential Fab 2ocners during 2002
amounting to $2.7 million offset by $2.6 millionaeased sales, general and
administration expenses related to Fab 1.

Operating LossOperating loss in 2002 was $49.3 million, comgdae
$48.4 million in 2001. The increase was due to $7ilbon in higher research and
development expenses in connection with Fab 2,ellsas $2.6 million in higher
marketing expenses, offset by $9.1 million in lowerss loss.

Financing Income (Expenses), NEinancing expenses in 2002 were $2.1
million compared with $1.5 million financing inconm@2001. The majority of
our financing costs in 2002 and 2001, amountingltb.0 million and $2.3
million, respectively, were not included in ouru#ts of operations since they
were capitalized to Fab 2 assets during the estahknt of Fab 2. The capitalized
financing expenses were primarily comprised of blaaks interest, amounting to
$10.6 million and $1.5 million, respectively, aslhas expenses in 2002 related
to convertible debentures, amounting to $ 1.2 arillin 2001, non-capitalized
financial expenses were offset by financial incopramarily attributable to bank
interest on proceeds from our Fab 2 investors Jttegun net financial income,
while in 2002, financial expenses exceeded finame@gme due to the decrease
in cash and cash equivalents.

Other Income, NeOther income, net, in 2002 was $0.045 milliormmpared
to other income, net, of $8.4 million in 2001, daoghe sale of our shareholding
in Virage Logic in 2001 for a capital gain of $9#llion, offset by a $1.1 million
write off of our investment in Azalea Microelectrosin 2001.

Taxes on Incomédue to our recent history of operating losse2062 and
2001 we established valuation allowances agaihde&trred tax assets, except
with respect to existing deferred tax liabilititdlserefore, we recognized no
income tax benefit attributable to our net opentoss.

Loss Our loss in 2002 was $51.4 million compared tosa of $38.5 million
in 2001. The increased loss was primarily attriblgdo the increase in our Fab 2
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operating loss of $19.4 million, comprised of irased non-capitalized expenses,
research, development and marketing expenses,fisad oy the $9.5 million
capital gain generated from the sale of our holslingvirage Logic.

Impact of Inflation and Currency Fluctuations

The dollar cost of our operations in Israel isueficed by the timing of any
change in the rate of inflation in Israel and tk&=pt to which such change is not
offset by the change in valuation of the NIS irateln to the dollar. During 2003,
the dollar was devalued against the NIS by 7.6%,tha consumer price index in
Israel decreased by 1.9%. During 2002, the NISdesslued against the dollar
by 7.3%, while the consumer price index in Israeleased by 6.5%.

We believe that the rate of inflation in Israel hasl a minor effect on our
business to date. However, our dollar costs irelssdl increase if inflation in
Israel exceeds the devaluation of the NIS agalestollar or if the timing of such
devaluation lags behind inflation in Israel.

Almost all of our cash generated from operatiors faom our financing
and investing activities is denominated in dollansl NIS. Our expenses and costs
are denominated in NIS, dollars, Japanese Yen anosE We are, therefore,
exposed to the risk of currency exchange ratedhatains.

Our borrowings under our Fab 2 credit facility, ainicomprise the
majority of our long-term liabilitiegrovide for interest based on a floating Libor
rate, and we are therefore subject to exposumgte¢oast rate fluctuations. We
regularly engage in various hedging strategiesdoice our exposure to some, but
not all, of these risks and intend to continuedad in the future. However,
despite any such hedging activity, we are likelyeimain exposed to interest rate
and exchange rate fluctuations, which may incréaseost of our activities,
particularly our financing expenses.

The quantitative and qualitative disclosures almoaitket risk are in Item 11
of this annual report.

B. LIQUIDITY AND CAPITAL RESOURCES

At December 31, 2003, we had an aggregate of $&8lidn in cash, cash
equivalents, and short-term interest-bearing deégposi which $44.0 million was
contractually restricted for Fab 2 use only. Tlheswpares to $69.7 million in cash,
cash equivalents, and short-term and interestihgaeposits, of which $51.3
million was contractually restricted for Fab 2 wsdy, as of December 31, 2002.
In addition, as of December 31, 2003, we had $4l8m(as of December 31,
2002, $11.9 million) in long-term interest-bearhgposits, which were
contractually restricted for Fab 2 use only.
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During the year ended December 31, 2003, we gextecaish from the
following sources: $174.0 million from bank loangt of $13.0 million in
repayments; $24.4 million in net proceeds fromiesuance of ordinary shares
and $16.4 million in net proceeds on account ofardinary shares issued in
January 2004; and $33.8 million from Investmentt€egrants. These liquidity
resources financed our investments made duringgheended December 31,
2003, which aggregated approximately $201 millimcdnnection with
construction, equipment and other assets of Falxiding our purchase and
transfer of technology from Motorola and Toshibd annstruction and equipping
of Fab 2.

Our Fab 2 operating activities in 2003 and 2002=gated negative cash
flows of $75.3 million and $1.8 million, respectiyeand $5.7 million of positive
cash flows in 2001. We expect our Fab 2 operatupgreses in 2004 to result in
negative cash flows in the amount of approxima$dl@ million. Our Fab 1
operating activities generated positive cash fleimse the second quarter of
2002, and we expect such activities to generatgiy®sash flows from operating
activities in 2004 as well.

As of December 31, 2003, we had loans in the amou$431 million in
connection with the loans we obtained during 2@@®2 and 2001 for the
establishment of Fab 2. As of December 31, 2003hadkeno loans in connection
with Fab 1, following the repayment and terminatocdrour remaining $10.0
million in loans in December 2003.

We recently completed the construction of the bagdand infrastructure
and commenced the initial ramp-up of Fab 2, our adwanced wafer facility
adjacent to Fab 1 in Migdal Haemek, Israel and Heagrin wafer production for
our customers in Fab 2 during the third quarte2@3. Production capacity at the
end of December 2003 was 8,500 wafer starts pethm@ve currently expect to
have production capacity ranging between 13,0001&,@00 wafer starts per
month by the end of 2004. When the ramp-up is cetafd| Fab 2 is expected to
have the capacity of 33,000 200-mm wafer startsypmrth. We expect to
complete our ramp-up of Fab 2 by December 2006eXpect the total cost of the
construction, equipping of the Fab 2 facility aadhp-up of production will be
approximately $1.5 billion. As of December 31, 20@0@ received a total of $941
million for the Fab 2 project, as set forth belowtabular form. The remainder of
the Fab 2 project can be funded by additional gramailable from the Investment
Center, debt financing made available from our Isaskles of our securities,
proceeds from the sale of securities we own inagedompanies, including
Saifun Semiconductors, wafer prepayments from astamers, payments we
receive from Matsushita and cash flow from operstio

We expect to have adequate liquidity for our Faetlvities in 2004, which
shall be generated mainly from its operating atiési In the event that our
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contemplated transaction with Siliconix is compde(see “Item 4: History and
Development of the Company”), the funding of thguieed assets for Fab 1 and
the execution of this transaction is expected tpro®ided to us by Siliconix.

We expect to have adequate liquidity for our Fattvities in 2004. In
2004, we expect to make capital investments of@pprately $160 million in
Fab 2 and to have negative cash flow from Fab 2atiems of approximately $40
million. We expect to fund our Fab 2 activities ithgr2004 from the following
sources: (1) additional loans under the Fab 2 tfadility of approximately $69
million; (2) Investment Center grants of approxielat$30 million; and (3) sales
of our securities.

During the years 2003, 2002 and 2001, the majofigur liquidity and
capital resources and expenditures were in cororeatith our Fab 2 project, in
which we have invested as of December 31, 2003oappately $900 million
(primarily in 2003 and 2002). The following chdtustrates the various financial
sources available to us to fund the constructiahramp-up to completion of Fab
2, the amounts received to date and the amounectegor required to be
received from various sources. We cannot assurehaiwe will be able to
obtain funds from these sources as expected, derddtbng or potential defaults
under our Fab 2 agreements, poor conditions inaapiarkets, failure to benefit
from a recovery in the semiconductor market, failtor achieve milestones and
other factors, any or all of which may affect obiigy to raise funds. If we do not
satisfy our need for funds for Fab 2 or if the tigniof the receipt of financing lags
behind the timing of expenses, we may from timgm® experience lack of
liquidity for our activities.

Received ¢ Amounts Total

of expected (5)
December or requirec
31, 2003 to
be receive!
after
December
Financial Sources 31, 2003
(in
millions)
Wafer Partners and other equity investors $30¢ $0 $306
Israel Government Investment Center 11¢€ 132(1) 250
Credit facility 431 69(2)(4) 500
Other financing sources 8€ 152(3)(4) 238

(1) Under the requirements of Israeli Law, we aguired to complete our
approved investment program for Fab 2 by the erD066 (see “— Investment
Center Grants” below). Failure to meet this requeat may result in the
cancellation of all or a portion of our grants. SResk Factors — If we do not
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meet conditions to receive the Israeli governmeahty and tax benefits approved
for Fab 2, we may be required to seek alternatnamtcing sources.”

(2) Our banks’ obligation to fund the loans is sdbjto the satisfaction of
minimum production capacity milestones, the reguiraintenance of financial
ratios and to additional conditions and covenants.

(3) Under the November 2003 amendment to our Faledit facility, we are
required to raise additional financing from spexifsources by various prescribed
dates and to raise an aggregate amount of $158i0miiy no later than the end
of 2005 (see “Material Agreements — Credit Faci)ityhe gross proceeds of our
recent offering, amounting to $80.1 million, wik lapplied toward our
compliance with this contractual obligation. We egpto raise the remaining
funding through: (i) equity investments, includitingg sale of convertible
securities; (ii) proceeds from the sale of se@sitve own in certain companies,
including Saifun Semiconductors Ltd.; (iii) wafaepayments from customers;
(iv) a portion of payments we receive from Matsteslaind (v) proceeds from the
exercise of employee options.

(4) We have agreed with our banks and TIC to cota@eaights offering on
pre-determined terms if we do not complete a reguiundraising. This
arrangement may result in an increase of our cfadility by up to $43 million.

(5 We will be required to make capital investmeantsl implement and
acquire advanced technologies of an aggregateppbaimately $1.5 billion in
order to ramp-up Fab 2 to 33,000 wafer starts pmrtim All of our capital
investments in 2004 will be made in Fab 2. In addito the amounts listed in
footnote 3 above, we will require additional casltdomplete the full ramp-up of
Fab 2; we expect to fund these cash needs thragsihgenerated from
operations.

Fab 2 Agreements

In January 2001, we commenced construction of Fa2new advanced
wafer fab adjacent to Fab 1 in Migdal Haemek. Falifers integrated circuit, or
IC manufacturing services utilizing advanced matserand a 0.18-micron process
technology we licensed from Toshiba. We have atemsed 0.13-micron process
technology from Motorola, which we are implementindg-ab 2 and expect to
offer in the future. The overall clean room are&ab 2 is approximately 100,000
square feet. We began volume production at Fakrigglthe third quarter of
2003. Production capacity at the end of Decemb@B 2@as 8,500 wafer starts per
month, and we currently expect to have productegecity ranging between
13,000 and 15,000 wafer starts per month by theoé€2004. We expect the
production ramp to be completed by the end of 2@0@;hich time Fab 2 is
expected to have the capacity to produce 33,006rvgfrts per month. We
currently expect that the total cost of the cordttom, equipping of the facility
and ramp-up of the manufacturing line will be apgmmately $1.5 billion, of
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which approximately $900 million has been expentthedugh December 31,
2003.

Wafer Partner AgreementBuring 2000, we entered into a series of
agreements with four wafer partners: SanDisk, Atea Semiconductor, Macronix
International and QuickLogic Corporation. The wgartners agreed to invest
$250 million in us; SanDisk, Alliance Semiconducamd Macronix each
committed to invest $75 million, and QuickLogic camitted to invest $25 million
in exchange for our ordinary shares and creditatdw/the purchase of wafers
from Fab 2 under the terms set forth in the agredesn&Ve also agreed to reserve
approximately 50% of our Fab 2 capacity for ouraevgfartners for a 10-year
period, including during the ramp-up of Fab 2. dtldidion, these agreements
generally provide for a five percent discount ofexgurchases made by the
wafer partners of up to 80% of the maximum Fab fwkabrication capacity
committed to the wafer partners, subject to mininhoidings of our ordinary
shares.

In April 2002, our shareholders approved amendmendsir agreements
with our wafer partners and financial investorsatialg to their third and fourth
milestone payments, and in May 2003, our share®l@gproved an amendment
to our agreements with our wafer partners and Gr@investors relating to their
fifth milestone payments, which was re-approvecebryshareholders after a
further amendment in December 2003 (see — “AmendmoeRifth Milestone
Payment Schedule” below).

To date, we have received an aggregate of $246li®mfrom our wafer
partners, of which $199.6 million was invested amsideration for 26,125,712 of
our ordinary shares, and the remaining $47.2 miNias established as wafer
credits.

Investment by Israel Corporation Technologies (I€)e_td. and other
Financial Investorsin December 2000, Israel Corporation Technologies
(ICTech) Ltd., our current principal shareholded ame of Israel’s major holding
companies, agreed to invest $50.0 million contempeous with the investments
by the wafer partners. In consideration of ICTeaggregate investment of $50
million, we issued ICTech a total of 6,749,669 af ordinary shares through
January 2004.

In February 2001, the Challenge Fund-Etgar Il adjteeanvest $5.0 million
in our company on substantially the same term&€agdh. In consideration of
Challenge’s aggregate investment of $5.0 millioa,issued Challenge a total of
670,166 of our ordinary shares through January 2004

Investment by Ontario Teachers’ Pension Plan Boardluly 2002,

Ontario Teachers’ Pension Plan Board (OTPP), agrepdrchase from us for
$15.0 million, 3,000,000 ordinary shares and 1,380 ,warrants with an exercise
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price of $7.50, exercisable for four years from dlage of issuance. The
investment of OTPP was conditioned upon our raiaingast an additional $15.0
million by October 31, 2002, which we satisfiedaimgh our sale of ordinary
shares and warrants pursuant to a distributiorgbts to our shareholders and
certain employee option holders in September 2BOBsuant to the share
purchase agreement with OTPP, we filed in Septe®@8 a registration
statement with the SEC to register the resaleettares and warrants issued to
OTPP, which was declared effective on Septembe?303.

Amendment to Fifth Milestone Payment Schednl&ebruary 2003, we
reached an agreement with our Fab 2 investors, iSenBlliance, Macronix,
ICTech and Challenge, to advance the fifth and #a@d 2 milestone payment in
two installments. A portion of the first installmteamounting to $15.9 million was
invested by the Fab 2 investors in May 2003, aed there issued ordinary shares
at a purchase price of $2.983 per share.

The remaining $25.1 million due in connection whle fifth milestone was
paid in December 2003. These parties were issuddary shares with respect to
the remainder of the first installment ($8.7 mifl)aat the purchase price per share
agreed to in the first quarter of 2003 ($2.983gb&re) and, with respect to the
second installment ($16.4 million), they were is2¢346,786 ordinary shares
based on the $7.00 offering price in the JanuaBA2iderwritten offering of
ordinary shares to the public. In addition, thegdenmook to perform all actions
necessary to bring about the rights offering anttierrescue offer, which may be
initiated by our banks (see “Credit Facility” belpw

Wafer CreditsIn connection with their investments in our Faprgject,
we issued to our wafer partners non-transferalddits which may be used to
reduce the cash amounts to be paid by them whang&y wafers manufactured
in Fab 2. These credits could generally be usadrate of 7.5% for purchases
made through June 2005 and 15% for purchases rhadsaftter. Our major wafer
partners, SanDisk, Alliance and Macronix, have mdgeagreed that they will not
utilize any of their credits, which amount to $4inilion as of December 31,
2003, for purchase orders of our wafer productshfiMovember 11, 2003 until
December 31, 2006. From January 1, 2004 to DeceBIh&x006, each wafer
partner is entitled, every quarter, to convert oo ordinary shares those wafer
credits that could have been utilized by such wpé&tner against the actual
payment of wafers manufactured at Fab 2 during guelnter; otherwise, these
credits will bear interest payable every quarteahege-month LIBOR plus 2.5%
through December 31, 2007. On December 31, 20@#etmaining wafer credits
that could have been utilized during this period #rat were not converted into
shares will be paid to all of the wafer partnerovalne parties to this amendment.
Should the wafer partners elect to convert thefewearedits into our ordinary
shares, they will be issued ordinary shares aavleeage trading price of our
ordinary shares during the 15 consecutive tradays ghreceding the last day of
the relevant quarter. For example, if our majorexgfartners purchase an amount
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of wafers which would otherwise result in theirngsthe full amount of credits
available to them and they elect to convert athese credits into ordinary shares,
we will issue them an aggregate of 8.3 million slsaassuming the average
trading price of our ordinary shares during thec@bsecutive trading days
preceding the last relevant quarter is $5.00;&fakerage trading price of our
ordinary shares is $10.00, we will issue an agdeegb4.2 million shares. We
have also agreed to allow our wafer partners tovexdanduring January 2006, their
remaining wafer credits issued in connection whiirt fourth milestone payment
up to an aggregate of $13.2 million, which they rhaye as of December 31,
2005, into our ordinary shares, at the averageanggorice of our ordinary shares
during the 15 consecutive trading days precedinceDwer 31, 2005. If the wafer
partners exercise this right and are issued mane 586, in the aggregate, of our
shares on January 31, 2006, we have agreed toatiffefrour other shareholders
rights to purchase our shares at the same pricehaee.

The ordinary shares issued with respect to thie fiflestone payment are
also subject to (i) the restrictions on transfgrlajable to the investors’ other
holdings of our ordinary shares in connection whigir committed investments,
and (ii) registration rights. The transfer restdns applicable to each of the
investors’ holdings in our ordinary shares in cartio® with its committed
investments have been extended by two years tad@006 with respect to
ordinary shares that represent 70% of its holdingsur ordinary shares in
connection with (a) its committed investments whacé held in January 2004, (b)
our September 2002 rights offering, and (c) ordirsdrares issued upon the
conversion of its wafer credits as described above.

Technology Agreement with Toshibla April 2000, we entered into a
technology transfer agreement with Toshiba Corpamadf Japan, pursuant to
which Toshiba has and will transfer to us certaimaanced CMOS technologies
for use in Fab 2. In exchange for license andrteldgy fees and royalties,
Toshiba has and will provide us with recipes, knoow and patent licenses and
has trained a group of our engineers and managas&gd on Toshiba’s 0.18-
micron CMOS process technology, we have interrddlyeloped an enhanced
industry compatible version of the process techgyl&ubject to prior
termination for cause by Toshiba, our licenses unde agreement with Toshiba
are perpetual. Our agreement with Toshiba doeswohtde any non-competition
arrangements. Toshiba has invested $10 milliorumeguity and acquired
772,667 ordinary shares as part of its technolagtnprship agreement. We also
agreed to reserve a portion of our Fab 2 capaarty éshiba.

Technology Transfer and Development AgreementMattorola. In
September 2002, we entered into a technology ®amasid development
agreement with Motorola, Inc., pursuant to whicht®dola has and will transfer
to us its 0.13 micron HiPerMOS7 CMOS process teldgyofor Fab 2 as well as
co-develop with us an industry-standard compatiblsion of the process
technology. Subject to prior termination for cabgeMotorola, our licenses
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under our technology transfer agreement with Md&oaoe perpetual. Our
agreement with Motorola does not include any nomqoetition arrangements.

Joint Development Agreement with MatsusHimalune 2002, we entered
into an agreement with Matsushita Electronic Ifar. the joint development of
0.18-micron embedded microFLASH technology. Matgasfranted to us the
non-exclusive right to utilize, on a royalty-freadis, our jointly developed
technology, which is based on Matsushita's 0.18aniprocess technology, for
foundry services or for the manufacture and saleuofown proprietary products.
We granted Matsushita royalty-free, non-exclusigerise with respect to our
microFLASH technology for manufacturing semiconduatevices that utilize
our jointly developed technology for its own senmmdactor business.

License Agreement with DSPI& January 2002, we licensed from DSP
Group, Inc. their Teak® Digital Signal Processibgf) core for use with our
0.18 micron process technology. Our royalty-beglicense is generally non-
exclusive. Subject to DSP Group’s terminationhaf agreement for cause, the
term of our license is through December 31, 2007.

Credit Facility. In January 2001, we entered into a credit facdiith two
leading Israeli banks, Bank Hapoalim and Bank Leyoarsuant to which the
banks committed to make available to us up to $&blibn of loans for the Fab 2
project. As a result of our reduction of the tgiedject cost of Fab 2 through the
renegotiation of equipment prices and a changeuipenent suppliers, we and
our banks have agreed to amend the credit fasilith that the total amount of
loans committed by the banks has been reduceddi® $illion. Pursuant to the
comprehensive amendment to the credit facility stbon November, 11, 2003,
the loans may be drawn down through December 2084ee repayable as
follows: (i) with respect to loans received by heough December 31, 2003, we
repaid our banks on December 31, 2003 all payntrrédy such date, amounting
to $431 million and, concurrently, drew down anigglent amount from our
banks on such date to be repaid in 12 quarterbalineents commencing on
March 31, 2007 and bearing interest, payable guwares LIBOR plus 2.5%, and
(i) with respect to loans received after Decentier2003, we will repay our
banks, in 12 quarterly installments, or beforerttegurity date of the facility,
commencing three years from the drawdown date i &&an and bearing
interest, payable quarterly, at LIBOR plus 2.5%.0A®ecember 31, 2003, we
have drawn $431 million in loans. We pay the baarksinnual commitment fee of
0.25% of any unused portion of the facility. Thenksi obligation to fund the
loans is subject to the satisfaction of the follegvrevised Fab 2 production
capacity milestones: (i) successful production@DDO wafer starts per month by
June 30, 2004 (or February 15, 2005, when takitmancount a seven and a half
month grace period) and (ii) full manufacturing aagpy of 33,000 wafer starts per
month by December 31, 2007, as well as to additiomaditions and covenants,
including restrictions on debt, prohibition on tesuance of dividends prior to
2008, limitations on a change of ownership (whiehegyrally requires that,
through January 2006, our three largest wafer pestnot sell the shares they
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purchased in connection with each of their $75iarlinvestments in our shares
other than a portion of their holdings which maysbéd prior to this date and that
Israel Corporation Technologies (ICTech) Ltd. halding this period at least the
higher of (i) eight million of our ordinary shares (ii) 16.5% of our issued share
capital less two million ordinary shares, with pams of the shares held by our
wafer partners being released from these restnstibrough January 2008 and
January 2009 with respect to ICTech).

Under the terms of the amended facility agreemeatnust also meet
certain financial ratios. For any quarter, the€lof loan coverage ratio” (which
is the ratio of our Fab 2 net cash flow to ourltd&ebt related to Fab 2 in any
quarter) is not permitted to be less than 1.3 wttimme. In addition, our ratio of
equity to assets is not permitted to be less tBamptil the end of 2006, 20%
during 2007 and 30% thereafter, until the termorabf the facility agreement.
The facility agreement also provides that we mostgly with additional
financial covenants relating to quarterly sales @amdrterly earnings before
interest, taxes, depreciation and amortizationrigdst EBITDA). As of the
second quarter of 2004, our Fab 2 quarterly saldd=ab 2 quarterly EBITDA
must be no lower than certain amounts set fortherfacility agreement, as
amended. As of the second quarter of 2005, we oamply with additional
financial covenants relating to annual EBITDA, EBIA over Debt Service and
Debt over EBITDA. We are currently in compliancewall of the above
financial covenants.

Pursuant to the amendment, we have to raise aegapgramount of $152
million from specified financial sources by theléoVing dates, and were to raise
$24.6 million from our Fab 2 investors in connegtimith their fifth milestone
payment by December 11, 2003 (see “Amendmentfth Milestone Payment
Schedule” above):

$28.0 million by March 11, 2004;
$25.5 million by June 30, 2004;
$25.5 million by December 31, 2004;
$36.5 million by June 30, 2005; and
$36.5 million by December 31, 2005.

As of the date of this annual report, we have thi&®0.8 million out of the
abovementioned $152 million. The amendment to teditfacility provides that,
should we fail to meet any of these fundraisinggations, the banks will have
the option to demand that we consummate a riglesiofy under the following
terms:

The amount of the rights offering shall equal te th
difference between the amount actually raised tdwar
the failed financing obligation and what was to be
raised;
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We will offer convertible securities to all of our
shareholders in units comprised of convertible
debentures, convertible into, and warrants exdrtasa
for, our ordinary shares so that each unit willunle

45% warrant coverage of the amount of shares thgst m
be issued on the basis of an assumed conversite of
convertible debentures;

Each convertible debenture will bear interest atrdte
of 6% per year; 1% interest will be payable ongear,
and the balance of such interest (5%) will accnud u
the maturity of the convertible debentures on a
compound basis, which maturity shall be a date no
earlier than December 31, 2009;

The convertible debentures (principal and compodnde
interest) will be convertible into our ordinary sas at a
rate equal to the amount that was to be raisedtpéus
accumulated interest at such time of conversiomddd/
by the lower of a (i) 50% discount of the marketerof
our shares at the close of trading, on the tradayg
immediately prior to the date of the prospectuatned
to the rights offering or (ii) 50% discount of taeerage
market price of our ordinary shares during the 15
consecutive trading days prior to the date of peosjs
relating to the rights offering;

Each warrant will be exercisable into one of ouileary
shares at such exercise price, which is equivate®0%
of the lower of (i) the trading price for our ordny
shares at the close of trading on the trading day
immediately prior to the date of prospectus retatm
the rights offering or (ii) the average tradingcerfor
our shares during the 15 consecutive trading days
preceding the date of the prospectus relatingdaithts
offering; and

The warrants shall expire five years from theiredaitissuance.

If our banks exercise this option, The Israel Coapon Ltd. (“TIC”), the
parent company of our current major shareholdé€Téech’), has undertaken to
our banks to exercise all of the rights ICTech nsxin the rights offering. In
addition, as part of TIC’s commitment, it will pirase from us additional
securities in a private placement on the same tasibe rights offering, in an
amount equal to 50/93 of the difference betweentwilgaactually raised towards
the failed financing obligation and what was tabdised, less amounts raised in
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the rights offering, if any (including less any amts invested in the rights
offering in connection with TIC’s exercise of ita/o rights). TIC’s undertaking to
our banks is limited to an aggregate of $50 millibrcertain of our shareholders
participate in the above investments, then theestments will be deemed to be
investments made by TIC towards its $50 million agtment. In the event that
the rights offering cannot be completed, TIC hadantaken to purchase from us
in a private placement 50/93 of the amount we w@raise in the rights offering.
TIC may fulfill its investment commitments througbTech.

TIC’s commitment and our obligation to consummatehts offering
expires on the earlier of: (i) such time that wd filfill our fundraising
obligation to raise an aggregate of $152 milliodemthe credit facility, (ii) such
time as TIC has invested $50 million as descridsal/a, or (iii)) June 30, 2006.
Under certain conditions, the term of TIC’s comnetmhand our corresponding
obligations may be reduced.

Following the receipt of the above described investts from TIC, our
banks will increase the total amount which may t@ewh under the credit facility
at a ratio of $43 for every $50 invested by TICtoj$43 million in the aggregate,
which will be repayable by the earlier of (i) Dedsen 31, 2007 and (ii) three
years from the date the loan is drawn. Should we& dtfown loans using this
increased amount of our credit facility, our banki be issued 30% warrant
coverage of the amount drawn down, based on theag®elosing price of our
ordinary shares during the 15 consecutive tradays gbrior to the time we draw
down such loans.

In consideration for TIC’s commitment to compldtestinvestment, we
have agreed to issue warrants to ICTech comprisaccommitment fee and a
subscription fee:

The commitment fee will be 1.0% of the $50 millicommitment less
TIC’s portion of a theoretical rights offering i€ld on November 11, 2003 (the
date we signed the amendment to the credit faciMie therefore issued warrants
for the purchase of 58,906 of our ordinary shatesaxercise price of $6.17 (the
15 day average closing price of our shares or Nppdar to the date the
amendment was signed with our banks).

The subscription fee will be 5% of the total amoohimoney invested by
TIC in consideration for all of the unsubscribeghts that it actually purchases.

The exercise price for the warrants to be issud¢ld respect to the
subscription fee will be the 15 day average cloginge of our shares prior to the
date of the rights offering prospectus. All the raats shall expire five years from
their date of issuance.
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We have agreed to indemnify ICTech and TIC for katyilities they incur
with respect to these arrangements, following tilezation of TIC’s undertaking,
up to a maximum of $100 million as follows: up @53million cash and any
amount exceeding such $25 million limit will eameérest at LIBOR plus 2.5%
and will be paid on the same terms that we repayaauns to our banks. In
addition, we have agreed to use our best effontsstare this indemnification
undertaking.

Our revised amendment to the credit facility furtheovides that in the
event of certain triggering events, such as themmentement of bankruptcy or
receivership, proceedings against us ordered loyie of competent jurisdiction
or the prior determination of an arbitrator thank@ptcy or receivership
proceedings would be issued by a court againstans & petition to be filed with
a court seeking reorganization or arrangement uaplelicable bankruptcy law or
our requesting creditor protection, our banks bdlable to bring a firm offer
made by a potential investor to purchase our stardee price provided in the
offer. In such case, we shall be required there&dtprocure a rights offering to
invest up to 60% of the amount of this offer on shene terms. If the offeror
intends to purchase a majority of our outstandhreyes capital, the rights offering
will be limited to allow for this, unless ICTechdalthe wafer partners (excluding
QuickLogic) agree to exercise in a rights offerrights applicable to their
shareholdings and agree to purchase in a privatepient enough shares to
ensure that the full amount of the offer is invdste

If, as a result of any default, our banks weredoeterate our obligations,
we would be obligated to immediately repay all lwamade by the banks, plus
penalties, and the banks would be entitled to ésxetbe remedies available to
them under the credit facility, including enforcarhef their lien against all our
assets. An event of default under the credit figzcdnd the subsequent
enforcement by the banks of their remedies undectédit facility may allow our
wafer partners, financial investors and the InvesthCenter of the State of Israel
to declare a breach of our obligations to themeamtdle them to exercise the
remedies available under our agreements with them.

In January 2001, we also issued the banks wartamisrchase an
aggregate of 400,000 ordinary shares at a purgiracse=of $6.20 per share,
exercisable until January 2006. Pursuant to thendment to the credit facility,
we issued our banks additional five year warramsurchase an aggregate of
896,596 ordinary shares at a purchase price off§tel share, exercisable until
December 2008. In addition, in the event that anks increase our credit facility
as described above, we will issue our banks additibve-year warrants
equivalent to 30% of the amount drawn down basethemverage closing price
of our ordinary shares during the 15 trading days po the time we draw down
such loan.
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We have registered liens in favor of our banksurstantially all of our
present and future assets. The agreements withamlks restrict our ability to
place liens on our assets (other than to the Stdszael in respect of investment
grants) without the prior consent of the banks.

Investment Center GrantBh December 2000, the Israeli government’s
Investment Center approved an investment progracommection with Fab 2. The
approval certificate provides for government graatta rate of 20% of qualified
investments up to $1.25 billion (i.e., up to $25@ian), subject to customary
conditions and other conditions, including a reguoient that approximately $400
million of our Fab 2 funding consist of paid-in-dab and that $550 million of
our Fab 2 funding be obtained by way of a creditlitg from commercial banks
(which amount was subsequently reduced to $500omjll\WWe have registered a
lien on our assets for the benefit of the Investn@amter which ranks subordinate
to our banks. The approval certificate also provifte a tax holiday on all taxable
income related to Fab 2 for the first two yearsidlistributed profitable
operations. As of December 31, 2003, we had redaapproximately $118
million in grants from the Investment Center, aased $302.1 million as paid in
capital towards the $400 million requirement ddsexli above. Subsequent to
December 31, 2003, we raised an additional $80l&mthat has been allocated
towards the $400 million. As long as we comply wtie terms of our approval
certificate, we are not required to make royaltymants or other payments under
the terms of our Investment Center grants.

Consistent with the requirements of Israeli law, iorestment grant
requires that we complete our investment prograthimwfive years, meaning by
no later than the end of 2005. We do not expecbioplete our Fab 2 investments
and achieve full production capacity of 33,000 watarts per month by the end
of 2005. Israeli law limits the ability of the ins@ent center to extend the five-
year investment limitation, unless an exempting raasin@ent to this law is adopted
by the Israeli parliament. We have notified thedsivnent Center of our revised
investment schedule, and it is currently being esa&d by the investment center.
We have also informed the investment center ofreduced rate of annual
investments and our lower than projected expectatior Fab 2 sales.

Since the inception of our financing activity faal-2, we have completed
the following public offerings:

Sale of Unitsin January 2002, we completed a sale of unitsrael,
composed of NIS 110,579,800 principle amount ofveotible unsecured
subordinated debentures and 2,211,596 optiondtingsin net proceeds of
approximately $21.5 million. Each debenture is NI& principal amount, and is
adjusted to reflect increases in the Israeli Coresupnice Index and bears interest
at a rate of 4.7% per annum, payable yearly commgranuary 20, 2003.
Principal is payable in four installments beginninglanuary of 2006 through
2009. Prior to December 31, 2008, the debentueesarvertible into ordinary
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shares at a conversion rate of one ordinary sh&ardlis 41 principal amount of
debentures linked to the Israel Consumer Pricexindach option is exercisable
into one ordinary share until January 20, 2006 atxercise price of NIS 39 (as of
December 31, 2003 — NIS 40.83, $9.32), linked &l#nael Consumer Price
Index.

Rights OfferingIn September 2002, we distributed to our shadsdrsland
certain of our employees in Israel and the Unitedes rights to purchase
ordinary shares and warrants to purchase our agdsteres. Substantially all of
the rights exercised in connection with the righffering were made by ICTech
and our major wafer partners. The rights offeriagutted in net proceeds of
approximately $19.7 million.

Underwritten Public Offeringln January 2004, we completed an
underwritten public offering in the United Statdsl@ million of our ordinary
shares at a price to the public of $7.00 per shRuesuant to this offering, our
underwriters partially exercised their over-allotrheption and purchased
444,500 of our ordinary shares at a price of $p&0share. The underwritten
public offering, including the partial exercisethé& over-allotment option,
resulted in net proceeds of approximately $75.Zanil

C. RESEARCH AND DEVELOPMENT, PATENTS AND LICENSES

Our research and development activities have iklatienarily to our
process development and microFLASH module desifpntef and have been
sponsored and funded by us with some participdijotine Israeli government.
Research and development expenses for the yeasd &wtember 31, 2003,
2002 and 2001 were $20.7 million, $17.0 million &86 million net of
government participation of $1.1 million, $1.2 nah and $1.4 million,
respectively. We have also incurred costs in comoreevith the transfer of
Toshiba and Motorola technology for use in FaboPe of which have been
amortized over the estimated life of the technoltaidwing the commencement
of production in Fab 2 during the third quarte26D3 (see also in this Item
“Critical Accounting Policies — Depreciation and Artization of Fab 2 Assets”).
For a description of our research & developmenicpesd and our patents and
licenses, see “ltem 4. Information on the CompanyB-—Business Overview.”

D. TREND INFORMATION

The semiconductor industry has historically beeyhnlyi cyclical on a
seasonal and long-term basis. On a long-term kthsisnarket has fluctuated,
cycling through periods of weak demand, productivaercapacity, excess
inventory and lower sales prices and periods ohsfdemand, full capacity
utilization, product shortages and higher salesgsri Although there can be no
assurance that this trend will continue, the sendoator industry now appears to
be in the midst of a cyclical upswing.
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There is a trend within the semiconductor industkyard ever-smaller
features. State-of-the-art fabs are currently upnogess geometries of 0.18
microns and below. As demand for smaller geomeine®ases, there is
downward pressure on the pricing of larger geometoglucts and increasing
underutilization of fabs that are limited to marattaing larger geometry
products, which results in less profitability foanmufacturers of larger geometry
products. Fab 1 is limited to geometries of 0.36roms and above and Fab 2
currently operates at process geometries of 0.£8ms and produces 200-mm
wafers. In order for an independent wafer foundrguccessfully compete, it
must decrease the process geometries with whiohnufactures wafers every 18
to 24 months, and it must purchase or developldeitechnology, which
typically costs between $30 million and $50 millipar generation. A new
generation of process technology will also reqtheepurchase of manufacturing
equipment, which currently costs approximately ##llion to provide capacity
to produce 1,000 wafer starts per month. In ordeus$ to successfully compete
over the long term, we must be capable of manufaciwafers with increasingly
smaller geometries. We have already begun thefgatsus of 0.13 micron
process technology which we licensed from Motorataj our Fab 2 business
plan contemplates the purchase of manufacturingpegnt necessary to
manufacture wafers with a process geometry of hitBons. We plan to initiate
volume production in geometries of 0.13 micronEath 2 during 2005.

E. OFF-BALANCE SHEET ARRANGEMENTS

We are not a party to any material off-balance sagangements. In addition, we
have no unconsolidated special purpose financingaanership entities that are
likely to create material contingent obligations.

F. TABULAR DISCLOSURE OF CONTRACTUAL OBLIGATIONS

The following table summarizes our contractualgattions and commercial
commitments as of December 31, 2003:
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Payment Due

Contractual Total Less ~ 2Years 3Years 4 Years 5 Years 5@5;3
Obligations than 1

Year

(in thousands)

Short-term debt and
other current $47,701 $47,701 $ $- $ - $ - % -
liabilities (1)
Long-term debt (2) 552,381 22,601 25,096 26,410 ,( 11358 159,924 150,213
Convertible 32,031 1,243 1,243 7,852 7,542 7,231 6,920
debenture£l)
Operating leases 8,504 3,481 2,954 1,474 425 170 -
Purchase obligations 99,035 95,535 3,500 - - - -
in connection with the
construction and
Equipping of Fab 2
(4)
Other long-term 4,435 - - - - - 4,435
liabilities
Purchase obligations 40,532 4,819 3,823 3,053 2,724 2,724 23,389
Total contractual $784,619 $175,380 $36,616 $38,789 $178,828 $170,08184,957
obligations

(1) Short-term debt and other current liabilitedude our trade accounts payable for
equipment and services that have already beenesippl

(2) Long-term debt includes principal and inteygsyments in accordance with
the terms of the credit facility amended in Novenm2@03, as well as the
impact of our hedging transactions.

(3) Total amounts include expected principal andrest payments for the
presented periods.

(4) These amounts primarily consist of ordered map@int that has not yet been
received. In addition to these agreements, we bamenitted approximately
$0.6 million in standby letters of credit and gudeses to secure our Fab 2
construction and equipment obligations.

The above table does not include other contractiblegations or
commitments we have, such as undertakings pursoaayalty agreements,
commissions and service agreements. We are uraldasonably estimate the
total amounts to be paid under the terms of thgeseanents, as the royalties,
commissions and required services are a functidatofe sales revenues, the
volume of business and hourly-based fees. In amhjithe above table does not
include our long-term liability with respect to owafer partner advances, which

as of December 31, 2003, amounted to $46.3 mithabh may be utilized by them
against future purchases of Fab 2 prodiwfs.are unable to reasonably estimate

the total amounts that may be utilized by our wagatners since we can not
reasonably estimate their future orders in theopsrset forth in the above chart;

and even if we could reasonably estimate our wadietners’ future orders, we are

unable to determine which portion of the advanheyg are entitled to utilize
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against purchases will be converted into our fplyd ordinary shares, as provided
under the recent amendment with our wafer partfsers “Fab 2 Agreements”).

ITEM 6. DIRECTORS, SENIOR MANAGEMENT AND EMPLOYEES
Directors and Senior Management

Set forth below is information regarding the menshefr our administrative, supervisory
or management bodies and our directors.

Name Age Title

Carmel Vemni......... 51 Chief Executive Office

Amir Harel.............. 47 Vice President and Chief Finanl Officer

Doron Simor......... 38 President, Tower Semiconductor US
V.g’. Marketing, Tower Semiconductor
Ltd.

Dr. Itzhak Edre...... 44 Vice President of Research ¢
Developmer

Rafi Nave............... 54 Vice President of Customer Servi

Erez Tao............... 49 | Vice President, Fa2 General Manag

Eli Lazal................ 53 Vice President of Human Resourc
Logistics and Information Syste

Rafi MOr ....ccveeeea.. 4C | Vice President, Fab 1 Mana

Directors

Carmel Vemni......... 51 Chairman of the Boa

Idan Ofe................ 48 Directol

Ehud Hillmar ......... 51 Vice Chairmal

Dr. Eli Harar.......... 58 Directol

MinWU.................. 5t Directol

N.D Redd............... 64 Directol

Hans Rohre............ 54 Independent Direct

Zehava Sima......... 45 Independent Direct

Carmel Vernia has served as the Chairman of ourdBofaDirectors and
Chief Executive Officer since June 1, 2003. FrorA@t 2002, Mr. Vernia
served as the Chief Scientist in the Governmeidragel’s Ministry of Industry
and Trade. Following his service as Chief ScieniBst Vernia was subject to a
mandatory cooling period under Israeli law. Printhat, he spent 16 years with
Comverse Technology in various positions, culmimgivith his appointment to
the dual positions of Chief Operating Officer ofrf@eerse (Nasdaq: CMVT) and
Chief Executive Officer of Verint Systems (Nasd®éRNT). Mr. Vernia earned
an MS in electrical and computer engineering framWniversity of California,
Davis and a BS in electrical engineering from tleehinion — Israel Institute of
Technology. Mr. Vernia also serves as a directd@@aifun Semiconductors and
Persay.

Idan Ofer joined our Board of Directors in June 499d served as
Chairman of the Board from January 2000 until MBQ2 Mr. Ofer serves on the
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Stock Option and Compensation Committee. Mr. O&ex $erved as Chairman of
the Board of Directors of Israel Corp., which wligabwns our current principal
shareholder, since April 1999. Mr. Ofer also seraes director of several public
subsidiaries of Israel Corp. In addition to hisiposs within Israel Corp.,

Mr. Ofer currently serves as a director of seveamhpanies engaged in venture
capital and energy projects.

Ehud Hillman served on our Board from October 1886ugh August
1999 and was reappointed to the Board in Janua#9.2a January 2001,
Mr. Hillman was appointed Vice Chairman of the Bhavir. Hillman serves on
the Tender Committee. Since March 2001, Mr. Hillnhas served as President
and Chief Executive Officer of ICTech, the techmplsubsidiaries holding
company of Israel Corp., which is our current pipat shareholder. Mr. Hillman
served as Chief Financial Officer of Israel Cormpni September 1996 to 1997
and as Executive Vice President and Chief Finar@fater of Israel Corp. from
May 1997 to 2001. Mr. Hillman served as a directoseveral subsidiaries of
Israel Corp., including Israel Chemicals Ltd., ZIsfael Navigation Company
and others. Prior to that time, Mr. Hillman was &teresident and Controller of
Clal Industries Ltd. and a director of several camips in the Clal Group.

Dr. Eli Harari joined our Board in January 2001. Barari serves on the
Stock Option and Compensation Committee. Dr. Hatlaei founder of SanDisk
Corporation, has served as President and ChiefufixecOfficer and as a director
of SanDisk since 1988. In 1983, Dr. Harari founti¢afer Scale Integration, or
WSI, a semiconductor company acquired by STMicrebaics in 2000, serving
as WSI’'s President and Chief Executive Officer frb®83 to 1986 and as
Chairman and Chief Technical Officer from 1986 838&.

Miin Wu joined our Board in January 2001. Mr. Wungss as President and
Chief Executive Officer of Macronix Internationalchhas been an executive
officer of Macronix since its formation in 1989. MiVu received both a B.S. and
an M.S. in Electrical Engineering from National @geKung University in
Taiwan as well as an M.S. in Material Science & iBegring from Stanford
University.

N. Damodary Reddy joined our Board in January 20Mr1.Reddy serves
on the Audit Committee. Mr. Reddy is the co-foundeAlliance Semiconductor
Corporation and has served as its Chairman, Prasishel Chief Executive
Officer since its inception in February 1985. Medely also served as Chief
Financial Officer of Alliance Semiconductor fromn#&l998 to January 1999 and
from May 2001 until April 2002. From September 1983-ebruary 1985,

Mr. Reddy served as President and Chief Executifieegd of Modular
Semiconductor, Inc., and from 1980 to 1983, heextes manager of Advanced
CMOS Technology Development at Synertek, Inc.,les&liary of Honeywell,
Inc. Prior to that time, Mr. Reddy held variousaaxh and development and
management positions at Four Phase Systems, asupf Motorola, Inc.,
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Fairchild Semiconductor and RCA Technology Center holds an MS degree in
Electrical Engineering from North Dakota State Uarsity and an MBA from
Santa Clara University.

Hans Rohrer joined our Board in April 2002 as atependent director. Mr.
Rohrer serves as a member of our Audit CommittemmFL.999 to 2002,
Mr. Rohrer served as President of Taiwan Semicailedddanufacturing
Company — Europe. Mr. Rohrer has held various exeging, marketing, sales
and general management positions, including ViesiBent and General
Manager, Europe, with National Semiconductor betwEZB0 and 1998.
Mr. Rohrer started his career in the semiconduattustry with Texas
Instruments. Mr. Rohrer serves as an independesittdr on our Board for a
fixed term which expires in 2005 and can be extdrfde an additional 3 years
fixed term.

Zehava Simon joined our Board in September 1999.9¥8on serves as
Chairperson of our Audit Committee and serves m&mber of our Stock Option
and Compensation Committee and Tender Committeee&002, Ms. Simon
has served as Chief Executive Officer for BMC Saitavisrael after having
served in various positions at BMC from 2000 to208rom 1998 to 2000,

Ms. Simon was the Israel Business Development Mamnfag Intel. From 1993 to
1998, Ms. Simon served as Intel’'s Finance and Aditration Manager for Israel.
Ms. Simon serves as an independent director oBoard for a fixed term which

expires in 2004.

Amir Harel joined Tower in December 1998 and asdlithe office of Vice
President and Chief Financial Officer in Januar9gd.9rom July 1994 through
November 1998, Mr. Harel was Secretary and Chiedalcial Officer of Elbit
Vision Systems Ltd. From December 1988 through 11982, Mr. Harel held
various finance management positions at Elbit Ltd.

Doron Simon was appointed Vice President of Manigesbn November
2003 and has been President of Tower Semicondu&sarsince April 2001.
Since 1993, Mr. Simon has served in various cajeaciincluding Director of
Customer Service, Director of Planning and Turn®g@erations and Director of
Worldwide Sales Operations. Prior to 1993, Mr. Simias employed by National
Semiconductor in Migdal Haemek as their Produc@omtrol Manager.

Dr. Itzhak Edrei was appointed Vice President odd@ech and
Development in August 2001, having served as Doreat Research and
Development since 1996. From 1994 to 1996, Dr. iEstreved as our Device and
Yield Department Manager. Prior to joining Tower, Bdrei was employed by
National Semiconductor as Device Section Head.
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Rafi Nave was appointed Vice President of Custo@®vices in August
2003. From 1996 to 2003, Mr. Nave served as ViesiBent of Research and
Development for NDS Group. From 1974 to 1995, MavBlwas employed by
Intel Corporation in a variety of positions of irasing responsibility, among
them chip design engineer and General Managernelfdrdesign center in Israel.
Mr. Nave earned master and bachelor degrees itrielengineering from the
Technion.

Erez Taoz was appointed Vice President and Fabn2iGeManager in
March 2003, having served as VP and Fab 1 Genesabhljer since August 2001
and as Director of Fab 1 since 1999. Mr. Taoz jihewer in 1996 as our
Director of Manufacturing. Prior to that time, Mraoz served as Director of
Manufacturing at Cyclone Aviation Products.

Eli Lazar was appointed Vice President of HumandReses, Logistics and
Information Systems, having served as Directohat tlepartment since 1996.
Prior to that time, Mr. Lazar had over 15 yeargxberience as Vice General
Manager at the College of Management and as HumeanuRces Manager at the
National Semiconductor Design Center at Hertzliya.

Rafi Mor was appointed Vice President and Fab 1aganin August 2003,
having served as Senior Director and Fab 1 Mansigee March 2003. From
November 2000 to March 2003, Mr. Mor served as @dbirector of Process
Device & Yield of Fab 1. From 1998 to 2000, Mr. Me®rved as Director of
Equipment Reliability & Support of Fab 1. Previoydir. Mor was employed by
National Semiconductor in various engineering amhagement capacities.

B. COMPENSATION

For the years ended December 31, 2003 and 200Raideo all our
directors and senior management, as a group, aegag of $0.9 million and
$1.4 million, respectively, in salaries, fees anduses, excluding management
fees paid to a subsidiary of TIC (see Item 7 “M&biareholders and Related
Party Transactions—Related Party Transactions”®. tbbal amount set aside or
accrued in the year ended December 31, 2003 tadedor severance, retirement
and similar benefits for such persons was $0.2anillNo directors received cash
compensation other than the annual and meetingdiesssibed below. Mr. Vernia
receives annual compensation at a total cost td approximately $220,000,
including customary benefits provided to our offsceAs of December 31, 2003,
our directors were granted options to purchaseggnegate of 280,000 ordinary
shares at a weighted average exercise price 08 $8htse options will become
exercisable according to various vesting schedmwles four years and generally
remain exercisable for five years following the tuas date.

During the year ended December 31, 2003, we gramtethl of 462,000

options to purchase ordinary shares to our senaragers as a group. These
options have a weighted average exercise pric&.&flfer share with vesting
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periods over four years and expire in 2013. Foioogtgranted to the Chairman of
our Board of Directors and Chief Executive Officeee “Certain Transactions —
Grant of Options to Chairman and Chief Executiv&def.”

Since October 2001, the directors have foregone divectors’ fees, except
for fees required by law to be paid to our indemamadlirectors, consisting of NIS
26,000 (approximately $5,940) annual fee plus NIS @pproximately $210) per
meeting. The aggregate amount payable to our imikgret directors with respect
to the year ended December 31, 2003 was approXyits,200. The annual and
per meeting fees paid to our independent direarsadjusted semiannually to
reflect changes to the published guidelines irelsi@ar independent directors.

C. BOARD PRACTICES

Our Articles of Association provide that the BoaifdDirectors shall consist
of at least five and no more than 11 members. dlatlors hold office until their
successors are elected at the next annual geneediing of shareholders.
Pursuant to a shareholders agreement describ&ddrtain Transactions,” Israel
Corp., SanDisk, Alliance Semiconductor and Macrdraxe agreed to vote all
their respective shares for nominees designatexhbly shareholder and for the
election of a nominee of Israel Corp. as Chairmfaihe® Board. Our officers are
appointed by the Board of Directors and (subjectdrtain cases, to employment
agreement provisions that require 270 days nofitermination) continue to
serve at the discretion of the Board of Directors.

Our Articles of Association provide that any di@cimay, by written notice
to us, appoint another person to serve as an ateedirector, and may cancel
such appointment. Any person who is not alreadyextbr may act as an
alternate, and the same person may not act asi¢ineade for more than one
director at a time. The term of appointment of karaate director may be for one
meeting of the Board of Directors or for a spedifgeriod or until notice is given
of the cancellation of the appointment.

None of the members of the Board is entitled t@irecany severance or
similar benefits upon termination of his servicehathe Board of Directors, other
than Mr. Vernia, who is entitled to severance asmaployee under Israeli law.

Pursuant to Israeli law, we are required to appwvotindependent
directors. These directors must be unaffiliatechwis and our principals. Any
committee of the Board of Directors which is authed to exercise any function
of the board must include at least one independiesxdttor.

Independent directors are to be elected by a niyajoie at a shareholders’
meeting, provided that such majority includes asteone-third of the shares held
by non-controlling shareholders voted at the mgetinthe total number of shares
held by non-controlling shareholders voted agdimstelection of the director
does not exceed one percent of the aggregate vwaginig in the company.
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The initial term of an independent director is thyears and may be
extended for an additional three years. Independiesxttors may be removed
only by the same percentage of shareholders asg|isred for their election, or by
a court, and then only if the independent directease to meet the statutory
qualifications for their appointment or if they late their duty of loyalty to the
company.

An independent director is entitled to compensatasprovided in
regulations adopted under the new Companies Lasvisaotherwise prohibited
from receiving any other compensation, directlynalirectly, in connection with
service provided as an independent director.

The Companies Law requires public companies toiappo audit
committee. The responsibilities of the audit comeatinclude reviewing the
company’s financial statements, monitoring the canys independent auditors,
identifying irregularities in the management of twempany’s business and
approving related party transactions as requireldwy An audit committee must
consist of at least three directors, includingittteependent directors of the
company. The chairman of the board of directorg,director employed by or
otherwise providing services to the company, andrdrolling shareholder or any
relative of a controlling shareholder, may not bmember of the audit committee.
An employee, executive officer or director of a wohing shareholder of an
Israeli company may serve as a member of an aaditrittee under Israeli law,
unless such individual controls more than 50% efdbntrolling shareholder.
Each of our independent directors and Mr. Dan Rdddhp according to public
filings is the Chairman, President, Chief Executd@icer and a 21% shareholder
of Alliance Semiconductor) are members of our acdihmittee.

Under the Companies Law, the board of directorstrmpggoint an internal
auditor, who is recommended by the audit commifiée. role of the internal
auditor is to examine, among other matters, whdatieecompany’s actions
comply with the law and orderly business proceduirader the new Companies
Law, the internal auditor may be an employee ofcthrmpany but not an office
holder, or an affiliate, or a relative of an officelder or affiliate, and he may not
be the company’s independent accountant or itesemtative.

Ms. Simon, who currently serves as an independesdttdr, was appointed
under a predecessor law to a fixed five-year tevingch expires in September
2004. Mr. Rohrer, who currently serves as an inddpst director, was appointed
under the current Companies Law, with an initiaé&iyear term expiring in April
2005. Both Ms. Simon and Mr. Rohrer serve on oudifGommittee, and Ms.
Simon is deemed to be a financial expert as requiregler the Sarbanes-Oxley
Act.
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Mr. Ofer, Dr. Harari and Ms. Simon serve on thec&t®ption and
Compensation Committee. The committee meets dtdeae a year. The primary
function of our Stock Option and Compensation Cottauiis to approve our
employee compensation policy and determine remtinarand other terms of
employment for our officers and senior employeesdtting our remuneration
policy, the committee considers a number of factockiding:

the overall employment market environment;

the basic salaries and benefits available to coatgp@iofficers at
comparable companies;

the need to attract and retain officers of an gmpate caliber;
the need to ensure such executives’ commitmeimaecontinued
success of our company by means of incentive sckieme

the performance of the employee; and

financial and operating results of our company.

D. EMPLOYEES

The following table sets forth for the last thfeseal years, the number of
our employees engaged in the specified activities.

As of
December 31,

2003 2002 2001

Process and Product Engineering, R&D, Design 37t 37t 29¢
Manufacturing, Operations (*) 65C 94 78
Manufacturing Support 114 18¢€ 154
Administration, Marketing, Finance 81 99 10¢&
Fab 2 Construction and Technology Transfer (*) 45 43¢ 40¢
Total 1,265 1,195 1,04¢

(*) Following the commencement of operations of Radturing the third quarter
of 2003, most of the employees that prior to trededvere classified under Fab 2
construction and technology transfer activitiesdassified under manufacturing
operations activities.

We also use temporary employees as necessarynd20m0D3, we used on
average 96 temporary employees.

Except for an arrangement regarding pension carttabs, we have no
collective bargaining agreements with any of oupkwyees. However, by
administrative order, certain provisions of thelective bargaining agreements
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between the Histadrut (General Federation of Laibésrael) and the
Coordination Bureau of Economic Organizations,tnetpprimarily to the length
of the work day, minimum wages, pension contribtngiadnsurance for work-
related accidents, procedures for dismissing engasydetermination of
severance pay and other conditions of employmenapplicable to our
employees. In accordance with these provisionssdlegies of our employees are
partially indexed to the Consumer Price Index nads

We generally provide our employees with benefid working conditions
beyond the minimum requirements. We consider datiomship with our
employees to be good, and we have never experienladmbr dispute, strike or
work stoppage.

E. SHARE OWNERSHIP

All of the persons listed above under the captibimeéctors and Senior
Management” own ordinary shares and/or optionsutclmase ordinary shares.
None of such persons owns shares and/or optionaraing to 1% or more of the
outstanding ordinary shares. Information regaraingshare option plans and
warrants presented in Note 14B to our consolidabechcial statements is
incorporated herein by reference.

ITEM 7. MAJOR SHAREHOLDERS AND RELATED PARTY TRANSA CTIONS
Major Shareholders

The following table and notes thereto set fortloinfation, as of February
29, 2004, concerning the beneficial ownership @&sdd in Rule 13d-3 under the
Securities Exchange Act of 1934) and on a dilusidof ordinary shares by any
person who is known to own at least 5% of the adirshares of our company.
On such date 65,582,383 ordinary shares were issuttdutstanding. The voting
rights of our major shareholder do not differ frdme voting rights of other
holders of our ordinary shares. However, certdious major shareholders are
party to a shareholders agreement as a resultichwvitmey may be able to
exercise control over matters requiring sharehag@roval, including the
election of directors and approval of significaatporate transactions.

72



Identity of Person or
Group

Israel Corporation
Technologies (ICTech) Ltd.
(“ICTech”)®®

SanDisk Corporatidfi

Alliance Semiconductor
Corporatioff”

Macronix International Co.
Ltd.@

Ontario Teachers’ Pension
Plan Board (“OTPP")

Shares Beneficially

Owned
15,143,066

9,302,56¢

9,266,137

9,070,395

4,350,006

Percent of Clas&’

22.78%

14.11%

14.05%

13.77%

6.50%

Percent of Class

(Diluted)®

18.42%

11.32%

11.27%

11.04%

5.29%

(1)Assumes the holder’'s beneficial ownership of aldi@ary Shares
that the holder has a right to purchase within &@sdrom February

29, 2004.

(2)Assumes that all currently outstanding rights tochase Ordinary
Shares have been exercised by all holders.

(3)On January 31, 2001,

ownership of shares of Tower to ICTech.
(4)Pursuant to a shareholders agreement among Isaapl, Q\lliance
Semiconductor Corporation, SanDisk Corporation sadtronix Co.
Ltd., each of ICTech, Alliance Semiconductor Cogiimm, SanDisk
Corporation and Macronix Co. Ltd. may be said tovehahared
voting and dispositive control over 63.40% of outsbanding shares.
(5)Based on information provided by ICTech, represe260,504
shares currently owned by ICTech and 823,656 shaseable upon
the exercise of currently exercisable warrants &8P06 shares
issuable upon exercise of warrants granmtedDecember 2003 at an
exercise price of $6.17.
(6)Based on information provided by SanDisk, represe)942,249
shares currently owned by SanDisk and 360,312 shesaable upon
the exercise of currently exercisable warrants.

(7)Based upon information provided by Alliance, reprdgs 8,908,390
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shares currently owned by Alliance, and 357,747reshassuable
upon the exercise of currently exercisable warrants

(8)Based on information provided by Macronix, represe®, 773,395
shares currently owned by Macronix, and 297,000esh@&suable
upon the exercise of currently exercisable warrants

(9)Based on information provided by OTPP, represef@8®B000 shares
currently owned by OTPP and 1,350,000 shares issugion the
exercise of currently exercisable warrants issuagyant to a Share
Purchase Agreement dated July 23, 2002.

Pursuant to a shareholders agreement dated asu#Hryal8, 2001, among
Israel Corp., Alliance Semiconductor, SanDisk arachnix, such parties have
agreed, among other things, to vote or cause twtesl all their respective shares
for the election to the Board of Directors of noees designated by each party,
for nominees recommended by the Board, and foelieion of a designee of the
Israel Corp. to serve as Chairman of the Boarahedkas to vote against the
election of any other persons to the Board of Doex In addition, subject to
certain exceptions, each shareholder has agreaedttictions on transfer of its
shares for three years and to maintain a minimusmnesbwnership for five years.
The shareholders agreement also provides for naitdits of first refusal.

As of February 19, 2004, there were a total of Gl8lérs of record of our
ordinary shares, of which 24 were registered witthrasses in the United States.
Such United States holders were, as of such deddlders of record of
approximately 29% of the outstanding ordinary skare

B. RELATED PARTY TRANSACTIONS

Expense Reimbursement Agreement with Israel .Gorglarch 2002, we
entered into an agreement with Israel Corp., thhergacompany of Israel
Corporation Technologies (ICTech), pursuant to WhiMr. Ehud Hillman, a
director of our company, provides management sesviic consideration of an
annual fee of $240,000. The term of this agreensdior one year, with automatic
renewal for successive one-year periods therealitdess prior terminated by one
of the parties. Our Audit Committee, Board of Dimgs and shareholders
approved this agreement.

Grant of Options to Ehud Hillmann November 2000 and September 2001,
we granted to Mr. Hillman, options to purchaseap@®,000 and 21,500 ordinary
shares, respectively, at an exercise price of $2am@ $10.75 per share,
respectively, which have all vested. All optionarmped will remain exercisable
for a period of three years from the date of vegstin

Grant of Options to Chairman and Chief Executivédef. In May 2003,

our shareholders approved the grant of optionsrtoOdrmel Vernia, the
Chairman of our Board of Directors and Chief ExamuOfficer to purchase up to

74



1,043,000 ordinary shares of the Company at arceseeprice of $2.983. The
options vest over five years, with 417,200 opti(43%0) vesting on May 31, 2005
and an additional 208,600 options (20%) vestind/kay 31st of each of 2006,
2007 and 2008. The vesting of the options is sulbge®r. Vernia’s serving as
the Chairman of our Board of Directors, Chief Exea Officer or President on
the relevant vesting date. Other than as set fwlbw, the options will be
exercisable for a period of 5 years from the datevbich the options vest.

Grant of Options to DirectordDuring 2001, the Audit Committee, Board of
Directors and shareholders approved a stock optenm pursuant to which our
Board members will be granted options to purchgse 400,000 ordinary shares.
As of December 31, 2003, 280,000 options to purlbadinary shares, of which
240,000 options were exercisable at an exercise piffi$8.88 per share, and
40,000 options were exercisable at an exercise pfi$6.08 per share, were
outstanding under the plan. These options vest@a¥eur-year period, according
to various vesting schedules and are generallgxatcisable following the fifth
anniversary of their vesting date.

Indemnification Agreements with Directoie December 2001, we entered
into indemnification agreements with the memberswfBoard of Directors,
pursuant to which, subject to the limitations setH in the Israel Companies Law
and our Articles of Association, they will be exernmom liability for breaches of
the duty of care owed by them to the Company oenmagified for certain costs,
expenses and liabilities with respect to eventsifipd in the exemption and
indemnification agreements. Such indemnificatioh ke limited to up to 25% of
the then current fully paid-in-equity of the Compdm addition to any amounts
paid under insurance), with respect to specifiezhés; in each case of
indemnification (including all matters connectedréwith). The agreements were
approved by our shareholders at the general meetitigg shareholders in
November 2001 after approval of our Audit Commiteel our Board of
Directors. In May 2003, our shareholders approWedetxecution of an exemption
and indemnification agreement with Mr. Vernia, unthee same terms as the
above agreements.

C. INTERESTS OF EXPERTS AND COUNSEL
Not applicable.

ITEM 8. FINANCIAL INFORMATION

A. CONSOLIDATED STATEMENTS AND OTHER
FINANCIAL INFORMATION
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Our consolidated financial statements are incompdrdnerein by reference to
pages F-1 through F-35.

Legal Proceedings

In July 2003, we and several of our directors dratesholders were named
as defendants in a securities class action congikad in the United States
District Court for the Southern District of New YoIThe plaintiffs have asserted
claims arising under the Securities Exchange Adi9®4, alleging misstatements
and omissions made by the defendants in mateealsts our shareholders with
respect to the approval of an amendment to thestmwent agreements with our
Fab 2 investors. The plaintiffs seek damages ipeecified amounts, which could
be substantial, and unspecified rescissory ral&f.believe the complaint is
without merit and intend to defend ourselves vigsig. In January 2004, the
defendants filed a motion to dismiss the plaintéfsmplaint on both substantive
and procedural grounds; as of the date of this @ameyport, the presiding court
has not rendered a decision to this motion to disrtie plaintiffs’ complaint.

Any liability we incur in connection with this corgnt could materially harm

our business and financial position and, even ifdefnd ourselves successfully,
there is a risk that management distraction inidgalith this complaint could
harm our results.

From time to time we are a party to various litigatmatters incidental to
the conduct of our business. There is no pendirtgreatened legal proceeding to
which we are a party, that, in the opinion of masragnt, is likely to have a
material adverse effect on our future financiautessor financial condition.

B. SIGNIFICANT CHANGES
Not applicable.
ITEM 9. THE OFFER AND LISTING
Markets and Share Price History
The primary trading market for our ordinary shaesthe Nasdaqg National
Market, where our shares are listed and tradeti@ninder the symbol “TSEM.”

The following table sets forth, for the periodsigaded, the high and low reported
sales prices of the ordinary shares on the Nasdaigmal Market:

Perioc High ($) Low ($)
February 200 7.95 6.60
January 20C 10.80 6.53
December 20(C 7.90 6.18
November 200 7.61 5.88

76



October 200 6.15 4.00

September 20( 5.00 4.02
Fourth Quarter 20( 7.90 4.00
Third Quarter 20C 5.30 4.02
Second Quaer 2003 6.46 2.78
First Quarter 20C 3.56 2.16
Fourth Quarter 20( 5,51 3.11
Third Quarter 20C 5.85 3.26
Second Quarter 20 6.93 5.23
First Quarter 20C 8.50 5.11
200¢ 7.90 2.16
200z 8.50 3.11
2001 17.12 3.80
200( 43.50 10.38
199¢ 13.75 6.13

In January 2001, our shares commenced tradingeomeéhAviv Stock
Exchange (TASE) in Israel under the symbol “Towdihe following table sets
forth, for the periods indicated, the high and Imported sales prices, in NIS, of
the ordinary shares on the Tel Aviv Stock Exchange:

Perioc High (NIS) Low (NIS)

February 200 34.88 29.37
January 20C 46.39 30.50
December 20(C 34.67 24.61
November 200 35.00 22.30
October 200 27.75 18.30
September 20( 22.19 21.80
Fourth Quarter 20( 35.00 18.30
Third Quarter 2003 22.90 18.20
Second Quarter 20 28.60 12.90
First Quarter 20C 16.46 10.25
Fourth Quarter 20( 25.11 15.30
Third Quarter 20C 27.46 18.70
Second Quarter 20 33.98 25.04
First Quarter 20C 37.99 24.49
200z 35.00 10.25
200z 37.99 15.30
2001 58.50 16.80
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ITEM 10. ADDITIONAL INFORMATION
Articles of Association; Israel Companies Law
Articles of Association

Our shareholders approved the amendment of oucl@stof Association
(“Articles”) in November 2000. The objective stadta the Articles is to engage
in any lawful activity.

We have currently outstanding only one class oftggecurities, our
ordinary shares, par value NIS 1.00 per share. étsldf ordinary shares have one
vote per share, and are entitled to participatakygin the payment of dividends
and share distributions and, in the event of adigon of the Company, in the
distribution of assets after satisfaction of lidlak to creditors. No preferred
shares are currently authorized.

Our Articles require that we hold our annual geheraeting of
shareholders each year no later than 15 monthstfrertast annual meeting, at a
time and place determined by the Board of Directop®n at least 21 days’ prior
notice to our shareholders. No business may bermmmed until a quorum of
two or more shareholders holding at least 33% @fvibting rights is present in
person or by proxy. Shareholders may vote in peossdy proxy, and will be
required to prove title to their shares as requimgthe Israeli Companies Law
(the “Companies Law”) pursuant to procedures estlabd by the Board of
Directors. Resolutions regarding the following taet must be passed by an
ordinary majority of those voting at the generaletimay:

amendments to our Articles;

appointment or termination of our auditors;

appointment and dismissal of directors;

approval of acts and transactions requiring gemaesdting
approval under the Companies Law;

increase or reduction of authorized share capittierights of
shareholders or a class of shareholders;

any merger as provided in section 320 of the Conesdraw;,
and

the exercise of the Board of Directors’ powers byeayal
meeting, if the Board of Directors is unable toreise its
powers and the exercise of any of its powers isrg&d for
Tower’s proper management, as provided in sect{a)of
the Companies Law.

A special meeting may be convened by request ofdivextors or by
written request of one or more shareholders holdirlgast 5% of our issued
share capital and 1% of the voting rights or onenore shareholders holding at
least 5% of the voting rights. Shareholders retjpgs special meeting must
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submit their proposed resolution with their requastithin 21 days of receipt of
the request, the Board must convene a special mgestid send out notices setting
forth the date, time and place of the meeting. hSwatice must be given at least
21 days but not more than 35 days prior to theiapaweting.

The Companies Law

We are subject to the provisions of new Israeli @ames Law, which
became effective on February 1, 2000. The Compdraw/ codifies the fiduciary
duties that “office holders,” including directomsdaexecutive officers, owe to a
company. An office holder, as defined in the Comes Law, is a director,
general manager, chief business manager, depu&rajananager, vice general
manager, executive vice president, vice presidardther manager directly
subordinate to the managing director or any otleesqgn assuming the
responsibilities of any of the forgoing positiongh@ut regard to such person's
title. Each person listed in the table in “ItenDérectors, Senior Management and
Employees” above is an office holder. Under the Ganies Law, all
arrangements as to compensation of office holdéis ave not directors require
approval of the board of directors or a committesra¢of. With the exception of
compensation to outside directors in an amountigpeéadn the regulations
discussed above, arrangements regarding the coatpmmef directors also
require audit committee and shareholder approval.

The Companies Law requires an office holder to gpibyrdisclose any
personal interest that he or she may have andlatled material information
known to him or her, in connection with any exigtior proposed transaction by
the company. In addition, if the transaction issatraordinary transaction, the
office holder must also disclose any personal @geneld by the office holder's
spouse, siblings, parents, grandparents, descendgaiuse’s descendants and the
spouses of any of the foregoing, or by any corpaman which the office holder
is a 5% or greater shareholder, holder of 5% orenobithe voting power, director
or general manager or in which he or she has ¢yt t© appoint at least one
director or the general manager. An extraorditigaysaction is defined as a
transaction not in the ordinary course of businesspn market terms, or that is
likely to have a material impact on the companyfipability, assets or
liabilities.

In the case of a transaction that is not an extiiaary transaction, after the
office holder complies with the above disclosumguieements, only board
approval is required unless the articles of assiociaf the company provide
otherwise. The transaction must not be adverieestcompany’s interest. If the
transaction is an extraordinary transaction, tiheaddition to any approval
required by the Articles of Association, it alsoshbe approved first by the audit
committee and then by the board of directors, andpecified circumstances, by
a meeting of the shareholders. An office holdeoWwhs a personal interest in a
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matter that is considered at a meeting of the boadirectors or the audit
committee may not be present at this meeting ar watthis matter.

The Companies Law applies the same disclosurereagents to a
controlling shareholder of a public company, whicklefined as a shareholder
who has the ability to direct the activities ofargpany, other than if this power
derives solely from the shareholder’s positiontomtoard of directors or any
other position with the company and includes aeaalder that holds 25% or
more of the voting rights if no other shareholdene more than 50% of the
voting rights in the company. Extraordinary traztgans with a controlling
shareholder or in which a controlling shareholdes & personal interest, and
agreements relating to employment and compenstdrars of controlling
shareholders require the approval of the audit ct@en the board of directors
and the shareholders of the company. The sharethapgproval must either
include at least one-third of the shares held bintkrested shareholders who are
present, in person or by proxy, at the meetingalbernatively, the total
shareholdings of the disinterested shareholderswst®magainst the transaction
must not represent more than one percent of thegraghts in the company.

In addition, a private placement of securities thditincrease the relative
holdings of a shareholder that holds five percemhore of the company’s
outstanding share capital, assuming the exerciseitly person of all of the
convertible securities into shares held by thas@eror that will cause any person
to become, a holder of more than five percent efdbmpany’s outstanding share
capital, requires approval by the board of directord the shareholders of the
company. However, subject to certain exceptiomatedholder approval will not
be required if the aggregate number of sharesdssuesuant to such private
placement, assuming the exercise of all of the edible securities into shares
being sold in such a private placement, compriesss than twenty percent of the
voting rights in a company prior to the consumnmmatd the private placement.

Under the Companies Law, a shareholder has a dwagttin good faith
towards the company and other shareholders araindfom abusing his power
in the company, including, among other things, m@in the general meeting of
shareholders on the following matters:

any amendment to the Articles of Association;

an increase of the company's authorized shareatapit

a merger; or

approval of interested party transactions thatirecqghareholder
approval.

In addition, any controlling shareholder, any shatder who knows that it
possesses power to determine the outcome of ahslidee vote and any
shareholder who has the power to appoint or pretmenappointment office
holder in the company is under a duty to act wailnfess towards the company.
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The Companies Law does not describe the substdrhis @luty. The Companies
Law requires that specified types of transactiamipns and arrangements be
approved as provided for in a company’s articleassociation and in some
circumstances by the audit committee, by the bo&ddrectors and by the
shareholders. In general, the vote required byatltt committee and the board of
directors for approval of these matters, in eadeciss a majority of the
disinterested directors participating in a dulywemed meeting.

Material Contracts

Fab 2 AgreementsDuring 2000 and through 2002, we entered inveisd
important Fab 2 agreements and arrangements \Wigly sechnology partner,
wafer and equity financing partners, the Israelestment Center and two leading
Israeli banks. Discussions of these agreementse@veporated herein by
reference to the discussion under the caption FFAgreements” in “Item 5.
Operating and Financial Review and Prospects”isfahnual report and to Note
13A to the consolidated financial statements inetuoh this annual report.

Exchange Controls

Under Israeli law, non-residents of Israel who pase ordinary shares
with certain non-lIsraeli currencies (including @od) may freely repatriate in such
non-Israeli currencies all amounts received indBraurrency in respect of the
ordinary shares, whether as a dividend, as a laqund distribution, or as proceeds
from any sale in Israel of the ordinary sharesyp®d in each case that any
applicable Israeli income tax is paid or withheldsuch amounts. The conversion
into the non-Israeli currency must be made at #ite of exchange prevailing at
the time of conversion.

Under Israeli law and our company’s Memorandum Arittles of
Association both residents and non-residents aklanay freely hold, vote and
trade our ordinary shares.

Taxation
A. Israeli Capital Gains Tax

Until the end of the year 2002 and provided we maaned our status as an
industrial corporation, capital gains from the sall®ur securities were generally
exempt from Israeli Capital Gains Tax. This exdorpdid not apply to a
shareholder whose taxable income is determinedupatgo the Israeli Income
Tax Law (Inflationary Adjustments), 1985, or toegon whose gains from
selling or otherwise disposing of our securities @deemed to be business income.
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As a result of the recent tax reform legislationsirael, gains from the sale
of our securities derived from January 1, 2003 @amavill, in general, be liable to
capital gains tax of 15%. This will be the casdosm as our securities remain
listed for trading on the Tel Aviv Stock ExchangeNASDAQ. However,
according to the tax reform legislation, non-resideof Israel will be exempt
from any capital gains tax from the sale of ouusiies so long as the gains are
not derived through a permanent establishmentheahon-resident maintains in
Israel, and so long as our securities remain listettading as described above.
These provisions dealing with capital gains areapqpticable to an Israeli resident
whose gains from selling or otherwise disposinguwfsecurities are deemed to be
business income or whose taxable income is detedhparsuant to the Israeli
Income Tax Law (Inflationary Adjustments), 1985e tlatter law would not
normally be applicable to non-resident shareholddrs have no business activity
in Israel.

In any event, under the US-Israel Tax Treaty, and8&ty resident may, in
general, only be liable to Israeli capital gainsaa the sale of our ordinary shares
(subject to the provisions of Israeli domestic Eswdescribed above) if that US
treaty resident holds 10% or more of the voting o our company.

B. Israeli Tax on Interest Income and on Origirsasiuance Discount

Interest and Original Issuance Discount (OID) onaanvertible
debentures, issued in January 2002, accruing fesraaly 1, 2003 and on will in
general be liable to Israeli tax of up to 15% deived by an individual. This
reduced rate of tax will not apply if the interasd OID are business income in
the hands of the recipient, if the recipient iatoolling shareholder of our
company, or if financing costs for the purchaséefdebentures were deducted
by the individual in the calculation of the indivial’s Israeli taxable income in
which cases regular rate of tax will apply. Intéeasd OID received by a
corporation are generally taxable at a rate of 36%.

Under new regulations, promulgated as part of ¢éleemt tax reform,
withholding tax at source from debenture interest @1D paid to non-resident
individuals will in general be at a rate of 15% drain debenture interest and
OID paid to non-resident corporations at a rate58fb. In any event, under the
US-Israel tax treaty, the maximum Israeli tax wélthon interest and OID paid
on our convertible debentures to a US treaty resi@eher than a US bank,
savings institution or company) is 17.5%.

C. Israeli Tax on Dividend Income
Israeli tax at a rate of 25% is generally withhaldource from dividends
paid to Israeli individuals and non-residents; @mgral, no withholding tax is

imposed on dividends paid to Israeli companiesjé&atlbo the provision of the
Israeli Income Tax Ordinance). The applicable fatadividends paid out of the
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profits of an Approved Enterprise is 15%. Thedegare subject to the
provisions of any applicable tax treaty.

Under the US-Israel Tax Treaty, Israeli withholdbag on dividends paid
to a US treaty resident may not in general exc&&d, r 15% in the case of
dividends paid out of the profits of an Approveddéiprise. Where the recipient
is a US corporation owning 10% or more of the wtitock of the paying
corporation and the dividend is not paid from thefips of an Approved
Enterprise, the Israeli tax withheld may not excé2db% subject to certain
conditions.

D. PFIC Rules

A non-U.S. corporation will be classified as a pas$oreign investment
company, or a PFIC, for U.S. federal income ta)ppses if either (i) 75% or
more of its gross income for the taxable year ssp&@ income, or (ii)) on a
quarterly average for the taxable year by valugif{dtris not a publicly traded
corporation and so elects, by adjusted basis), &0ftore of its gross assets
produce or are held for the production of passw®ime.

We do not believe that we satisfied either of g#sts for PFIC status in
2003 or in any prior year. However, there can dassurance that we will not be
a PFIC in 2004 or a later year. If, for example, thassive income" earned by us
exceeds 75% or more of our "gross income", welvdla PFIC under the "income
test". Passive income for PFIC purposes inclualemyng other things, gross
interest, dividends, royalties, rents and annuitiésr manufacturing businesses,
gross income for PFIC purposes should be deternbgedducing total sales by
the cost of goods sold. Although not free fromlatoif our cost of goods sold
exceeds our total sales by an amount greater tlapassive income, such that
we are treated as if we had no gross income fo€ Plarposes, we believe that we
would not be a PFIC as a result of the income H®ivever, the tests for
determining PFIC status are applied annually amdtfficult to make accurate
predictions of future income and assets, whichr@levant to the determination of
PFIC status.

If we were to be a PFIC at any time during a U@&@dér's holding period,
such U.S. holder would be required to either: &y pn interest charge together
with tax calculated at maximum ordinary income sata "excess distributions,”
which is defined to include gain on a sale or otfieposition of ordinary shares,
or (i) so long as the ordinary shares are "redykaaded” on a qualifying
exchange, elect to recognize as ordinary incomke sach year the excess in the
fair market value, if any, of its ordinary shareéshee end of the taxable year over
such holder's adjusted basis in such ordinary staard, to the extent of prior
inclusions of ordinary income, recognize ordinaryd for the decrease in value of
such ordinary shares (the "mark to market" elegtidfor this purpose, the
Nasdaqg National Market is a qualifying exchangeS.Wolders are strongly urged
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to consult their own tax advisers regarding thesjinbs application and
consequences of the PFIC rules.

The above discussion does not purport to be aaialffnterpretation of the
tax law provisions mentioned therein or to be aphensive description of all
tax law provisions which might apply to our seaestor to reflect the views of
the relevant tax authorities, and it is not meaneplace professional advice in
these matters. The above discussion is basedroantuapplicable tax law,
which may be changed by future legislation or nef®rNon-residents should
obtain professional tax advice with respect totéhxeconsequences under the laws
of their countries of residence of holding or sgjlour securities.

Documents on Display

We are required to file reports and other inforomativith the SEC under
the Securities Exchange Act of 1934 and the regulathereunder applicable to
foreign private issuers. Reports and other inforomatiled by us with the SEC
may be inspected and copied at the SEC’s publezeate facilities described
below. Although as a foreign private issuer werarerequired to file periodic
information as frequently or as promptly as Unig&dtes companies, we
generally do publicly announce our quarterly andryend results promptly and
file periodic information with the SEC under cowdr-orm 6-K. As a foreign
private issuer, we are also exempt from the rutelkeuthe Exchange Act
prescribing the furnishing and content of proxyestaents and our officers,
directors and principal shareholders are exemp fitee reporting and other
provisions in Section 16 of the Exchange Act.

You may review a copy of our filings with the SEGgluding any exhibits
and schedules, at the SEC’s public reference fi@silin Room 1024, Judiciary
Plaza, 450 Fifth Street, N.W., Washington, D.C.488&nd at the regional offices
of the SEC located at the Northwestern Atrium Cerg@0 West Madison Street,
Suite 1400, Chicago, lllinois 60661. You may albtain copies of such materials
from the Public Reference Section of the SEC, R&a6a%, Judiciary Plaza, 450
Fifth Street, N.W., Washington, D.C. 20549, at prid rates. You may call the
SEC at 1-800-SEC-0330 for further information oa public reference rooms. In
addition, such information concerning our compaag be inspected and copied
at the offices of the National Association of Séoes Dealers, Inc., 9513 Key
West Avenue, Rockville, Maryland 20850 and at tffieces of the Israel
Securities Authority at 22 Kanfei Nesharim St. usatem, Israel. As a foreign
private issuer, all documents which were filed @evember 4, 2002 on the
SEC's EDGAR system will be available for retriegalthe SEC's website at
www.sec.gov. You may read and copy any reportsestants or other
information that we file with the SEC at the SECilities listed above. These
SEC filings are also available to the public onldrael Securities Authority’s
website at www.isa.gov.il and from commercial doemtretrieval services. We
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also generally make available on our own Web sit@v(towersemi.com all our
quarterly and year-end financial statements as agetither information.

Any statement in this annual report about any aofamuntracts or other
documents is not necessarily complete. If the eahiwr document is filed as an
exhibit to the registration statement, the contemaocument is deemed to modify
the description contained in this annual report. W you to review the exhibits
themselves for a complete description of the cahtwadocument.

ITEM 11. QUANTITATIVE AND QUALITATIVE DISCLOSURES A BOUT
MARKET RISK

Market risk is the risk of loss related to changearket prices, including
interest rates and foreign exchange rates, of éimhmstruments that may
adversely impact our consolidated financial pogiti@sults of operations or cash
flows.

Our primary market risk exposures relate to intera&® movements on
borrowings and fluctuations of the exchange ratmefUS dollar, which is the
primary currency in which we conduct our operatjagainst the NIS, the
Japanese Yen and the Euro. To manage those ridkmitigate our exposure to
them, we from time to time use financial instrunsemprimarily collar agreements
with a knock-out feature, cylinder options (callp&t) and forward transactions.

All financial instruments are managed and contblleder a program of
risk management in accordance with establisheaipsli These policies are
reviewed and approved by our board of directors. t€aasury operations are
subject to an internal audit on a regular basis.d@/aot hold derivative financial
instruments for speculative purposes, and we ddssate any derivative financial
instruments for trading or speculative purposes.

Risk of Interest Rate Fluctuation

We have market risk exposure to changes in intead¢ss on our long-term
debt obligations with floating interest rates. AD®cember 31, 2003 we had
$431 million outstanding long term debts which bieterest of three-month USD
LIBOR plus 2.5%. We primarily enter into debt olaigpns to support capital
expenditures needs. From time to time, we enteriimterest rate collar
agreements to modify our exposure to interestmatreements. These agreements
limit our exposure to the risk of fluctuating inést rates by allowing us to convert
a portion of the interest on our borrowings frowaaiable rate to a limited
variable rate. We entered into various interes callar agreements with respect
to a total amount of $212 million of which $172 loih was effective as of
December 31, 2003; some of these agreement gradauglire in 2006, with the
remainder expiring in 2007,. With respect to $17kiom of our Fab 2 credit
facility debt, under the terms of these collar agnents, if the LIBOR is below

85



the floor rate of 4.28%, we will pay total interaestthe fixed rate of 6.78% (the
floor rate plus 2.5%); if the LIBOR is between £2&nd 5.56%, we will pay
total interest at the actual LIBOR plus 2.5%; & thBOR is between 5.56% and
7.50%, we will pay total interest at a fixed rate8®6% (the cap rate plus 2.5%);
and if the LIBOR is higher than 7.50%, we will pidne actual LIBOR rate plus
2.5%. At December 31, 2003, the LIBOR rate was %.18ccordingly, as of
December 31, 2003, the interest rate on the $1W@mof long-term loans
covered by the collar agreements was 6.78%, anuhthest rate on the $259
million of long-term loans not subject to the coldagreements was 3.69%. These
collar agreements resulted in a loss of $5.3 mmilllothe year ended December
31, 2003, of which $2.5 million was capitalizedot@perty and equipment. The
fair value of the interest rate collar, as of Debeni31, 2003, was a $9.9 million
loss. Assuming a 10% upward shift in the LIBOR mt®ecember 31, 2003,
(from 1.19% to 1.30%), the effective fair valuetiogé $259 million debt that is not
hedged by the collar agreements, and as to whicarevexposed to the risk of
interest rate fluctuation, would have increase®by8 million. The $172 million
debt hedged by the collar agreements would not bhaaged assuming such
interest rate increases by 10%.

Under the terms of the $40 million collar agreersdntbe effective as of
July 2004 and the credit facility, if the LIBORbglow 2.8%, we will pay total
interest at the fixed rate of 5.3%; if the LIBORbistween 2.8% and 5.5%, we wiill
pay interest at the LIBOR plus 2.5%; if the LIBO&Rbietween 5.5% and 7.50%,
we will pay total interest at a fixed rate of 8.0&86d if the LIBOR is higher than
7.50%, we will pay the LIBOR rate plus 2.5%.

Our cash equivalents and short-term interest-bgakaposits are exposed
to market risk due to fluctuation in interest rate@hich may affect our interest
income and the fair market value of our investmevws manage this exposure by
performing ongoing evaluations of our investmentthiose deposits. Due to the
short maturities of these investments, their cagyialue approximates the fair
value.

Foreign Exchange Risk

Our main foreign currency exposures give rise toketarisk associated
with exchange rate fluctuations of the US dollar, functional and reporting
currency, against the Japanese Yen, the Euro andIth To protect the
reductions in value and the volatility of futuresh&lows caused by changes in
foreign exchange rates, we utilize from time todifarward transactions and
currency cylinder options in order to minimize pafrthe impact of foreign
currency fluctuations on our financial position aedults of operations. Most of
those agreements are designated to eliminate epgoposanges in the Japanese
Yen and the Euro vis-a-vis the US dollar. A cylindgtion is a combination of a
purchased call option and a written put option. Tbenbination of these options
limit our exposure to changes in the exchangeaftiee US dollar against foreign
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currencies by placing a maximum and minimum effecéxchange rate, and
accordingly, the dollar amount to be paid for equgmt purchases. The forward
transactions limit our foreign exchange risk expeswy placing a predetermined
effective exchange rate. During the year ended Dbee 31, 2003, we had
options in an aggregate amount of $45 million, Wwhiesulted in this period in a
$2.3 million gain (mostly capitalized to propertydaequipment). As of December
31, 2003, we had no open transactions.

We are exposed to the risk of fluctuation in th&Mbllar exchange rate
with respect to our convertible debentures andcekezcise price of our Options
(Series 1), which are both denominated in NIS lthteethe Israeli Consumer
Price Index, or CPI. As of December 31, 2003, thasted outstanding principal
amount of the convertible debentures was NIS 1aBl#n (equivalent to $26.4
million), and the exercise price of the Optionsr{&e1) was NIS 40.83
(equivalent to $9.32). The dollar amount of ouafine costs (interest and
currency adjustments) related to the convertibkeedéures will be increased if the
rate of inflation in Israel is not offset (or isfedt on a lagging basis) by the
devaluation of the NIS in relation to the dollar.dddition, the dollar amount of
any repayment on account of the principal of theveotible debentures will be
increased as well. On the other hand, if the detelo of the NIS against the
dollar is greater than the rate of inflation inalsk, the dollar amounts we shall
raise on the date of exercising our Options (Sdrjesill be decreased. From the
date of the issuance of the convertible debenmmdOptions (Series 1) in
January 2002 until December 2003, the CPI increbgetd7% while the US
dollar/NIS exchange rate decreased by 4.5%.

As of December 31, 2003 approximately half of tbevertible debentures
amount is covered by a deposit denominated in KHitSliaked to the CPI.
Therefore, we are exposed to the risk of fluctuedim the NIS/dollar exchange
rate only for the remaining balance of the conbértdebentures.

The convertible debentures bear annual interesfiaed rate of 4.7%. The
debentures are payable in four annual installmamtsmencing January 2006.
Therefore, we are not subject to exposure to iateete fluctuations with respect
to the debentures.

We enter, from time to time, into foreign exchamgeeements to hedge
exposure relating to Value Added Tax, grants reddies and payroll expenses
denominated in NIS. The effect of these agreenshntsg the year ended
December 31, 2003 was immaterial. As of DecembeP3Q3, we had no open
transactions.

We are exposed to currency risk in the event chuléby the other parties

of the exchange transaction. The likelihood of sdefault to occur is remote, as
the other parties are widely recognized and repeitizbaeli banks.
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Impact of Inflation

We believe that the rate of inflation in Israel thasl a minor effect on our
business to date. However, our dollar costs irelssdl increase if inflation in
Israel exceeds the devaluation of the NIS agalvestollar or if the timing of such
devaluation lags behind inflation in Israel.

ITEM 12. DESCRIPTION OF SECURITIES OTHER THAN EQUIT Y
SECURITIES

Not applicable.
PART I
ITEM 13. DEFAULTS, DIVIDEND ARREARAGES AND DELINQ UENCIES
None.

ITEM 14. MATERIAL MODIFICATIONS TO THE RIGHTS OF
SECURITY HOLDERS AND USE OF PROCEEDS

None.
ITEM 15. CONTROLS AND PROCEDURES

An evaluation was performed under the supervisiahwaith the
participation of our management, including our €leieecutive officer and chief
financial officer, of the effectiveness of our dasure controls and procedures (as
defined in Rules 13a-14(c) and 15d-14(c) undeiStkeurities Exchange Act of
1934, as amended). Based on that evaluation, wiashcompleted within 90
days of the filing date of this annual report, ohiref executive officer and chief
financial officer concluded that our disclosure ttols and procedures were
effective though we are constantly engaged in tbegss of improving these
controls and procedures. There have been no signitfcthanges in our disclosure
controls or in other factors that could signifidgraffect disclosure controls
subsequent to the date of the evaluation, includmgcorrective actions with
regard to significant deficiencies and material kvessses.

ITEM 16.  [RESERVED]
ITEM 16A. AUDIT COMMITTEE FINANCIAL EXPERT

Our Board of Directors has determined that a merabeur Audit
Committee, Ms. Zehava Simon, is an audit commiitesncial expert.

ITEM 16B. CODE OF ETHICS
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We have revised our code of ethics, inter aliant@ose certain policies
relating to ethical conduct on all of our directarsd employees, including our
chief executive officer, chief financial officertipcipal accounting officer, and
persons performing similar functions.
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ITEM 16C. PRINCIPAL ACCOUNTANT FEES AND SERVICES

The following table presents fees for professi@alit services rendered
by our auditors for the audit of our consolidatedwal financial statements for
the years ended December 31, 2003 and 2002, amdbifessl for other services
rendered by our auditors including our public affgs of securities and tax
services.

2003 2002

Audit Fees(1) $367,000 $342,800

(1) Audit fees consist of fees for professional serwiendered for the audit of c
consolidated financial statements and review otditad interim financial
statements included in our quarterly reports amdaes provided by the
independent auditor in connection with statutorgt egulatory filings or
engagements as well as tax services.

PART Il
ITEM 17. FINANCIAL STATEMENTS
Not applicable.
ITEM 18. FINANCIAL STATEMENTS

See Index to Financial Statements following theaigre page.

ITEM 19. EXHIBITS

1.1 Articles of Association of the Registrant, approviegl shareholders on
November 14, 2000 (incorporated by reference tocthreespondingly-numbered
exhibit to the Registrant’'s Annual Report on Fori®-R2 for the year ended
December 31, 2001 (the “2000 Form 20-F”)).

1.2 Memorandum of Association of the Registrant (inocogbed by reference to
the correspondingly-numbered exhibit to the Regrdts Registration Statement
on Form S-1, No. 33-83126).

2.1 Bank Warrants dated January 18, 2001 between tigestRent and Bank
Hapoalim B.M. and Bank Leumi Le-Israel B.M. (incorpted by reference to the
correspondingly-numbered exhibit to the 2000 Fof2

2.2 Registration Rights Agreement, dated as of Janudaxy 2001, by and
between SanDisk Corporation, Israel CorporatiodiaAte Semiconductor Ltd.
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and Macronix International Co., Ltd. (incorporatdmy reference to the
correspondingly-numbered exhibit to the 2000 Fof2.

2.3 Terms of the Registrant’s Convertible Debentursges under an Indenture
dated January 22, 2002 (incorporated by referencéhé summary of terms
included under the caption “Description of the Datlbnees” in Exhibit C to the
Registrant's Report on Form 6-K for January 200Q. (&, filed January 16, 2002
(“January 2002 Form 6-K”)).

2.4 Terms of the Registrant’'s Options (Series 1) (ipooated by reference to
the summary of terms included under the captionsdbiption of the Options” in
Exhibit C to the January 2002 Form 6-K).

3.1 Consolidated Shareholders Agreement, datedf darmary 18, 2001, by
and between SanDisk Corporation, Israel Corporatiddhance Semiconductor
Ltd. and Macronix International Co., Ltd. (incorpted by reference to the
correspondingly-numbered exhibit to the 2000 Fof2.

4.1 Share Purchase Agreement, dated as of July0@Q, 2y and between
SanDisk Corporation and the Registrant (incorparaby reference to the
correspondingly-numbered exhibit to the 2000 Fo@¥F2

4.2 Additional Purchase Obligation Agreement, daasdof July 4, 2000, by
and between SanDisk Corporation (“SanDisk”) and Regjistrant (incorporated
by reference to the correspondingly-numbered ektolthe 2000 Form 20-F).

4.3 Share Purchase Agreement, dated as of Augusa0P®, by and between
Alliance Semiconductor Corporation (“Alliance”) andthe Registrant
(incorporated by reference to the correspondingiyvbered exhibit to the 2000
Form 20-F).

4.4 Share Purchase Agreement, dated as of Decefrihe”000, by and
between QuickLogic Corporation (“QuickLogic”’) andhet Registrant
(incorporated by reference to the correspondingiyvbered exhibit to the 2000
Form 20-F).

4.5 Share Purchase Agreement, dated as of Decetrthe000, by and
between Macronix International Co., Ltd. (“Macrofixand the Registrant
(incorporated by reference to the correspondingiyvbered exhibit to the 2000
Form 20-F).

4.6 Share Purchase Agreement, dated as of DecerBb2000, between Israel
Corporation and the Registrant (incorporated bgrexfce to the correspondingly-
numbered exhibit to the 2000 Form 20-F).

4.7 Additional Purchase Obligation Agreement, datedo&sDecember 12,

2000, between Israel Corporation and the Regis{iaaobrporated by reference to
the correspondingly-numbered exhibit to the 200020-F).
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4.8 Share Purchase Agreement, dated February 11, 20€tween The
Challenge Fund - Etgar Il and the Registrant (ipocaited by reference to the
correspondingly-numbered exhibit to the 2000 Fo@¥F2

4.9 Facility Agreement dated January 18, 2001 amongRéagistrant, Bank
Hapoalim B.M. and Bank Leumi Le-lsrael B.M. (theatility Agreement”)
(incorporated by reference to the correspondingiyvbered exhibit to the 2000
Form 20-F).

4.10 Design and Construction/Turn-Key Contract datedbfagugust 20, 2000
among the Registrant, M+W Zander Holding GmbH, Mee&-Baran Ltd. and
Baran Group Ltd. (incorporated by reference to ¢berespondingly-numbered
exhibit to the 2000 Form 20-F).

4.11 Option Grant to Ehud Hillman dated September 2002Bebrew language

document; a summary of the terms is included in206@0 Form 20-F under the
caption “Related Party Transactions” in “ltem 7.jdaShareholders and Related
Party Transactions”) (incorporated by referencéhtocorrespondingly-numbered
exhibit to the 2000 Form 20-F).

4.12 Approval dated December 31, 2000 of the Israeliegtmment Center
(Hebrew language document; a summary of the teamsadluded in the 2000
Form 20-F under the caption “Fab 2 Agreements” lierfi 5. Operating and
Financial Review and Prospects”) (incorporated bgfenence to the
correspondingly-numbered exhibit to the 2000 Fo@¥F2

4.13 Agreement between the Registrant and Saifun dateb®r 9, 1997
(incorporated by reference to exhibit 1.1 to thgiR®ant’'s Annual Report on
Form 20-F for the year ended December 31, 1997).

4.14 Registrant’'s Non-Employee Director Share Option nPIl&2000/3
(incorporated by reference to exhibit 4.5 to thegiR®ant’'s Registration
Statement on Form S-8 No. 333-83204 (“Form S-8388-83204")).

4.15 Form of Grant Letter for Non-Employee Directors f&haption Plan
2001/4 (incorporated by reference to exhibit 4.¢h®Form S-8 No. 333-83204).

4.16 Form of Grant Letter for Non-Employee Directors f&haption Plan
2001/5 (incorporated by reference to exhibit 4.@0the Form S-8 No. 333-
83204).

4.17 Wafer Partner Conversion Agreements dated Septegi¥r between the

Registrant and each of SanDisk, Alliance and Magrofincorporated by
reference to the correspondingly-numbered exhbbibheé 2001 Form 20-F).
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4.18 Letter Agreement dated November 29, 2001 among B&n[Alliance,
Macronix, QuickLogic and the Registrant regardinge t Utilization of
Prepayments (incorporated by reference to the sporadingly-numbered exhibit
to the 2001 Form 20-F).

4.19 Letter Agreements among Alliance, Macronix, Quicgla ICTech and the
Registrant and between SanDisk and the Registemarding Additional Wafer
Partner Financing Date (incorporated by referencethte correspondingly-
numbered exhibit to the 2001 Form 20-F).

4.20 Letter Agreement dated November 15, 2001 among BS&n[lliance,

Macronix, QuickLogic, ICTech and the Registrant ai@jng Amendment to
Financing Plan (incorporated by reference to therespondingly-numbered
exhibit to the 2001 Form 20-F).

4.21 First Amendment dated January 29, 2001 to the iBacAgreement
(incorporated by reference to the correspondingigvpered exhibit to the 2001
Form 20-F).

4.22 Second Amendment dated January 10, 2002 to Facfidgyeement
(incorporated by reference to the correspondingiyvpered exhibit to the 2001
Form 20-F).

4.23 Third Amendment dated March 7, 2002 to the Facildgreement
(incorporated by reference to the correspondingigvpered exhibit to the 2001
Form 20-F).

4.24 Joint Development and Transfer and Cross Licenseé&gent dated as of
May 2002 between the Registrant and Matsushitasitnidii Electronic Co., Inc.
(incorporated by reference to exhibit 10.3 to thegiBtrant’'s Registration
Statement on Form F-2, No. 333-97043).

4.25 Technology License Agreement dated as of April 30@ between the
Registrant and Toshiba Corporation (incorporateddbgrence to exhibit 10.4 to
the Registrant’s Registration Statement on Form IRe2 333-97043).

4.26 Technology Transfer License Agreement, dated asSeptember 2002
between Registrant and Motorola, Inc. (incorpordigdeference to exhibit 10.5
to the Registrant’s Registration Statement on Hef®) No. 333-97043).

4.27 Fourth Amendment dated April 29, 2002 to the FgcilAgreement
(incorporated by reference to the correspondingiyvpered exhibit to the 2002
Form 20-F).

4.28 Fifth Amendment dated September 18, 2002 to thelityad\greement
(incorporated by reference to the correspondingiyvpered exhibit to the 2002
Form 20-F).
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4.29 Amendment to Fifth Amendment to the Facility Agrearhdated October
22, 2002 to the Facility Agreement (incorporated bgference to the
correspondingly-numbered exhibit to the 2002 Fo@¥F2

4.30 Letter Agreement dated March 2002 among SanDiskarde, Macronix,
ICTech and Challenge Fund to advance Third andtRouiilestone Payments
(incorporated by reference to the correspondingigvpered exhibit to the 2002
Form 20-F).

4.31 Letter Agreement dated July, 2002 among SanDiskamde, Macronix,
and ICTech to exercise rights distributed in riglf$ering (incorporated by
reference to the correspondingly-numbered exhobibhé 2002 Form 20-F).

4.32 Letter Agreement dated March 2003 among SanDiskarde, Macronix,
ICTech, and the Registrant (incorporated by refegeto the correspondingly-
numbered exhibit to the 2002 Form 20-F).

4.33 Form of Rights Agent Agreement between the Registeand American
Stock Transfer & Trust Company (including form ofigRts Certificate)
(incorporated by reference to exhibit 4.1 to thegiR®ant’'s Registration
Statement on Form F-2, No. 333-97043).

4.34 Form of Warrant Agreement between the Registradt American Stock
Transfer & Trust Company (including form of Warraertificate) (incorporated
by reference to exhibit 4.2 to the Registrant’s iRtegtion Statement on Form F-2,
No. 333-97043).

4.35 Form of Commitment Letter from the Registrant’s &halders, dated July
23, 2002, regarding participation in the RegisteaRights Offering (incorporated
by reference to exhibit 10.1 to the Registrant'giReation Statement on Form F-
2, No. 333-97043).

4.36 Investment Center Agreement related to Fab 1, ddtaceember 13, 2001
(English translation of Hebrew original) (incorptad by reference to exhibit 10.2
to the Registrant’s Registration Statement on H6+&) No. 333-97043).

4.37 Development and License Agreement dated March 3D2 2between
Virage Logic Corporation and the Registrant (incogted by reference to the
correspondingly-numbered exhibit to the 2002 Fo@¥F2

4.38 Master Services and License Agreement dated Jud2 Between Artisan
Components, Inc. and the Registrant (incorporatgd rbference to the
correspondingly-numbered exhibit to the 2002 Fof2.

4.39 Seventh Amendment to the Facility Agreement datesdmber 11, 2003
(incorporated by reference to Exhibit 99.1 of tregRtrant’'s Report on Form 6-K
filed on December 17, 2003).
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4.40 Undertaking of The Israel Corporation Ltd. datedvBimber 11, 2003
(incorporated by reference to Exhibit 99.2 of tregRtrant’'s Report on Form 6-K
filed on December 17, 2003).

4.41 Undertaking of the Registrant dated November 10320ncorporated by
reference to Exhibit 99.3 of the Registrant’'s Répon Form 6-K filed on
December 17, 2003).

4.42 Letter Agreement dated November 11, 2003 by andngniloe Registrant,
Israel Corporation Technologies, SanDisk Corpomtidlliance Semiconductor
Corporation and Macronix International Co., Ltchc@rporated by reference to
Exhibit 99.4 of the Registrant’s Report on Form 6HEd on December 17, 2003).

11.1 Code of Ethics.

12.1 Certification by Chief Executive Officer pussu to section 302 of the
Sarbanes-Oxley Act of 2002.

12.2 Certification by Chief Financial Officer puesu to section 302 of the
Sarbanes-Oxley Act of 2002.

13.1 Certification by Chief Executive Officer pussu to section 906 of the
Sarbanes-Oxley Act of 2002.

13.2 Certification by Chief Financial Officer pursuard section 906 of the
Sarbanes-Oxley Act of 2002.
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SIGNATURES

Pursuant to the requirements of Section 12 of tmiffties Exchange Act
of 1934, the registrant certifies that it meetdladl requirements for filing on
Form 20-F and has duly caused this Annual Repdretsigned on its behalf by
the undersigned, thereunto duly authorized onltbislay of March, 2004.

TOWER SEMICONDUCTOR LTD .
By: /s/ Carmel Vernia

Carmel Vernia

Chairman and Chief Executive Officer
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CERTIFICATIONS
I, Carmel Vernia, certify that:
1. | have reviewed this annual report on ForaF28f Tower Semiconductor Ltd.;

2. Based on my knowledge, this annual repors ¢ contain any untrue statement of a
material fact or omit to state a material fact issegy to make the statements made, in light of
the circumstances under which such statementswade, not misleading with respect to the
period covered by this annual report;

3. Based on my knowledge, the financial stateésjexrmd other financial information included
in this annual report, fairly present in all maérespects the financial condition, results of
operations and cash flows of the registrant aamad, for, the periods presented in this annual
report;

4. The registrant’s other certifying officersddrare responsible for establishing and
maintaining disclosure controls and proceduresiédisied in Exchange Act Rules 13a-14 and
15d-14) for the registrant and have:

a) designed such disclosure controls and procedarensure that material information
relating to the registrant, including its consolethsubsidiaries, is made known to us by
others within those entities, particularly durithg fperiod in which this annual report is
being prepared,;

b) evaluated the effectiveness of the registratisslosure controls and procedures as
of a date within 90 days prior to the filing dafelis annual report (the “Evaluation
Date”); and

c) presented in this annual report our conclusabmut the effectiveness of the
disclosure controls and procedures based on oluatian as of the Evaluation Date;

5. The registrant’s other certifying officersdarhave disclosed, based on our most recent
evaluation, to the registrant’s auditors and thditasommittee of registrant’s board of directors
(or persons performing the equivalent function):

a) all significant deficiencies in the design peaation of internal controls which could
adversely affect the registrant’s ability to recgrtbcess, summarize and report
financial data and have identified for the registiauditors any material weaknesses
in internal controls; and

b) any fraud, whether or not material, that ineslynanagement or other employees
who have a significant role in the registrant’smal controls; and
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6. The registrant’s other certifying officersdarhave indicated in this annual report whether or
not there were significant changes in internal stor in other factors that could significantly
affect internal controls subsequent to the dat@uoimost recent evaluation, including any
corrective actions with regard to significant defrcies and material weaknesses.

March 1, 2004

/IS CARMEL VERNIA

Carmel Vernia
Chairman and Chief Executive Officer
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CERTIFICATIONS
I, Amir Harel, certify that:
1. | have reviewed this annual report on ForaF28 Tower Semiconductor Ltd.;

2. Based on my knowledge, this annual repors chmé contain any untrue statement of a
material fact or omit to state a material fact issegy to make the statements made, in light of
the circumstances under which such statementswade, not misleading with respect to the
period covered by this annual report;

3. Based on my knowledge, the financial stateésjexmd other financial information included
in this annual report, fairly present in all maérespects the financial condition, results of
operations and cash flows of the registrant aamad, for, the periods presented in this annual
report;

4. The registrant’s other certifying officersddrare responsible for establishing and
maintaining disclosure controls and proceduresiédisied in Exchange Act Rules 13a-14 and
15d-14) for the registrant and have:

a) designed such disclosure controls and procedarensure that material information
relating to the registrant, including its consolethsubsidiaries, is made known to us by
others within those entities, particularly durithg fperiod in which this annual report is
being prepared,;

b) evaluated the effectiveness of the registratisslosure controls and procedures as
of a date within 90 days prior to the filing dafetis annual report (the “Evaluation
Date”); and

c) presented in this annual report our conclusabmut the effectiveness of the
disclosure controls and procedures based on oluatian as of the Evaluation Date;

5. The registrant’s other certifying officersdarhave disclosed, based on our most recent
evaluation, to the registrant’s auditors and thditasommittee of registrant’s board of directors
(or persons performing the equivalent function):

a) all significant deficiencies in the design peaation of internal controls which could
adversely affect the registrant’s ability to recgrtbcess, summarize and report
financial data and have identified for the registimauditors any material weaknesses
in internal controls; and

b) any fraud, whether or not material, that ineslynanagement or other employees
who have a significant role in the registrant’smnal controls; and
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6. The registrant’s other certifying officersdarhave indicated in this annual report whether or
not there were significant changes in internal stor in other factors that could significantly
affect internal controls subsequent to the dat@uoimost recent evaluation, including any
corrective actions with regard to significant defrcies and material weaknesses.

March 1, 2004

IS/ AMIR HAREL

Amir Harel
Chief Financial Officer
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EXHIBIT 13.1

CERTIFICATION PURSUANT TO
18 U.S.C SECTION 1350,
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Annual Report of Tower Seomductor Ltd. (the “Company”) on
Form 20-F for the year ended December 31, 200B8eabk\lith the Securities and Exchange
Commission on the date hereof (the “Report”), liria Vernia, Chief Executive Officer and
Chairman of the Board of Directors of the Compareytify, pursuant to 18 U.S.C. section 1350,
as adopted pursuant to section 906 of the Sarlf@rkes- Act of 2002, that to my knowledge:

1. the Report fully complies with the requirementsettion 13(a) of
the Securities Exchange Act of 1934; and

2. the information contained in the Report fairly mets, in all
material respects, the financial condition and ltesaf operations
of the Company.

/sl CARMEL VERNIA

Carmel Vernia

Chief Executive Officer

and Chairman of the Board of
Directors

March 1, 2004

A signed original of this written statement reqditey Section 906 has been provided to the
Company and will be retained by the Company andished to the Securities and
Exchange Commission or its staff upon request.
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EXHIBIT 13.2

CERTIFICATION PURSUANT TO
18 U.S.C SECTION 1350,
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Annual Report of Tower Seomductor Ltd. (the “Company”) on
Form 20-F for the year ended December 31, 200Beabk\lith the Securities and Exchange
Commission on the date hereof (the “Report”), |I,iARarel, Chief Financial Officer of the

Company, certify, pursuant to 18 U.S.C. section01 3% adopted pursuant to section 906 of the
Sarbanes-Oxley Act of 2002, that to my knowledge:

1. the Report fully complies with the requirementsettion 13(a) of the
Securities Exchange Act of 1934; and

2. the information contained in the Report fairly mets, in all material
respects, the financial condition and results @rapons of the Company.

/s/ AMIR HAREL
Amir Harel

Chief Financial Officer
March 1, 2004

A signed original of this written statement reqditey Section 906 has been provided to the
Company and will be retained by the Company andished to the Securities and Exchange
Commission or its staff upon request.
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