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•

Magic Software forms new “Magic Applications” business division

•

Acquisition of new Magic Applications “Magic eMerchant” and “RentPro”

•

New distributorships achieved in Korea and Brazil

•

Establishment of joint venture subsidiaries Magic Software Japan
and Magic Software Enterprises India

•

Opening of Research & Development facility in Pune, India

•

Magic Software Enterprises receives ISO 9001 Certification

•

Magic Enterprise Edition wins ‘DBMS Reader’s Choice Award’ as top application
development tool for 1998

•

Magic Software opens new East Coast office in New York, USA

•

User Conference in Orlando, USA, with over 400 participants from over 40 countries

•

Release of Magic Enterprise Edition V8.2 with Euro support.

•

Release of Magic/400 V8.2 (Client and Server) for IBM’s AS/400 Advanced Series

•

Release of Magic for Linux Version 8.2.

•

Release of Magic Web Online technology, phase one.
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S TA T E M E N T

D A TA

( U . S. d o l l a r s i n t h o u s a n d s e x c e p t p e r s h a r e a m o u n t s )

Sales
Research and development costs
Operating income
Income before taxes
Taxes on income
Net income
Earnings per share
Weighted average number of shares outstanding

B A L A N C E

S

S H E E T

D A T A

( U . S. d o l l a r s i n t h o u s a n d s e x c e p t p e r s h a r e a m o u n t s )

Working capital
Total assets
Short-term debt including current maturities
Payable to parent and affiliated companies
Shareholders’ equity

1

(December 31)
1997

1998

37,432
3,348
(9,676)
(10,164)
476
(10,454)
(2,15)
4,978

38,760
(2,797)
(5,950)
(6,272)
50
(6,459)
(1,10)
5,739

(December 31)
1997

1998

(550)
29,192
3,345
691
11,436

5,269
32381
436
17,136

A B O U T

T H E

C O M P A N Y

M agic Softw are Enterprises (” M SE” ) develops and
m arket s ap p licat io n d evelo p m en t t ech n o lo g y,
applications, and associated services. M SE’s suite of
product s and services enables companies t o solve
business problems w hile leveraging t heir exist ing
reso u rces an d t akin g ad van t ag e o f em erg in g
technologies.

In M agic, t he

I N T E G R A T I N G

T O M O R R O W ’ S

M

S O L U T I O N S

agic Software Enterprises was
established in 1986. It has been
a public, NASDAQ-traded company
(NASDAQ: MGIC) since 1991, and
employs more than 560 people
worldwide. Magic’s products and services
are available through a global network
of subsidiaries, distributors, and Magic
Solutions Partners in more than 50
countries.

competitions, customer sites, and in
analyst evaluations. Magic’s uniform
development paradigm across a wide
range of platforms, architectures, and
the Internet, means that an organization
needs only one technology and one set
of development skills to develop for an
enterprise-wide mix of platforms,
architectures, and deployment
environments.

Magic Software Enterprises develops,
markets and supports its flagship
product, Magic Enterprise Edition
(Magic), a highly productive, crossplatform development and deployment
environment for building e-commerce
and enterprise level applications. In
Magic, the time it takes to build and
maintain mission-critical applications is
drastically reduced. The developer builds
sophisticated, strategic applications by
using a unique, engine-based,
programming paradigm which eliminates
the repetitive and tedious aspects of
coding.

Magic’s decisive technological
advantage has proven the competitive
advantage of many MIS departments
and independent software vendors. Its
rapidity and portability let them deliver
working prototype applications in days
rather than weeks or months, directly
resulting in reduced project costs, time
frames, and ongoing maintenance
overhead.

Magic has repeatedly been proven the
most rapid development technology on
the market at industry developer

MSE markets selected “Magic
Applications”, the elite of the applications
developed by its base of Magic Solutions
Partners, in various vertical and
horizontal markets. Magic Software’s
Professional Services provide product
maintenance, technical support,
installation services, application

T O D A Y

development services, consulting, project
management, and Magic University
training to help our clients and partners
obtain the maximum from their
investment.
MSE recently joined the Formula
Group (TASE: FORMULA, NASDAQ:
FORTY), Israel’s largest public software
group. Significant investments of
Formula Group in Mashov Computers
and directly in MSE have resulted in
Formula Group holding approximately
53% of Mashov and 26% of MSE.
With over 100,000 development units
and 1,300,000 end-user deployment
units sold to date, Magic’s installed base
of corporate IS system staff, VARs,
systems integrators, independent
developers and software publishers, is
continually growing. Magic solutions
perform strategic functions in some of
the world’s most prestigious
organizations including McKesson
HBOC, Ernst & Young, Hitachi,
Seimens Nixdorf, Club Med, Financial
Times, Gap, Johnson & Johnson, Philip
Morris, Saab, and many more.

It t akes t o build and
maint ain mission crit ical
apps is drast ically reduced
3

LETTER TO TH E SH A REH O LD ERS

1 9 9 8 W as A
For M agic
David Assia

Jack Dunietz

Dear Shareholders:

1998 w as a t urnaround year f or M agic Sof t w are
Enterprises. The year began w ith heavy losses, but
reversed half-w ay through to deliver a profitable third
quarter and the best fourth quarter in our Company’s
history. Revenues for 1998 increased to $38.8 million
from $37.4 million recorded in the previous year. Net
loss for the year w as $6.5 million compared to the
$10.5 million loss posted for 1997. M SE increased its
gross margin percentage from approximately 60% in
the fourth quarter of 1997 to roughly 66% in the
fourth quarter of 1998. M SE’s cash position tripled,
from $1.4 million in the fourth quarter of 1997 to
$5.8 million in 1998.

Early in the year we identified a
need for strong financial backing to
provide us with credibility and a
guarantee of existence into the
medium and long term to show to
our potential and existing customers.
This we managed to procure from
Formula Systems, Israel's largest
software group, who invested $12
million in MSE during the course of
1998.
Following heavy losses incurred
in the first half of the year, we
performed a major restructuring in
mid 1998. In response to continuing
market signals of a shift towards
solutions purchase and away from
development tools, we decided to
reposition the company as a provider
of broader business solutions for the
enterprise market. At the same time,
we continue to strengthen our core
expertise as a premier provider of a
rapid application development

environment. We have realized that
the future of our industry belongs to
those who can integrate a broad
spectrum of tools, applications, and
associated services, under a single
offering. Acting upon this realization,
we now offer complementary
applications, training, and services
to our customers, where before we
concentrated mostly on our
development tool.
In 1998 we introduced Magic
V8.20 for the Windows, AS/400 and
UNIX platforms. This received an
extremely positive response from
industry analysts, media, and
customers, who are increasingly
using the software to develop ecommerce and Web-based
applications. We continue to nurture
and focus on our strategic
relationship with IBM’s AS/400
division, and achieved significant
sales in 1998 on this platform,
including sales to German furniture
supplier Moebel Unger, US-based
Paradise Cruises and many others.
We embarked upon an aggressive
cost containment program, which
has significantly lowered operating
and SG&A expenses. This was

Turnaround Year
Sof t ware Ent erprises
evidenced by the fourth quarter
decline of 33% in cost of software
sales, 14% in sales and marketing
expenses, and 10% in G&A. Around
the world, we've raised productivity
and shed costs. The efficiency story
is repeated all across MSE as our
departments and subsidiaries
challenge themselves to achieve
lower costs, greater efficiency and
higher productivity.
An integral part of our new
strategy is our determination to
leverage our international presence,
which our larger, multinational
enterprise customers demand. As
part of our efficiency story, we are
forging a more cohesive and tightly
knit corporate identity. We are
fostering teamwork between our
departments and subsidiaries across
the world; encouraging sharing and
reuse of labor, skills, materials, and
expertise. Not only, in this way, do
we cut costs, but we also increase
sales, encouraging distributors and
subsidiaries to leverage one another’s
experience and base of customer
references to their mutual benefit.
We look forward to extending this
in 1999 to include our broader
channel of Value Added Resellers

and Magic Solutions Partners in the
actualization of an identifiable, selfaware, Magic Community of
developers and users.
MSE made several investments in
1998 to strengthen its position as a
solutions provider. We purchased a
75% interest in MRTI, an Israeli
company that develops and markets
a leading car rental application
developed using Magic, and acquired
the rights to “Magic eMerchant,” a
Magic-based, ecommerce, businessto-business application.
MSE is committed to Asia/Pacific
as a promising growth market for
the 21st century. We signed an
agreement with Wacom, MSE
exclusive distributor in Japan for the
past 10 years, to form “Magic
Software Japan,” a Japanese
subsidiary held 80% by MSE and
20% by Wacom. MSE increased its
equity holding in Magic (Infotech)
India (MII) from 30% to 51%, and
took a two-year option to acquire
60% of Next Step, an Indian software
house specializing in banking. We
have just signed an agreement to
acquire a controlling interest in
Magic Thailand, our Thai distributor

5

for the last eight years, and in Magic
Group Australia, our Australian
distributor.
MSE invested heavily in the future
during 1998. We added significantly
to our talent base, focused our
strategy, increased our operating
efficiency, and took steps to expand
and adapt our product offering to
facilitate penetration into new
markets and industries, while
improving service to our existing
loyal customer base.
We are confident that 1999 will
be a record-breaking year for our
company.
Yours sincerely,

David Assia
Executive Chairman

Jack Dunietz
CEO
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Name: M cKessonHBOC
Headquart ers: London, UK
Business: Software and technology provider to the health industry
Product : Pat hw ays pat ient administ rat ion syst em
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M cKessonHBOC, t he w orld’s largest supplier of sof t w are
solutions and technological innovations to the health industry,
t urned t o M agic t o develop Pat hw ays – a new pat ient
administ rat ion syst em f or deployment by healt h services
t hroughout Europe and across t he globe. Pat hw ays handles
everyt hing f rom management of pat ient ref errals, pat ient
flow, and contract administration, to hospital and outpatient
scheduling and access t o archive dat a. Pat hw ays runs on
M S Window s NT and SQL Server, and M cKessonHBOC plans
to use Magic to quickly port Pathways to many other RDBMS
and operat ing environment s.

M agic Allows Us to Develop Pathways
In a M odular Fashion
"Adaptability is vital to healthcare
providers…products must employ an open systems
architecture that enables them to add functionality
without making their current systems obsolete. Magic
allows us to develop Pathways in a modular fashion."

Peter Loomes
Program Manager, McKessonHBOC
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Name: Sicovam S.A.
Headquart ers: Paris, France
Business: Clearing House f or French Securit ies
at t he Bank of France
Product : Treasury Bill Clearing Syst em

M

S

.

A

.

E

U

R

O

T

R

A

N

S

A

C

T

I

O

N

S

I

N

R

E

A

L

T

I

M

E

Sicovam S.A., established in 1949, keeps in custody and clears all
trades for the Central French Securities Depository, handling over
$1 billion in trades a day. They selected M agic Solutions Partner
ESDS to build the Euro-compliant system, RGV, in M agic, follow ing
a failed project begun w ith another tool in 1995. RGV manages
Sicovam’s off-market trading and treasury bonds operations w ith
real-time delivery against payment and a turnkey client w orkstation.
RGV, developed in only 11 months, is the only system to have received
unreserved approval from the European Central Bank. Thanks to
RGV, Paris is the w orld’s only financial center to offer Euro transactions,
settled w ith central bank money, in real time.

M agic Could Quickly React In an
Ever- Changing Business Environment
“Euro issues are behind us. ESDS’s ability to implement
RGV within such a tight deadline showed how well
Magic could meet our needs and quickly react in an
ever-changing business environment.”

Jean-Marc Eyssautier
Executive Vice President of
Marketing, Sicovam S.A.
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Name: Synt el Financial Sof t w are
Headquart ers: Reeuw ijk, The Net herlands
Business: Financial Services Sof t w are Provider
Product : EuroPort

T

E

L

F I N A N C I A L

S E R V I C E S

S O F T W A R E

P R O V I D E R

Syntel Financial Softw are, established in 1979, is a leading M agic
Solutions Partner. Syntel numbers amongst its clients a distinguished
list of international banks. Syntel used M agic to develop EuroPort,
a sophisticated banking system for administration of securities,
derivatives, current accounts, custodial accounts, and all related
activities for the real-time pricing and administration of stocks and
bonds. EuroPort features an Internet brow ser-enabled front end,
w hich enables clients to trade stocks and bonds online by directly
accessing the relevant financial markets. EuroPort runs on C-ISAM ,
Oracle, and the IBM RS/6000.

W ith M agic, we can rapidly develop
t ransact ion- int ensive e- business syst ems
"With Magic, we can rapidly develop transactionintensive e-business systems, enabling us to lead the
way in a competitive and demanding market."

Marco Grimberg, Marketing Manager,
Syntel Financial Software.
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The Company's consolidated financial
statements are stated in U.S. dollars and
prepared in accordance with Israeli
GAAP and U.S. GAAP, which as
applicable to these financial statements
are practically identical in all material
respects. The currency of the primary

The follow ing discussion and

respect to future events and

analysis of the Company’s

financial results. This

business, as w ell as the

discussion and analysis should

conducted is the U.S. dollar which is the

remaining sections of this

be read in conjunction w ith

functional and reporting currency of the

Annual Report, contain

the Company’s Consolidated

Company and its subsidiaries.

various forw ard-looking

Financial Statements and

statements, w hich reflect the

notes thereto included

denominated in U.S. dollars are

Company’s current view s w ith

elsew here in this Report.

presented at their original amounts.

economic environment in which the
operations of the Company are

Transactions and balances originally

Transactions and balances in other
currencies are remeasured into dollars in
accordance with the principles set forth
in Financial Accounting Standards Board
("FASB") Statement No. 52.
Remeasurement of gains and losses are
included in financial income and expense.
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1995
t h o u sa n d s,

1996
e x c e p t

$18,764

$19,856

$28,085

$24,026

$20,479

2,608

5,528

8,331

13,406

18,281

21,372

25,384

36,416

37,432

38,760

Sof t w are sales

Tot al revenues

1997
sh a r e

1998
d a t a )

Cost s of revenues:

Services
Tot al cost of revenues

Gross prof it

OPERATIONS

p e r

Revenues:

Sof t w are sales

AND RESULTS OF

N

Year Ended Decem ber 31,
1994
(In

Services

CONDITIONS

O

D a t a :

ANALYSIS OF
FINANCIAL

I

3,604

3,103

4,085

4,327

2,994

2,068

4,484

7,108

10,402

12,352

5,672

7,587

11,193

14,729

15,346

15,700

17,797

25,223

22,703

23,414

2,158

2,878

2,611

3,348

2,797

10,712

11,391

15,963

17,520

16,073

2,879

3,757

4,112

6,090

7,817

-

-

-

5,421

2,677

15,749

18,026

22,686

32,379

29,364
(5,950)

Operat ing expenses:
Research and developm ent , net
Selling and m arket ing, net
General and adm inist rat ive
Rest ruct uring and ot her non-recurring expenses

Tot al operat ing expenses
Operat ing incom e (loss)
Financial expenses, net
Incom e (loss) bef ore incom e t axes

(49)

(229)

2,537

(9,676)

1,249

66

521

488

322

(1,298)

(295)

2,016

(10,164)

(6,272)

190

333

456

476

50

(1,488)

(628)

1,560

(10,640)

(6,322)

-

67

(115)

(51)

(149)

Incom e t axes

Equit y in earnings (loss) of an aff iliat e
M inorit y int erest in losses (earnings)
of consolidat ed subsidiary

88

123

(47)

237

12

Net incom e (loss)

$ (1,400)

$ (438)

$ 1,398

$ (10,454)

$ (6,459)

Basic earnings (loss) per share

$ (0.34)

$ (0.10)

$

$

$

4,158

4,303

$ (0.34)

$ (0.10)

4,158

4,303

0.30

( 2.15)

(1.10)

Shares used t o com put e basic
earnings (loss) per share
Dilut ed earnings (loss) per share

4,720
$

.029

4,853
$

(2.15)

5,870
$

(1.10)

Shares used t o com put e dilut ed
earnings (loss) per share

B a l a n c e

S h e e t

Working capit al (def icit )
Tot al asset s
Tot al debt
Shareholders' equit y

13

4,975

5,042

5,870

D a t a :
1994

1995

1996

1997

1998

$ 7,376

$ 6,213

$9,820

$(519)

$ 5269

20,436

24,559

34,007

29,192

32,381

535

1,955

990

3,345

436

14,889

15,109

21,956

11,436

17,136
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Overview

Company increased its sales force in a

T

he Company was established in

number of countries, including the

1983 and completed an initial

United Kingdom, Germany and France.

public offering of its Ordinary Shares in

The UK also began to offer an increasing

the United States in August 1991. In

amount of fee-based consulting services

1994, the Company began to experience a

and technical support throughout the

number of changes in its business

produce life cycle. The cumulative

environment which impacted on its

impact of these changes was a decline in

operating and financial performance. As

the Company's rate of growth, an

a result of the strong acceptance of the

increase in services as a percentage of

Windows operating system, sales of the

revenues as well as an increase in sales,

DOS version of Magic began to decline.

marketing and research and development

As a result, the Company began focusing

expenses.

on sales to cross platform client/server

In 1998, the Company incurred a net loss

environments for use in large

of approximately $6.5 million due to its

departments or on an enterprise-wide

financial results in the first two quarters of

basis. In addition, the Company

the year. Of such amount $2.68 million

accelerated its development of a Windows

was attributable to non-recurring expenses,

compatible product which was released in

a provision for doubtful receivables of $1.2

September 1995.

million (mainly in Southeast Asia) and

With the introduction and shipment of its

expenses resulting from the Company’s

Windows-based product, Magic 6, and its

restructuring plan, especially in the Israeli

ability to offer advanced client/server

sales office, which began in 1997. The

functionality, the Company began to

Company further attributes its losses to

realize accelerated sales growth and a

the continuing trend of organizations to

return to profitability in 1996. In 1996,

purchase packaged application for

the Company had sales of $36.0 million

enterprise information management

and net income of $1.4 million.

instead of building them.

The enterprise market generally requires

As a result of improved margins, a

a longer sales cycle and a greater degree

significant reduction in expenses, increase in

of up-front support. In order to facilitate

revenues in France and Germany and a

the sales of its tools for UNIX VMS, IBM

positive contribution from Magic USA, the

AS/400, Windows, and other client/server

Company returned to profitability in the

environments into this market, the

third quarter of 1998. The Company also
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benefited from a sharp increase in earnings

Research and development costs, net of

from its maintenance, consultancy and other

government and other grants, are charged to

services. Such increase was a result of the

income as incurred until technological

Company’s adoption of a strategic decision

feasibility is established. Technological

to become a provider, together with its

feasibility is established upon completion of a

MSPs, of complete solutions to key vertical

detailed program design. Costs incurred by

markets and business processes as well as

the Company subsequent to the

being a provider of development tools.

establishment of technical feasibility are

AND RESULTS OF

capitalized in accordance with Statement of
Account ing M at t ers

OPERATIONS

S

Financial Accounting Standards ("SFAS")

Revenues from software license
agreements are recognized upon delivery
of the software if: (i) collection is probable,
(ii) all license payments are due within one
year, (iii) the license fee is fixed or
determinable, (iv) vendor - specific
evidence exist to allocate the total fee to
the undelivered elements of the
arrangement, and (v) persuasive evidence
of an arrangement exists.

No. 86. Capitalized software costs are
amortized by the greater of (i) the ratio that
current gross revenues from sales of the
software bear to the total of current and
anticipated future gross revenues from sales
of the software or (ii) the straight-line
method over the remaining estimated useful
life of the product (not greater than five
years). The Company assesses the
recoverability of this intangible asset by

Revenues from consulting services,
maintenance contracts and training are
recognized ratably over the contractual
period or as services are performed.

determining whether the amortization of the
asset over its remaining life can be recovered
through undiscounted future operating cash
flows from the specific product.
Royalty-bearing grants from the
Government of Israel and others for
funding certain approved research projects

The follow ing table sets forth the total research and development
costs, the amount of royalty-bearing grants received from the
Government of Israel, softw are development costs capitalized, and
the net research and development expenses for the periods
indicated:

and marketing activities are recognized at
the time the Company is entitled to such
grants on the basis of the related costs

Year Ended December 31,

1996

1997

1998

Total research and development costs

$6,950

$6,758

$4,080

Less royalty bearing grants

(1,922)

(285)

--

1998 to the BIRD-F with the objective of

Less capitalization of softw are

(2,417)

(3,125)

(1,283)

canceling the agreement it had reached in

Research and development , net

$2,611

$3,348

$2,797

the past which amounted to $350,000.

incurred. The Company applied during
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The f ollow ing t able set s f ort h, f or t he periods indicat ed, select ed f inancial inf orm at ion f or t he Com pany as a percent age of t ot al
revenue:
1996

FINANCIAL

Sof t w are sales

77%

Services

CONDITIONS
AND RESULTS OF

1998

64%

53%

23

36

47

100

100

100

Sof t w are sales

11

12

8

Services

20

28

32

Tot al cost of revenues

31

40

40

69

60

60

Tot al revenues
Cost of revenues:

Gross prof it

OPERATIONS

1997

Revenues:

Operat ing expenses:
Research and developm ent , net

7

9

7

Selling and m arket ing, net

44

47

41

General and adm inist rat ive expenses

11

16

20

0

14

7

62

86

75

7

(26)

(15)

Rest ruct uring and ot her non-recurring expenses

Tot al operat ing expenses
Operat ing incom e (loss)
Financial incom e (expenses), net
(Loss) incom e bef ore incom e t axes
Incom e t axes
Equit y in earnings of an aff iliat e

(1)

(1)

(1)

6

(27)

(16)

(2)

(1)

0

0

0

0

M inorit y int erest in losses of consolidat ed subsidiary

0

Net (loss) incom e

4%

16

1

0

(27)%

(16)%
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Year Ended December 31, 1998
Compared w it h Year Ended December
31, 1997
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expenses and other related costs. Cost of
revenues for maintenance and technical
support consists primarily of personnel

FINANCIAL
CONDITIONS
AND RESULTS OF
OPERATIONS

T

ot al Revenues. Revenues consist

expenses for the European and Israeli

primarily of: (i) software sales (ii)

technical support center and other related

maintenance and technical support and (iii)

costs. Cost of revenues increased 4.2%

services (including consulting services and

to $15.3 million in 1998 from $14.7

training). Total revenues increased 3.5%

million in 1997. Costs of revenues for

to $38.8 million in 1998 from $37.4

software sales decreased 30.8% in 1998 to

million in 1997. Software sales decreased

$3.0 million from $4.3 million in 1997 as

14.8% to $20.5 million in 1998 from $24.0

a result of the decline in software

million in 1997. This decrease was

production to the Japanese market. Cost

principally attributable to the decline in

of revenues for services increased 17.4%

software revenues in Japan and Southeast

to $9.0 million in 1998 from $7.7 million

Asia, where economic turmoil disrupted

in 1997 as a result of the Company’s shift

sales. Revenues from technical support and

from software sales to services. Cost of

maintenance increased 37.8% to $5.8

revenues for maintenance and technical

million in 1998 from $4.2 million in 1997

support increased 22.7% to $3.3 million

and revenue from services increased 35.7%

in 1998 from $2.7 million in 1997.

to 12.5 million from 9.2 million in 1997.

Gross prof it . Gross profit increased 3.1%

This growth, mainly in Europe, reflects

to $23.4 million in 1998 from $22.7

the Company’s increased efforts to grow its

million in 1997. In 1998, the Company's

fee-based consulting and training services

gross margin (gross profit as a percentage

to external contractors.

of total revenues) on software sales

Cost of Revenues. Cost of revenues for

increased to 85% from 82% in 1997. The

software sales consists primarily of: (i)

Company's gross margin on services

amortization of capitalized software; (ii)

increased to 28% in 1998 from 16% in

software production costs (including

1997. The Company’s gross margin on

media, packaging, freight and

maintenance and technical support

documentation); (iii) certain royalties and

increased to 43% in 1998 from 37% in

licenses payable to third parties (including

1997. The Company expects its gross

the Chief Scientist); and (iv) pre-sale

margin to vary in the future due to

technical support costs. Cost of revenues

changes in the composition of its revenue

for services consists primarily of personnel

and its product and customer mix.
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Research and Development , Net .

Selling and M arket ing, Net . Selling and

Research and development costs consist

marketing expenses consist of costs

primarily of salaries of employees engaged

relating to promotion, advertising, trade

in on-going research and development

shows and exhibitions, compensation, sales

activities and other related costs. Grants for

support, travel and related expenses and

research and development and the

royalties payable to the Israeli

capitalization of software development

Government's Fund for the

expenses are applied as reductions to total

Encouragement of Marketing Activities

research and development costs to calculate

(the "Marketing Fund"). Selling and

net research and development expenses.

marketing expenses decreased 8% to $16.1

Total research and development costs

million in 1998 from $17.5 million in

decreased to $4.1 million in 1998 from

1997. Selling and marketing expenses as a

$6.8 million in 1997. The decrease was

percentage of sales decreased to 41.5% in

primarily a result of the decreased

1998 from 46.8% in 1997, principally as a

expenses associated with the restructuring

result of the decrease in software sales.

plan. Net research and development costs

The Company expects that selling and

decreased to $2.8 million in 1998 from

marketing expenses will increase in 1999 as

$3.3 million in 1997. The Company did

a result of the planned increase in

not receive any grants from the Chief

marketing and sales efforts for the

Scientist in 1998 as compared to $285,000

Company's new products, but are expected

in 1997. The Company did not accrue

to decrease as a percentage of sales.

any grants from the BIRD-F in 1998. The

General and Administ rat ive. General

Company expects that its total research

and administrative expenses consist of

and development costs as a percentage of

compensation costs for administration,

sales will decrease approximately 3.8% in

finance and general management

1999 as compared to 1998.

personnel and office maintenance and

In 1998 the Company reached an

administrative costs. General and

agreement with the Chief Scientist

administrative expenses increased to $7.8

according to which the Company will pay

million in 1998 from $6.1 million in 1997.

royalties on all of the Company's

The increase was primarily attributable to

consolidated revenues. As a result, the

the costs associated with the Company’s

Company provided for the full amount of

increased activities in the United States,

the royalty commitment, which amounted

Germany and France - and the overall

to approximately $1.0 million.

growth in the Company's operations.
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General and administrative expenses as a

Equity in Results of Affiliates. Equity in

percentage of revenues increased to 20.2%

earnings of an affiliate represent the

in 1998 as compared to 16% in 1997. The

Company's proportionate share of

Company expects that general and

Micronova, MII, MRTI, and Magic

administrative expenses will increase by

Thailand. In 1998, the Company

54% in 1999 compare to 1998 and as a

recognized a loss of $45,000 from its 42%

percentage of sales will decrease 1% as a

minority interest in Micronova and 20%

result of the continued growth in the

minority interest in Magic Thailand as

Company's operations.

compared to a loss of $13,000 in 1997. In

Financial Income (Expenses), Net .

1998 the Company also recognized a loss of

Financial expenses consist of interest

$95,000 from its 20% minority interest in

expense from borrowings and currency

MRTI and its 35% minority interest in MII.

transaction adjustments and financial

M inorit y Int erest in Prof it s of

income consists of income on cash and

Consolidat ed Subsidiaries. Minority

cash equivalent balances. The Company’s

interest in profits of consolidated

financial expenses were $322,000 in 1998

subsidiaries represents the minority

as compared to financial expenses of

shareholders' share of the profits of the

$488,000 in 1997 as a result of Formula’s

subsidiaries, Magic Benelux and Magic

equity investment in the Company during

Italy, in which the Company currently

the second half of 1998, which helped the

holds 100% and 81% interests,

Company to reduce its bank liabilities, and

respectively. In 1998, the Company

due to the positive trend in European

recognized a minority interest of $12,000

currencies.

from the losses attributed to the minority

Income Taxes. The Company incurred

shareholders of Magic Benelux and Magic

income taxes of $50,000 in 1998 and

Italy as compared to $237,001 from the

$476,000 in 1997. These taxes are

losses attributed to such minority

attributable to withholding taxes paid in

shareholders in 1997.

Japan on the royalty payments received by

Net Income (Loss). As the result of the

the Company from its Japanese distributor.

foregoing, the Company incurred a net

The Company did not pay any taxes in

loss of $6.5 million or ($1.10) per share for

Israel in either period. The Company

the year ended December 31, 1998 as

expects that it will continue to be unable

compared to a net loss of $10.5 million or

to offset its withholding taxes in Japan

($2.15) per share in the year ended

against taxable income in Israel in 1999.

December 31, 1997.
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1997 from $800,000 in 1996.
Gross prof it . Gross profit decreased 10%
to $22.7 million in 1997 from $25.2

FINANCIAL
CONDITIONS
AND RESULTS OF
OPERATIONS

T

ot al Revenues. Total revenues

million in 1996. In 1997, the Company's

increased 3% to $37.4 million in

gross margin (gross profit as a percentage

1997 from $36.4 million in 1996.

of total revenues) on software sales

Software sales decreased 15% to $24.0

decreased to 82% from 85% in 1996.

million in 1997 from $28.1 million in

The Company's gross margin on services

1996. This decrease was principally

increased to 16% in 1997 from 12% in

attributable to the shift in product sales

1996. The Company's gross margin on

from the department level to the

maintenance and technical support

enterprise level and a change in the

increased to 36% in 1997 from 30% in

buying habits of the Company’s larger

1996.

customers. Revenues from services

Research and Development , Net . Total

increased 61% to $13.4 million in 1997

research and development costs decreased

from $8.3 million in 1996. This growth,

slightly to $6.8 million in 1997 from $6.9

mainly in Europe, reflects the Company’s

million in 1996. The decrease was

increased efforts to grow its fee-based

primarily a result of the decreased expenses

consulting and training services to

associated with the postponing of

external contractors. Revenue from

additional development of the next

maintenance and technical support

generation "Leapfrog" product. Net

increased 366% to $4.2 million in 1997

research and development costs increased

from $1.1 million in 1996 due to the

to $3.3 million in 1997 from $2.6 million

Company’s great efforts to grow its fee

in 1996 primarily because of a decrease in

based maintenance and support contracts.

grants from the Chief Scientist. The

Cost of Revenues. Cost of revenues

Company received $285,000 in grants from

increased 32% to $14.7 million in 1997

the Chief Scientist in 1997 as compared to

from $11.1 million in 1996. Costs of

$1.5 million in 1996.

software sales increased 5% in 1997 to

Selling and M arket ing, Net . Selling and

$4.3 million from $4.1 million in 1996.

marketing expenses increased 9.8% to

Cost of services increased 22% to $7.7

$17.5 million in 1997 from $16.0 million

million in 1997 from $6.3 million in 1996.

in 1996. Selling and marketing expenses as

Costs of maintenance and technical

a percentage of sales increased to 46.8% in

support increased 338% to $2.7 million in

1997 from 43.8% in 1996, principally as a
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result of the decrease in software sales.

Magic Thailand.

The Company accrued grants of $156,000

M inorit y Int erest in Prof it s of

in 1997 from the BIRD-F.

Consolidat ed Subsidiaries. In 1997, the

General and Administ rat ive. General

Company recognized a minority interest

and administrative expenses increased to

of $237,001 from the losses attributed to

$6.1 million in 1997 from $4.1 million in

the minority shareholders of Magic

1996. The increase was primarily

Benelux and Magic Italy as compared to

attributable to the costs associated with the

$47,000 in profits attributed to the

Company’s increased activities in the

minority shareholders in 1996.

United States, the Netherlands and the

Net Income (Loss). As the result of the

United Kingdom and the overall growth in

foregoing, the Company incurred a net

the Company's operations. General and

loss of $10.5 million or ($2.15) per share

administrative expenses as a percentage of

for the year ended December 31, 1997 as

revenues increased to 16% in 1997 as

compared to net income of $1.4 million or

compared to 11% in 1996.

$0.30 per share in the year ended

Financial Income (Expenses), Net . The

December 31, 1996.

Company’s financial expenses were
$488,000 in 1997 as compared to financial
expenses of $521,000 in 1996.
Income Taxes. The Company incurred
income taxes of $476,000 in 1997 and
$456,000 in 1996. These taxes are
attributable to withholding taxes paid in
Japan on the royalty payments received by
the Company from its Japanese distributor
which declined substantially in [1997]. The
Company did not pay any taxes in Israel in
either period.
Equit y in Result s of Aff iliat es. In 1997,
the Company recognized a loss of $13,000
from its 42% minority interest in
Micronova as compared to a loss of
$115,000 in 1996, and recognized a loss of
$38,000 from its 20% minority interest in
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QUARTERLY
1

9

RESULTS OF
OPERATIONS

certain unaudited quarterly financial
information for the tw o years ended

p e r

s h a r e

9

9

8

d a t a )

M arch

June

Sept .

Dec.

M arch

June

Sept .

Dec.

31,

30,

30,

31,

31,

30,

30,

31,

$6,542

$5,272

$5,841

$6,135

$4,594

$4,642

$4,702

2,787

3,814

3,307

3,498

3,591

4,200

4,642

5,848

Tot al revenues

9,565

9,086

9,148

9,633

8,186

8,842

9,343

12,389

Sof t w are sales

1,287

1,195

759

1,086

604

725

938

727

Services

2,079

2,942

2,660

2,721

2,536

3,153

2,729

3,498

Tot al cost of revenues

3,366

4,137

3,419

3,807

3,140

3,878

3,666

4,225

6,200

4,948

5,729

5,825

5,046

4,964

5,677

8,164

Cost of revenues:

Gross prof it
Operat ing expenses:

Report and includes all necessary

1

E N D E D

e x c e p t

$6,778

been prepared on a basis consistent

statements included elsew here in this

Q U A R T E R

Services

December 31, 1998. The data has

w ith the Company' s audited financial

7

t h o u s a n d s ,

Revenues:
Sof t w are sales

The follow ing tables set forth

9
( I n

Research and developm ent , net

714

930

848

856

806

717

661

613

Selling and m arket ing, net

4,448

4,486

3,484

5,102

3,882

4,545

3,797

4,377

General and adm inist rat ive

1,218

1,406

1,684

1,782

1,463

3,565

1,182

1,607

Rest ruct uring and ot her non-

adjustments, consisting only of normal

recurring cost s

2,703

-

2,718

--

2,677

--

--

recurring accruals that the Company

Tot al operat ing expenses

6,380

9,525

6,016

10,455

6,151

11,504

5,640

6,597

182

4,575

287

4,632

(1,105)

(6,448)

37

1,567

(210)

(106)

(113)

(59)

112

(47)

(110)

272

considers necessary for a fair

Operat ing incom e (loss)
Financial incom e (expenses), net

presentation. The operating results for
Capit al gain

any quarter are not necessarily

Incom e (loss) bef ore incom e t axes

indicative of results for any future

Incom e t axes

periods.

Equit y in earnings (loss) of
an aff iliat e

-

-

-

5

--

--

--

--

(385)

(4,689)

(400)

(4,621)

(1,217)

(6,496)

147

1,295

144

84

124

124

25

11

--

14

2

(62)

(30)

39

(70)

16

(30)

(65)

M inorit y int erest in losses (earnings)
of a consolidat ed subsidiary

33

54

(24)

174

73

(29)

--

(32)

494

4,781

578

4,602

(1,239)

(6,520)

117

1,184

($0.10)

($0.98)

($0.12)

($0.09)

($0.25)

(1.15)

$0.02

$0.18

Net incom e (loss)
Net incom e (loss) per share
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t h o u s a n d s ,

O

1

E N D E D

e x c e p t

p e r

N

s h a r e

9

9

8

d a t a )

M arch

June

Sept .

Dec.

M arch

June

Sept .

Dec.

31,

30,

30,

31,

31,

30,

30,

31,

71%

58%

64%

64%

56%

52%

50%

53%

Revenues:
Sof t w are sales

OPERATIONS

Services

Tot al revenues

39

42

36

36

44

48

50

47

100

100

100

100

100

100

100

100

13

13

8

11

7

8

10

6

Cost of revenues:
Sof t w are sales
Services

22

32

29

29

32

36

30

29

Tot al cost of revenues

35

45

37

40

40

44

39

34

65

54

63

60

60

56

61

66

Gross prof it
Operat ing expenses:
Research and developm ent , net

7

10

9

9

10

8

7

5

Selling and m arket ing, net

46

49

38

53

46

50

41

35

General and adm inist rat ive

13

15

18

19

18

40

13

13

--

30

--

28

0

30

0

0

Rest ruct uring and ot her nonrecurring cost s

66

104

65

109

74

128

56

53

Operat ing incom e (loss)

Tot al operat ing expenses

(1)

(50)

(3)

(49)

(13)

(73)

0

13

Financial incom e (expenses), net

(1)

(1)

(1)

(1)

(1)

1

(1)

2

Incom e (loss) bef ore incom e t axes

(4)

(52)

(4)

(48)

(15)

(73)

2

10

2

1

1

1

0

0

0

0

(1)

0

0

0

(1)

0

0

(1)

Incom e t axes
Equit y in earnings (loss)
of an aff iliat e
M inorit y int erest in losses (earnings)
of a consolidat ed subsidiary
Net incom e (loss)

0

1

(1)

2

1

0

0

0

5%

53%

6%

48%

(15% )

(74%

1%

10%
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Liquidit y and Capit al Resources

15% of the Company’s Ordinary Shares) in

A

t December 31, 1998, the

consideration of $4.0 million to Formula,

Company had $5.8 million in

an Israeli software company. The

cash and cash equivalents and working

Company further granted to Formula a

capital of $5.3 million as compared to

right of first refusal in the event of the

$1.38 million in cash and cash equivalents

issuance of additional securities by the

and a $519,000 working capital deficit at

Company for the period ended June 30,

December 31, 1997.

1999.

In 1998, the Company incurred a net loss

In July 1998 the Company raised an

of approximately $6.5 million, although it

additional $3.5 million in capital through

returned to profitability in the third

the sale of 1,000,000 Ordinary Shares to

quarter of 1998. Such loss included $2.68

Mashov and in December 1998 the

million of non-recurring expenses, a

Company raised an additional $4.8 million

provision for doubtful receivables of $1.2

through the sale of 1,200,000 of the

million and expenses resulting from the

Company’s Ordinary Shares to Formula.

restructuring plan initiated by the

In January 1998 the Company entered into

Company in 1997.

an agreement with Wacom for the

One of the factors affecting the Company's

formation of a new subsidiary, MSJ. In

working capital is the payment cycle on its

January 1999 the Company increased its

sales. As the Company's sales increase, its

ownership interest in MSJ to 80% and MSJ

accounts receivable are likely to increase

assumed full responsibility for all business

proportionally. The Company generally

and research and development activities of

requires its resellers to pay for goods

Magic in Japan. In connection with the

shipped within 30 to 60 days of receipt. As

Company’s obtaining the rights relating to

a result of the international nature of its

the Japanese versions of Magic’s products,

sales, this often results in payment from 60

MSJ agreed to pay Wacom $3.0 million, of

to 90 days after shipment. In addition, the

which $1.5 million was paid by the

Company's agreement with its largest

Company as of June 30, 1999, an additional

distributor, Wacom, provides for billing on

$500,000 will be paid by the end of 1999

a quarterly basis.

and the $1.0 million balance will be paid as

In April 1998, the Company completed a

royalties in fixed quarterly payments over a

private transaction pursuant to which it

four-year period ending in 2003. In

sold 800,000 Ordinary Shares of the

addition, MSJ agreed to pay Wacom a

Company (representing approximately

preferred dividend at the rate of 35% of its
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net income, commencing in the first

version 5.0 are not. There can be no

quarter of 1999. MSJ’s undertaking to pay

assurance that the Company’s software

such cash dividend will expire upon the

products that are designed to be Year 2000

occurrence of the earlier of (i) the 32nd

compliant contain all necessary date code

quarterly payment, or (ii) the accumulated

changes.

payment of $1.8 million.

The Company believes that the purchasing

The Company anticipates that its cash

patterns of customers and potential

requirements for the foreseeable future

customers may be affected by Year 2000

will be satisfied by cash flows from

issues in a variety of ways. Many companies

operations, existing cash and, if needed,

are expending significant resources to

short-term borrowings. The Company

correct or patch their current software

has no significant financial commitments

systems for Year 2000 compliance. These

outstanding other than those relating to

expenditures may result in reduced funds

the new subsidiary in Japan and to the

available to purchase software products such

development and introduction of new

as those offered by the Company. Potential

products.

customers may also choose to defer
purchasing Year 2000 compliant products

The Year 2000 Issue

until they believe it is absolutely necessary,

Many currently installed computer systems
and software products are coded to accept
only two digit entries in the date code field.
Beginning in the year 2000, these date code
fields will need to accept four digit entries to
distinguish twenty-first century dates from
twentieth century dates. As a result, in less
than a year computer systems and/or
software used by many companies may need
to be upgraded to comply with such “Year
2000" requirements. Significant uncertainty
exists in the software industry concerning
the potential effects associated with such
compliance. Although Magic releases
starting with version 5.0 are designed to be
Year 2000 compliant, earlier releases prior to

25

which would cause potentially stalled market
sales within the industry. Conversely, Year
2000 issues may cause other companies to
accelerate purchases, thereby causing an
increase in short-term demand and a
consequent decrease in long-term demand
for software products such as the Company’s
products.
Although the Company believes that it has
identified substantially all of the major
computers, software applications and
related equipment used in connection with
its internal operations that must be
modified, upgraded, or replaced to
minimize the possibility of a material
disruption to its business, the Company
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cannot provide any assurance to this effect.

with these systems, there can be no

The Company has commenced the process

assurance that these suppliers will resolve

of modifying, upgrading and replacing

any or all year 2000 problems with these

major systems that have been identified as

systems before the occurrence of a material

adversely affected and expects to complete

disruption to the Company’s business or the

this process in a timely manner.

business of any of its customers. Any failure

In addition to computers and related

of these third parties to resolve year 2000

systems, the operation of the office and

problems with their systems in a timely

facilities equipment of the Company, such

manner could have a material adverse effect

as fax machines, photocopiers, telephone

on the Company’s business, financial

switches, security systems and other

condition and results of operations.

common devices, may be affected by the

The Company believes that it is not possible

year 2000 problem. The Company is

to determine with complete certainty that all

currently assessing the potential effect of,

year 2000 problems affecting it have been

and costs of remediating, the year 2000

identified or corrected. The number of

problem on its office and facilities

devices that could be affected and the

equipment. The Company estimates that

interactions among these devices are simply

the total cost of completing the required

too numerous. In addition, it is not possible

modifications, upgrades or replacements of

accurately to predict how many year 2000

these internal systems will not have a

problem related failures will occur, or the

material adverse effect on its business or

severity, duration or financial consequences

results of operations but it cannot provide

of these perhaps inevitable failures. The

any assurance to this effect.

discussion of the Company’s efforts and

The Company has also initiated

management's expectations relating to year

communications with third party suppliers

2000 compliance are forward looking

of the major computers, software and other

statements. The Company’s ability to

equipment used, operated or maintained by

achieve year 2000 compliance and the level

the Company to identify and, to the extent

of incremental costs associated therewith

possible, to resolve issues involving the year

could be adversely impacted by, among

2000 problem. However, the Company has

other things, the availability and cost of

limited or no control over the actions of

programming and testing resources;

these third party suppliers. Thus, while the

vendors' ability to modify proprietary

Company expects that it will be able to

software; and unanticipated problems

resolve any significant year 2000 problems

identified in the ongoing compliance review.
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Ef f ect ive Corporat e Tax

parent company, which, in the case of the

The production facilities of the Company

Company, have been historically profitable.

have been granted Approved Enterprise

The Company's royalty income from

status under the Law for Encouragement of

Wacom is subject to a 10% withholding tax

Capital Investments, 1959 and consequently

in Japan. Under Israeli tax law, the

are eligible for certain tax benefits for the

Company is only permitted to offset

first several years in which they generate

withheld amounts against its tax liability in

taxable income. The Company has elected

Israel for the same year as the taxes were

to participate in the Alternative Package

withheld. As a result of its reduced tax rate

with respect to its current Approved

in Israel the Company did not have sufficient

Enterprises. The income derived from

income in recent years to offset the amounts

facilities granted Approved Enterprise status

withheld in Japan. The Company expects

is exempt from income tax in Israel for two

that its inability to consolidate its operations

to four years commencing in the year in

for tax purposes will continue to negatively

which the specific Approved Enterprise first

impact its overall tax rate.

generates taxable income. Following such

subject to corporate tax at reduced rate of

Impact of Inf lat ion and Devaluat ion on
Result s of Operat ions, Liabilit ies and
Asset s

25% for the following three to six years.

The dollar cost of the Company's

See Note 10 to Notes to Consolidated

operations in Israel is influenced by the

Financial Statements. After August 1991 at

extent to which any increase in the rate of

least 25% of the Company’s shares have

inflation in Israel is not offset (or is offset on

been held by non-Israeli residents and

a lagging basis) by a devaluation of the NIS

according to the Law for the

in relation to the dollar. During the two

Encouragement of Foreign Investments, the

years ended December 31, 1996, the rate of

Company is entitled to 10 years of reduced

inflation in Israel exceeded the rate of

corporate tax. As a result of its Approved

devaluation of the dollar against the NIS. In

Enterprise status, the Company's operations

1995 and 1996 the rate of inflation in Israel

in Israel were subject to reduced tax rates of

was 8.1% and 10.6%, respectively, while the

approximately 3% for both 1997 and 1998.

rate of devaluation was 3.9% and 3.7%,

periods, the "Approved Enterprises" are

respectively. In 1997 and 1998, the rate of
Under Israeli tax law, the results of the

inflation was 7.0% and 8.6%, respectively,

Company's foreign subsidiaries cannot be

while the rate of devaluation was 8.7% and

consolidated with the operations of the

17.6%, respectively.
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R

E

W
REPORT OF
INDEPENDENT
AUDITORS TO THE
SHAREHOLDERS
OF M AGIC
SOFTWARE
ENTERPRISES LTD.

P

O

whether the financial statements are free of

accompanying consolidated

material misstatement. An audit includes

balance sheets of Magic Software

examining, on a test basis, evidence

Enterprises Ltd. and its subsidiaries as of

supporting the amounts and disclosures in

December 31, 1997 and 1998, and the

the financial statements. An audit also

related consolidated statements of

includes assessing the accounting principles

operations, changes in shareholders'

used and significant estimates made by

equity and cash flows for each of the three

management as well as evaluating the

years in the period ended December 31,

overall financial statement presentation. We

1998. These financial statements are the

believe that our audits and the reports of

responsibility of the Company's

the other auditors provide a reasonable basis

management. Our responsibility is to

for our opinion.

express an opinion on these financial

In our opinion, based on our audits and

statements based on our audits. We did

the reports of other auditors, the

not audit the financial statements of

consolidated financial statements present

certain subsidiaries, which statements

fairly, in all material respects, the

reflect assets constituting 23% and 26%

consolidated financial position of Magic

of the consolidated assets as of December

Software Enterprises Ltd. and its

31, 1997 and 1998, respectively, and

subsidiaries as of December 31, 1997 and

revenues constituting 37%, 35% and 56%

1998, and the related consolidated results

of the related consolidated revenues for

of their operations and cash flows for each

each of the three years in the period

of the three years in the period ended

ended December 31, 1998. These

December 31, 1998, in conformity with

statements were audited by other auditors

generally accepted accounting principles in

whose reports has been furnished to us,

the United States.

data included for these subsidiaries, is

A member of Ernst & Young
International
February 8, 1999
Tel-Aviv, Israel

T

e have audited the

and our opinion, insofar as it relates to

KOST FORER and GABBAY

R

based solely on the reports of the other
auditors.
We conducted our audits in accordance
with generally accepted auditing standards
in the United States. Those standards
require that we plan and perform the audit
to obtain reasonable assurance about
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CONSOLIDATED BA LA NCE SHEETS

( U . S.

D O LLA RS I N

TH O U SA N D S)

December 31,

1997

1998

$ 1,380

$5,828

12,339

11,466

-

40

1,956

1,724

234

-

15,909

19,058

Invest m ent s in aff iliat es (Not e 4)

336

404

Severance pay f und (Not e 9)

716

988

1,052

1,392

237

-

FIXED ASSETS, NET (Not e 5)

5,949

5,108

OTHER ASSETS, NET (Not e 6)

6,045

6,823

ASSETS

CURRENT ASSETS:
Cash and cash equivalent s
Trade receivables (net of allow ance f or doubt f ul account s
of $ 670 in 1997 and $ 990 in 1998)
Relat ed part ies (Not e 13c)
Ot her receivables and prepaid expenses (Not e 3)
Invent ories
Tot al current asset s

LONG-TERM INVESTM ENTS:

M INORITY INTEREST

$ 29,192

The accom panying not es are an int egral part of t he consolidat ed f inancial st at em ent s.
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$

32,381

CONSOLIDATED BA LA NCE SHEETS

( U . S.

D O LLA RS I N

TH O U SA N D S)

December 31,

1997

1998

LIABILITIES AND SHAREHOLDERS' EQUITY

CURRENT LIABILITIES:
Short -t erm bank credit (Not e 7)

$

Trade payables

3,345

$

436

2,931

1,918

691

-

9,461

11,435

16,428

13,789

1,293

1,445

35

11

183

261

17,213

29,362

(181)

(249)

Accum ulat ed def icit

(5,779)

(12,238)

Tot al shareholders' equit y

11,436

17,136

Relat ed part ies (Not e 13c)
Accrued expenses and ot her liabilit ies (Not e 8)
Tot al current liabilit ies
ACCRUED SEVERANCE PAY (Not e 9)
M INORITY INTEREST
SHAREHOLDERS' EQUITY (Not e 11):
Share capit al:
Aut horized: 10,000,000 Ordinary Shares of NIS 0.1 par value;
Issued and out st anding: 4,853,150 and 7,853,150 shares
as of Decem ber 31, 1997 and 1998, respect ively
Addit ional paid-in capit al
Accum ulat ed ot her com prehensive loss

$ 29,192

The accom panying not es are an int egral part of t he consolidat ed f inancial st at em ent s.
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$

32,381

CONSOLIDATED STATEM ENTS OF OPERATIONS

( U . S.

D O LLA RS I N

TH O U SA N D S,

EX C EPT PER SH A RE A M O U N TS)

Year ended December 31,

1996

1997

1998

Revenues (Not e 12a):
Sof t w are sales

$ 28,085

$

24,026

$

20,479

M aint enance

1.146

4,196

5,780

Services

7.185

9,210

12,501

36,416

37,432

38,760

4,085

4,327

2,994

802

2,694

3,306

6306

7,708

9,046

Tot al cost of revenues

11,193

14,729

15,346

Gross prof it

25,223

22,703

23,414

2,611

3,348

2,797

15,963

17,520

16,073

4,112

6,090

7,817

-

5,421

2,677

22,686

32,379

29,364

2,537

(9,676)

(5,950)

(521)

(488)

(322)

2,016

(10,164)

(6,272)

456

476

50

1,560

(10,640)

(6,322)

Equit y in losses of an aff iliat e

115

51

149

M inorit y int erest in losses (earnings) of a consolidat ed subsidiary

(47)

237

12

$ 1,398

$ (10,454)

$ (6,459)

Basic earnings (loss) per share

$

0.30

$

(2.15)

$

(1.10)

Dilut ed earnings (loss) per share

$

0.29

(2.15)

$

(1.10)

Tot al revenues
Cost of revenues:
Sof t w are sales
M aint enance
Services

Operat ing expenses:
Research and developm ent , net (Not e 12c)
Selling and m arket ing, net
General and adm inist rat ive
Rest ruct uring and ot her non-recurring cost s (Not e 1c)
Tot al operat ing expenses
Operat ing incom e (loss)
Financial expenses, net (Not e 12d)
Incom e (loss) bef ore t axes on incom e
Taxes on incom e (Not e 10)

Net incom e (loss) f or t he year
Earnings (loss) per share (Not e 15):

The accom panying not es are an int egral part of t he consolidat ed f inancial st at em ent s.
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$

STATEM ENTS OF CHA NGES IN SHA REHOLDERS’ EQUITY

( U . S.

Addit ional
Share
paid-in
capit al capit al, net

BALANCE AS OF JANUARY 1, 1996

$ 158 * )$ 11,674

D O LLA RS I N

TH O U SA N D S)

Accum ulat ed
ot her
Ret ained
com prehensive
earnings
Tot al
incom e
(accumulated Com prehensive shareholders’
(loss)
def icit )
incom e (loss)
equit y

$

-

$ 3,277

$ 15,109

23

-

23

23

-

-

102

1,398

1,398

1,398

Ot her com prehensive incom e:
Foreign currency t ranslat ion
adjust m ent s

-

-

Am ort izat ion of def erred
com pensat ion

-

102

Net incom e

-

-

-

Tot al com prehensive incom e
Issuance of shares, net

1421
19

4,988

-

-

5,007

1

316

-

-

317

178

* )17,080

23

4,675

21,956

Foreign currency t ranslat ion
adjust m ent s

-

-

(204)

-

Am ort izat ion of def erred
com pensat ion

-

72

-

-

Net loss

-

-

-

(10,454)

St ock opt ions (exercised)
BALANCE AS OF DECEM BER 31, 1996
Ot her com prehensive loss:

Tot al com prehensive loss
St ock opt ions (exercised)

(204)

(204)

72
(10,454)

(10,454)

(10,658)
5

61

-

-

66

183

* )17,213

(181)

(5,779)

11,436

Foreign currency t ranslat ion
adjust m ent s

-

-

(68)

-

(68)

(68)

Net loss

-

-

-

(6,459)

(6,459)

(6,459)

BALANCE AS OF DECEM BER 31, 1997
Ot her com prehensive loss:

Tot al com prehensive loss
Issuance of shares, net
BALANCE AS OF DECEM BER 31, 1998

(6,527)
78

12,149

-

-

12,227

$ 261

$ 29,362

$ (249)

$ (12,238)

$ 17,136

* The addit ional paid-in capit al is net of loans t o em ployees and direct ors f or purchase of st ock.
The accom panying not es are an int egral part of t he consolidat ed f inancial st at em ent s.
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CONSOLIDATED STATEM ENTS OF CA SH FLOW S

( U . S.

D O LLA RS I N

TH O U SA N D S)

Year ended Decem ber 31,

1996

1997

1998

CASH FLOWS FROM OPERATING ACTIVITIES:
Net incom e (loss)

$

Adjust m ent s t o reconcile net incom e (loss) t o
net cash provided by (used in) operat ing act ivit ies:
Writ e-off of capit alized com put er sof t w are
developm ent cost s

1,398

$

(10,454)

$

(6,459)

-

1,950

512

1,849

2,508

2,783

Capit al gain on sale of f ixed asset s

(11)

-

-

Equit y in losses of an aff iliat e

115

51

149

47

(237)

(12)

Am ort izat ion of def erred com pensat ion

102

72

-

Exchange loss on long-t erm loans

(54)

-

-

(166)

66

-

191

-

-

(3,588)

1,983

1,003

Decrease (increase) in relat ed part ies

(387)

981

(731)

Decrease (increase) in ot her receivables
and prepaid expenses

(648)

175

232

Decrease (increase) in invent ories

(250)

282

234

472

1,216

(1,102)

Increase in accrued expenses and ot her liabilit ies

2,474

2,423

1,894

Increase (decrease) in accrued severance pay, net

152

7

(120)

1,696

1,023

(1,617)

Capit alized sof t w are cost s

(2,417)

(3,125)

(1,283)

Purchase of f ixed asset s

(1,800)

(1,204)

(846)

(210)

(306)

(176)

-

-

(351)

96

238

118

Invest m ent in ot her asset s

-

-

(750)

Long-t erm invest m ent s

-

(52)

-

(4,331)

(4,449)

(3,288)

Depreciat ion and am ort izat ion

M inorit y int erest in earnings (losses) of a
consolidat ed subsidiary

Decrease (increase) in def erred incom e t axes, net
Decrease in t rading m arket able securit ies
Decrease (increase) in t rade receivables

Increase (decrease) in t rade payables

Net cash provided by (used in) operat ing act ivit ies
CASH FLOW S FROM INVESTING ACTIVITIES:

Addit ional invest m ent in a subsidiaries
Invest m ent in aff iliat es
Proceeds f rom sale of f ixed asset s

Net cash used in invest ing act ivit ies

The accom panying not es are an int egral part of t he consolidat ed f inancial st at em ent s.
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CONSOLIDATED STATEM ENTS OF CA SH FLOW S

( U . S.

D O LLA RS I N

TH O U SA N D S)

Year ended December 31,

1996

1997

1998

317

66

-

5,007

-

12,227

(911)

2,400

(2,909)

4,413

2,466

9,318

(1)

(70)

35

1,777

(1,030)

4,448

633

2,410

1,380

CASH FLOWS FROM FINANCING ACTIVITIES:
Proceeds f rom t he exercise of st ock opt ions
Proceeds f rom issuance of Ordinary Shares, net
Changes in short -t erm bank credit , net
Net cash provided by f inancing act ivit ies
Eff ect of exchange rat e changes on cash and
cash equivalent s
Increase (decrease) in cash and equivalent s
Cash and cash equivalent s at t he beginning of t he year
Cash and cash equivalent s at t he end of t he year

$ 2,410

$

1,380

$

5,828

$

658

$

403

$

50

$

243

$

237

$

140

$

415

-

$

479

SUPPLEM ENTAL DISCLOSURE OF CASH FLOW INFORM ATION:
Net cash paid during t he year f or:
Incom e t axes
Int erest
Non-cash act ivit ies:
Addit ional invest m ent in subsidiaries in
considerat ion of decrease in m inorit y
int erest and changes in ot her payables

The accom panying not es are an int egral part of t he consolidat ed f inancial st at em ent s.
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NOTES TO CONSOLIDATED FINA NCIA L STATEM ENTS

NOTE 1:-

( U . S.

D O LLA RS I N

TH O U SA N D S)

GENERAL
a. M agic Sof t w are Ent erprises Lt d. (t he " Com pany" ) designs, develops, m arket s and support s a f am ily of
sof t w are product s used f or t he rapid applicat ion developm ent and deploym ent (" RADD" ) of
depart m ent al and ent erprise client /server applicat ions. The Com pany' s f am ily of M agic product s enables
t he organizat ion t o accelerat e t he process of building highly f lexible, m ission-crit ical sof t w are
applicat ions. M agic operat es on a large variet y of plat f orm s.
The Com pany dist ribut es it s product s and services in approxim at ely 50 count ries w orldw ide. The
Com pany m arket s and support s it s product s prim arily t hrough it s ow n direct sales f orce in Europe, t he
Unit ed St at es and Israel, and t hrough a net w ork of dist ribut ors and value added ret ailers (" VARs" ) in
t hese and a variet y of ot her count ries in Asia and Lat in Am erica.

b. During 1998, t he Com pany issued a t ot al of 3,000,000 Ordinary Shares t o M ashov Com put ers Lt d.
(“ M ashov” ) and Form ula Syst em s (1985) Lt d .( “ Form ula” ) (see not e 11).
Pursuant t o a vot ing agreem ent bet w een M ashov and Form ula, M ashov cont rols 66.6% of t he vot ing
st ock of t he Com pany and t heref ore, t he Com pany cont inues t o be a consolidat ed subsidiary of
M ashov.

On February 7, 1999, M ashov' s board of direct ors resolved t o dist ribut e t o all of M ashov' s shareholders,
in proport ion t o t heir holdings, t he Com pany' s shares held by M ashov as an " in hand" dividend,
subject t o t he approval of t he general m eet ing of shareholders and t he com plet ion of t he ot her
procedures prescribed by applicable law.

c. Rest ruct uring and ot her non-recurring cost s:
During 1997 and 1998, t he Com pany incurred cost s of $ 4,395 and $ 2,327, respect ively, in
im plem ent ing it s rest ruct uring plan. The rest ruct uring plan included t erm inat ing dist ribut or agreem ent s
in cert ain areas, a reduct ion in t he num ber of em ployees and t he exit of a product line.
In addit ion, t he Com pany applied during 1998 t o t he Binat ional Indust rial Research and Developm ent
Foundat ion (“ BIRD-F” ) w it h t he object ive of canceling t he agreem ent it had reached in t he past w hich
am ount ed t o $ 350. The Com pany has decided not t o accept any addit ional f unds f rom t he BIRD and
t o ref und t he f unds received .
In 1997 t he Com pany reached an agreem ent w it h t he Off ice of t he Chief Scient ist of t he Israeli M inist ry
of Indust ry and Trade (" OCS" ) according t o w hich t he Com pany w ill pay royalt ies on all of t he
Com pany' s consolidat ed revenues. As a result , t he Com pany provided f or t he f ull am ount of it s royalt y
com m it m ent , w hich am ount ed t o $ 1,026.
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The f ollow ing is a breakdow n of t he cost s incurred:
Year ended Decem ber 31,
1997
Writ e-off of capit alized com put er sof t w are developm ent cost s
Expenses f or t erm inat ion of em ploym ent

$

512

789

1,208

1,362

372

294

235

Tot al rest ruct uring

4,395

2,327

Provision f or repaym ent of grant s

1,026

350

$ 5,421

$ 2,677

Term inat ion of dist ribut or agreem ent s
Ot hers

NOTE 2:-

$ 1,950

1998

SIGNIFICANT ACCOUNTING POLICIES
The consolidat ed f inancial st at em ent s have been prepared in accordance w it h generally accept ed
account ing principles in t he Unit ed St at es.

a. Use of est imat es:
The preparat ion of f inancial st at em ent s in conf orm it y w it h generally accept ed account ing principles
requires m anagem ent t o m ake est im at es and assum pt ions t hat aff ect t he am ount s report ed in t he
f inancial st at em ent s and accom panying not es. Act ual result s could diff er f rom t hose est im at es.

b. Financial st at ement s in Unit ed St at es dollars:
The m ajorit y of t he Com pany' s and each of it s subsidiaries’ sales are m ade out side Israel in U.S. dollars
(" dollars" ). In addit ion, a subst ant ial port ion of t he Com pany' s and cert ain of it s subsidiaries' cost s are
incurred in dollars. Since t he dollar is t he prim ary currency of t he econom ic environm ent in w hich t he
Com pany and t hese subsidiaries operat e, t he dollar is t heir f unct ional and report ing currency.
Accordingly, m onet ary account s m aint ained in currencies ot her t han t he dollar are rem easured using t he
applicable f oreign currency exchange rat e at balance sheet dat e. Operat ional account s and nonm onet ary balance sheet account s are m easured and recorded at t he exchange rat e in eff ect at t he dat e
of t he t ransact ion. For ot her subsidiaries, t he f unct ional currency has been det erm ined t o be t heir local
currency, and t heref ore, asset s and liabilit ies are t ranslat ed at year-end exchange rat es; st at em ent of
operat ions it em s are t ranslat ed at average rat es prevailing during t he year. Such t ranslat ion adjust m ent s
are recorded as ot her com prehensive incom e (loss) in shareholders’ equit y.
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c. Principles of consolidat ion:
The consolidat ed f inancial st at em ent s include t he account s of t he Com pany and it s subsidiaries.
Signif icant int ercom pany balances and t ransact ions have been elim inat ed in consolidat ion.

d. Cash equivalent s:
Cash equivalent s include short -t erm , highly liquid invest m ent s t hat are readily convert ible int o cash and
w it h m at urit ies of t hree m ont hs or less w hen purchased.

e. Invent ories:
Invent ories consist of sof t w are packaging, disket t es, print ed m at erials and hardw are product ion devices,
and are st at ed at t he low er of cost or m arket value. Cost is det erm ined by t he " f irst -in, f irst -out "
m et hod.

f . Invest ment in af f iliat es:
The invest m ent s in M .N.S. M icronova Syst em s Lt d. (" M icronova" ), M agic Rent al Lt d. (" Rent al" ), M agic
Inf ot ech India (" M agic India" ), Bart er Lt d. (" Bart er" ) and M agic Thailand are account ed f or using t he
equit y m et hod of account ing. Invest m ent s in w hich t he Com pany holds less t han 20% of t he vot ing
shares are account ed f or using t he cost m et hod of account ing.

g. Fixed asset s:
Fixed asset s are st at ed at cost . Depreciat ion is com put ed by t he st raight -line m et hod over t he est im at ed
usef ul lives of t he asset s at t he f ollow ing annual rat es:
%
Buildings

4

Com put ers and peripheral equipm ent

20 - 33

Off ice f urnit ure and equipm ent

6 - 15

M ot or vehicles

15

h. Research and development cost s:
Research and developm ent cost s net of grant s are charged t o expenses as incurred. St at em ent of
Financial Account ing St andards (" SFAS" ) No. 86 " Account ing f or t he Cost s of Com put er Sof t w are t o be
Sold, Leased or Ot herw ise M arket ed" , requires capit alizat ion of cert ain sof t w are developm ent cost s
subsequent t o t he est ablishm ent of t echnological f easibilit y.
Based on t he Com pany' s product developm ent process, t echnological f easibilit y is est ablished upon
com plet ion of a det ailed program design. Cost s incurred by t he Com pany bet w een com plet ion of t he
det ailed program design and t he point at w hich t he product is ready f or general release have been
capit alized.
Capit alized sof t w are cost s are am ort ized by t he great er of (i) t he rat io of current gross revenues f rom
sales of t he sof t w are t o t he t ot al of current and ant icipat ed f ut ure gross revenues f rom sales of t hat
sof t w are or (ii) t he st raight -line m et hod over t he rem aining est im at ed usef ul lif e of t he product (not
great er t han f ive years).
The Com pany w rot e dow n t o net realizable value during 1997 and 1998, capit alized sof t w are cost s f or
cert ain product s in t he am ount of $ 1,950 and $ 512, respect ively. (see not e 1c).
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i. Goodw ill:
Goodw ill is am ort ized by t he st raight -line m et hod over f ive t o t en years. The Com pany exam ines t he
realizabilit y of t he int angible asset s annually and t he appropriat eness of t he am ort izat ion period based
on t he est im at ed f ut ure undiscount ed cash f low s derived f rom t he acquired businesses. Any im pairm ent
loss is recognized in t he st at em ent of operat ions.

j. Income t axes:
The Com pany account s f or incom e t axes in accordance w it h SFAS 109, " Account ing f or Incom e Taxes" .
This st at em ent prescribes t he use of t he liabilit y m et hod, w hereby def erred t ax asset and liabilit y
account balances are det erm ined based on diff erences bet w een f inancial report ing and t ax bases of
asset s and liabilit ies and are m easured using t he enact ed t ax rat es and law s t hat w ill be in eff ect w hen
t he diff erences are expect ed t o reverse. The Com pany provides a valuat ion allow ance, if necessary, t o
reduce def erred t ax asset s t o t heir est im at ed realizable value.

k. Basic and dilut ed earnings (loss) per share:
Basic earnings (loss) per share is com put ed based on t he w eight ed average num ber of Ordinary Shares
out st anding during each year. Dilut ed earnings (loss) per share is com put ed based on t he w eight ed
average num ber of Ordinary Shares out st anding during each year, plus t he dilut ive pot ent ial of Ordinary
Shares considered out st anding during t he year, in accordance w it h Financial Account ing St andards
Board (“ FASB” ) St at em ent No. 128, " Earnings Per Share" .

l. St ock based compensat ion:
The Com pany has elect ed t o f ollow Account ing Principles Board Opinion No. 25, " Account ing f or
St ock Issued t o Em ployees" (" APB 25" ), in account ing f or it s em ployee st ock opt ions plans. Under APB
25, w hen t he exercise price of t he Com pany' s em ployee st ock opt ions is equal t o t he m arket price of
t he underlying st ock on t he dat e of grant , no com pensat ion expense is recognized.
The Com pany has adopt ed SFAS No. 123, " Account ing f or St ock-Based Com pensat ion" w it h respect t o
w arrant s issued t o ot her t han em ployees. SFAS No. 123 requires use of opt ion valuat ion m odels t o
m easure t he f air value of t he w arrant s at t he grant dat e.
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m. Revenue recognit ion:
Revenues f rom sof t w are license agreem ent s are recognized upon delivery of t he sof t w are if : (i)
collect ion is probable; (ii) all license paym ent s are due w it hin one year; (iii) t he license f ee is f ixed or
det erm inable; (iv) vendor-specif ic evidence exist s t o allocat e t he t ot al f ee t o t he undelivered elem ent s of
t he arrangem ent ; and (v) persuasive evidence of an arrangem ent exist s.
Revenues f rom consult ing services, m aint enance cont ract s and t raining are recognized rat ably over t he
cont ract ual period or as services are perf orm ed.

n. Royalt y-bearing grant s:
Through Decem ber 31, 1996, royalt y-bearing grant s f rom t he Governm ent of Israel and ot hers f or
f unding cert ain approved research project s and f or f unding m arket ing act ivit y w ere recognized at t he
t im e t he Com pany w as ent it led t o such grant s on t he basis of t he relat ed cost s incurred.
In M arch 1997, t he Com pany reached an agreem ent w it h t he OCS concerning grant s f or cert ain
approved research project s, according t o w hich t he Com pany agreed t o pay royalt ies on all of it s
consolidat ed revenues. As a result , t he Com pany provided f or t he f ull am ount of t he royalt y liabilit y.

o. Concent rat ions of credit risk:
Financial inst rum ent s w hich pot ent ially subject t he Com pany t o concent rat ions of credit risk consist
principally of cash and cash equivalent s, and account s receivable. The Com pany' s cash and cash
equivalent s are invest ed prim arily in deposit s w it h m ajor banks w orldw ide. At t im es, such deposit s in
t he U.S. m ay be in excess of insured lim it s. M anagem ent believes t hat t he f inancial inst it ut ions t hat
hold t he Com pany' s invest m ent s are f inancially sound, and accordingly, m inim al credit risk exist s w it h
respect t o t hese invest m ent s. The Com pany’s t rade receivables are derived f rom sales t o cust om ers
locat ed prim arily in t he U.S., Europe, Sout h-East Asia and Israel. The allow ance f or doubt f ul account s is
provided w it h respect t o all balances deem ed doubt f ul of collect ion. During 1998, t he Com pany w rot e
off bad debt s in t he am ount of $ 320.

p. Fair value of f inancial inst rument s:
The carrying am ount s report ed in t he balance sheet of cash and cash equivalent s and short -t erm loans
approxim at e t heir f air value due t o t he short -t erm m at urit y of t hese inst rum ent s.

q. Segment s report ing:
The Com pany adopt ed SFAS No. 131, " Disclosures About Segm ent s of an Ent erprise and Relat ed
Inf orm at ion" , in 1998. SFAS No. 131 superseded SFAS No. 14, replacing t he “ indust ry segm ent
approach” w it h t he “ m anagem ent approach” w hereby com panies report f inancial and descript ive
inf orm at ion about t heir operat ing segm ent s. Operat ing segm ent s are revenue-producing com ponent s of
t he ent erprise f or w hich separat e f inancial inf orm at ion is produced int ernally and are subject t o
evaluat ion by t he chief operat ing decision m aker in deciding how t o allocat e resources t o segm ent s (see
Not e 12).

r. Impact of recent ly issued account ing st andards:
In June 1998, t he FASB issued St at em ent No. 133, " Account ing f or Derivat ive Inst rum ent s and Hedging
Act ivit ies" , w hich is required t o be adopt ed f or t he years beginning af t er June 15, 1999. The Com pany
does not expect t he im pact of t his new St at em ent on t he Com pany’s consolidat ed balance sheet s or
result s of operat ions t o be m at erial .
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OTHER RECEIVABLES AND PREPAID EXPENSES

Decem ber 31,
1997
Prepaid expenses and ot hers

$

1,202

Em ployee loans (1)

1998
$

1,333

754

391

$

1,956

$

1,724

$

138

$

181

(1)

Including loans t o direct ors and off icers, linked
t o t he Israeli Consum er Price Index (“ CPI” ),

NOTE 4:-

INVESTM ENTS IN AFFILIATES

a. Invest ment s in af f iliat es consist of t he f ollow ing :
Decem ber 31,
1997

1998

Equit y:
Cost of shares

$

596

Goodw ill
Equit y in losses
Foreign currency t ranslat ion adjust m ent s

$

1007

(269)

(269)

(76)

(324)

(4)

(10)

247

404

269

269

(180)

(269)

89

-

Goodw ill:
Cost
Am ort izat ion

$

336

$

404

b. During 1998, t he Com pany invest ed $ 411 in several aff iliat es. In each of t he aff iliat es t he Com pany
holds bet w een 20% -40% ow nership int erest .
c. In January 1998, t he Com pany acquired an addit ional 16% int erest in M agic B.V., a subsidiary, in
considerat ion of $387, obt ained a 100% int erest .
d. In January 1998, t he Com pany acquired an addit ional 30% int erest in M agic It aly, a subsidiary, in
respect of credit Int ercom pany t ransact ion, and t hus obt ained an 81% int erest .
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FIXED ASSETS
Decem ber 31,
1997

1998

Cost :
Buildings

$

Com put ers and peripheral equipm ent

3,500

$

3,500

5,303

5,968

Off ice f urnit ure and equipm ent

867

946

M ot or vehicles

344

239

10,014

10,653

438

588

3,187

4,438

365

441

75

78

4,065

5,545

Accum ulat ed depreciat ion:
Buildings
Com put ers and peripheral equipm ent
Off ice f urnit ure and equipm ent
M ot or vehicles

Depreciat ed cost

$ 5,949

$

5,108

Depreciat ion expenses am ount ed t o $ 1,020, $ 1,115 and $ 1,480 f or t he years ended Decem ber 31,
1996, 1997 and 1998, respect ively.
As f or charges, see Not e 14c.

NOTE 6:-

OTHER ASSETS
Decem ber 31,
1997

1998

Cost :
Capit alized sof t w are

$

Goodw ill

7,798

$

9,081

1,213

2,262

9,011

11,343

2,617

3,961

349

559

2,966

4,520

Accum ulat ed am ort izat ion:
Capit alized sof t w are
Goodw ill

Ot her asset s, net

$

6,045

$

6,823

Am ort izat ion expenses am ount ed t o $ 751, $ 1,059 and $ 1,554 f or t he years ended Decem ber 31,
1996, 1997 and 1998, respect ively.
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SHORT-TERM BANK CREDIT
The w eight ed average int erest rat es f or short -t erm credit in unlinked NIS as of Decem ber 31, 1997 and
1998, is 6.04% and 6.84% , respect ively. The Com pany reduced it s unused credit line t o t he am ount of
$ 1,084 (of w hich an am ount of $684 has been unused) as of Decem ber 31, 1998.

NOTE 8:-

ACCRUED EXPENSES AND OTHER LIABILITIES
Decem ber 31,
1997
Em ployees and payroll accruals

$

$

2,536

Accrued expenses

2,677

4,947

Def erred revenues

1,987

2,868

Off ice of t he Chief Scient ist

1,862

-

Fund f or Encouragem ent of M arket ing Act ivit ies

562

842

Ot her

100

242

$

NOTE 9:-

2,273

1998

9,461

$

11,435

ACCRUED SEVERANCE PAY, NET
Under Israeli law, t he Com pany is required t o m ake severance paym ent s w hen dism issing em ployees
and t erm inat ing t heir em ploym ent under cert ain circum st ances. The Com pany' s liabilit y f or severance
pay pursuant t o Israeli law is f ully provided f or. Part of t he liabilit y is f unded t hrough insurance policies.
The value of t hese policies is recorded as an asset in t he Com pany' s balance sheet s. Severance pay
expenses f or t he years ended Decem ber 31, 1996, 1997 and 1998 w ere $ 448, $ 482 and $ 728,
respect ively.

NOTE 10:

TAXES ON INCOM E
a. Tax benef it s under t he Law f or t he Encouragement of Capit al Invest ment s, 1959 (t he “ Law ” ):
The Com pany' s product ion f acilit ies in Israel have been grant ed st at us as an " Approved Ent erprise"
under t he Law. The m ain benef it arising f rom such st at us is t he reduct ion in t ax rat es on incom e
derived f rom " Approved Ent erprises" . The Com pany is ent it led t o a seven - t en -year period of benef it s
and t o an addit ional reduct ion in t ax rat es of 25% .
Six expansion project s have been grant ed st at us of " Approved Ent erprises" under t he Law.
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The six expansion program s are as f ollow s:
1. Incom e derived f rom t he f irst program w as t ax-exem pt f or t he t w o-year period ended Decem ber 31,
1991, and w as subject t o a reduced t ax rat e of 25% f or t he f ive-year period ended Decem ber 31,
1996.
2. The second program w as t ax-exem pt f or t he t w o-year period ended Decem ber 31, 1991 and w as
subject t o a reduced t ax rat e of 25% f or t he six-year period ended Decem ber 31, 1997.
3. The t hird program ent it les t he Com pany t o a t ax-exem pt ion f or t he f our-year period ended
Decem ber 31, 1995, and is subject t o a reduced t ax rat e of 25% f or t he six-year period ending
Decem ber 31, 2001.
4. The f ourt h program ent it les t he Com pany t o a t ax-exem pt ion f or t he f our-year period ended
Decem ber 31, 1997, and is subject t o a reduced t ax rat e of 25% f or t he-six year period ending
Decem ber 31, 2003.
5. In February 1996, t he Com pany received approval f or t he f if t h program , w hich ent it les t he Com pany
t o a t w o-year t ax exem pt ion period and t o a reduced t ax rat e of 25% f or an addit ional period of
eight -years. The period of benef it s f or t his expansion has not yet com m enced.
6. In January 1998, t he Com pany received approval f or anot her expansion of it s " Approved
Ent erprises" . This program w ill ent it le t he Com pany t o a t w o-year t ax exem pt ion period and t o a
reduced t ax rat e of 25% f or an addit ional period of eight years. The period of benef it s f or t his
expansion has not yet com m enced.
Due t o t he t im e lim it s specif ied under t he Law, t he benef it periods of t he Com pany’s f if t h and sixt h
“ Approved Ent erprise” w ill expire in 2009 and 2011, respect ively.
If a dividend w ere t o be dist ribut ed out of t ax-exem pt prof it s deriving f rom an expansion program , t he
Com pany w ill be liable t o corporat e t ax at t he rat e of 25% . The Com pany does not ant icipat e paying
dividends in t he f oreseeable f ut ure.
The Law also ent it les t he Com pany t o claim accelerat ed depreciat ion on buildings, m achinery and
equipm ent used by t he " Approved Ent erprise" during t he f irst f ive t ax years.
Should t he Com pany and it s Israeli subsidiary derive incom e f rom sources ot her t han t he Approved
Ent erprises during t he relevant benef it periods, such incom e w ill be t axable at regular corporat e t ax rat e
of 36% .
b. Tax benef it s under t he Law f or t he Encouragem ent of Indust ry (Taxes), 1969 (t he “ Encouragem ent
Law ” ):
The Com pany is an " Indust rial Com pany" , as def ined by t he Encouragem ent Law and, as such, is
ent it led t o cert ain t ax benef it s, m ainly accelerat ed depreciat ion of m achinery and equipm ent , as
prescribed by regulat ions published under t he Inf lat ionary Adjust m ent s Law, t he right t o claim public
issuance expenses and am ort izat ion of pat ent s and ot her int angible propert y right s as a deduct ion f or
t ax purposes.

c. Non-Israeli subsidiaries:
Non-Israeli subsidiaries are t axed based upon t ax law s in t heir count ries of dom icile.

d. Net operat ing losses carryf orw ards:
The Com pany has accum ulat ed losses f or t ax purposes as of Decem ber 31, 1998, in t he am ount of
approxim at ely $ 6 m illion w hich m ay be carried f orw ard and off set against t axable incom e in t he f ut ure
f or an indef init e period.
Through Decem ber 31, 1998, M agic Inc. had U.S. f ederal net operat ing loss carryf orw ards of
approxim at ely $ 12.4 m illion, t hat can be carried f orw ard and off set against t axable incom e f or 15
years and w ill expire f rom 2007 t o 2013.
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e. The domest ic and f oreign component s of income (loss) bef ore t axes are as f ollow s:
Incom e (loss) bef ore t axes on incom e:
Year ended Decem ber 31,

Dom est ic

1996

1997

1998

5,021

$ (5,151)

$ (3,285)

(3,005)

(5,013)

(2,987)

$ 2,016

$ (10,164)

$ (6,272)

$

Foreign

f . The provision f or t axes consist s of t he f ollow ing:
Current :
Dom est ic

$

Foreign

620

$

406

$

47

2

4

3

622

410

50

(166)

66

-

-

-

-

(166)

66

-

Def erred:
Dom est ic
Foreign

Taxes on incom e

$

45

456

$

476

$

50

NOTES TO CONSOLIDATED FINA NCIA L STATEM ENTS

( U . S.

D O LLA RS I N

TH O U SA N D S)

g. Def erred t ax asset s consist of t he f ollow ing:
Decem ber 31,
1997

1998

6,714

$ 8.588

855

826

7,569

9,414

(7,569)

(9,414)

Def erred t ax asset s:
Loss carryf orw ards

$

Allow ances and reserves

Less: valuat ion allow ance
Net def erred t ax

$

-

$

-

The Com pany provided a 100% valuat ion allow ance against t he def erred t ax asset s in respect of it s t ax
losses carryf orw ard and ot her t em porary diff erences due t o uncert aint y concerning it s abilit y t o realize
t hese def erred t ax asset s in t he f ut ure. M anagem ent current ly believes t hat it is m ore likely t han not
t hat t he def erred t ax regarding t he loss carryf orw ards and ot her t em porary diff erences w ill not be
realized.

h. Reconciliat ion of t he t heoret ical t ax expense (benef it ) t o t he act ual t ax expense (benef it ):
A reconciliat ion of t heoret ical t ax expense, assum ing all incom e is t axed at t he st at ut ory rat e applicable
t o t he incom e of com panies in Israel, of 36% and t he act ual t ax expense, is as f ollow s:
Year ended Decem ber 31,

Incom e (loss) bef ore t axes on incom e, as
report ed in t he consolidat ed st at em ent s
of operat ions

$

St at ut ory t ax rat e in Israel
Theoret ical t ax expense (benef it )

1996

1997

1998

2,016

$ (10,164)

$ (6,272)

36%

36%

36%

726

(3,659)

(2,258)

(1,197)

-

-

1,000

3,518

1,993

(446)

(266)

(82)

373

883

397

Decrease in t axes result ing f rom :
" Approved Ent erprise" (benef it ) (1)
Carryf orw ard losses and ot her def erred
t axes f or w hich valuat ion allow ance
w as provided
Tax adjust m ent in respect of inf lat ion
in Israel
Non-deduct ible expenses
Taxes on incom e in t he st at em ent s
of operat ions

$

456

$

476

$

50

(1)Per share am ount s of t he benef it
result ing f rom t he exem pt ion.

$

0.24

$

-

$

-
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SHAREHOLDERS' EQUITY
a. The Ordinary Shares of t he Com pany are quot ed on t he Nat ional St ock M arket (“ NASDAQ” ) in t he
Unit ed St at es.
On M arch 12, 1998, t he Com pany issued Form ula 800,000 Ordinary Shares at a price of $ 5 per share,
in considerat ion of approxim at ely $ 4 t housand.
The Com pany grant ed Form ula f or no addit ional considerat ion opt ions t o purchase 600,000 Ordinary
Shares (f irst opt ion) and 800,000 Ordinary Shares (second opt ion) at an exercise price of $ 5 per share.
Since t he f irst opt ion w as not exercised during t he exercise period ending Sept em ber 30,1998, t he
second opt ion w as t erm inat ed as w ell.
On July 30, 1998, t he Com pany issued M ashov 1,000,000 Ordinary Shares at a price of $ 3.50 per
share, in considerat ion of approxim at ely $ 3.5 t housand.
On Decem ber 31, 1998, t he Com pany issued Form ula 1,200,000 Ordinary Shares at a price of $ 4 per
share, in considerat ion of approxim at ely $ 4.8 t housand.

b. St ock Opt ion Plan:
Under t he Com pany' s 1991 St ock Opt ion Plan (t he " Plan" ), as am ended, opt ions m ay be grant ed t o
em ployees, off icers, direct ors and consult ant s of t he Com pany or any subsidiary. The opt ions grant ed
under t he Plan m ay not be less t han 75% of t he f air m arket value of t he Com pany' s Ordinary Shares on
t he dat e of t he grant and are grant ed f or periods not exceeding 10 years.
Under t he Plan, 1,700,000 Ordinary Shares of t he Com pany w ere reserved f or issuance. Opt ions w hich
are canceled or not exercised w it hin t he opt ion period becom e available f or f ut ure grant s. The Plan w ill
t erm inat e on August 14, 2001, unless previously t erm inat ed by t he Board of Direct ors.
On Decem ber 7, 1998, t he Com pany im plem ent ed a re-pricing plan, w it h respect t o 611,989 opt ions
issued t o em ployees, w hose new exercise price w as det erm ined at $ 3 per share. The original exercise
price of t hese opt ions ranged f rom $ 5.125 t o $ 9 per share. The re-pricing had no eff ect on t he
Com pany’s consolidat ed f inancial st at em ent s.
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The f ollow ing t able is a sum m ary of act ivit y f or t he Com pany' s plan:

Year ended Decem ber 31,
1996

1997

Number
of options

Weighted
average
exercise
price

Outstanding at the
beginning of the year

666,517

Granted
Exercised

1998

Number
of options

Weighted
average
exercise
price

Number
of options

Weighted
average
exercise
price

$ 6.77

790,416

$ 7.32

963,735

$ 7.11

243,250

8.66

369,322

6.58

233,169

4.24

(11,915)

8.40

(5,376)

8.73

-

-

(107,436)

6.80

(190,627)

7.28

(194,540)

6.90

Outstanding at the
end of the year

790,416

$ 7.32

963,735

$ 7.11

1,002,364

$ 5.55

Exercisable at the
end of the year

356,379

$ 7.31

438,328

$ 7.21

544,739

Forfeited * )

Weighted average
remaining contractual
life (years)

4.24

$

5.15

6.42

4.11

* )Forf eit ed opt ions are ret urned t o t he pool of opt ions f or f ut ure grant .

The opt ions out st anding as of Decem ber 31, 1998 have been separat ed int o exercise price cat egories, as f ollow s:

Opt ions
out st anding as
of Decem ber
31, 1998

Weight ed
average
rem aining
cont ract ual
lif e(years)

Weight ed
average
exercise price

$ 3 - $ 5

183,169

4.5

$ 4.24

$ 6.5 - $ 7

612,596

2.55

$ 6.74

$ 8 - $ 16

206,599

1.91

$ 8.83

Exercise price

Pro-f orm a inf orm at ion regarding net incom e and earnings per share is required by SFAS No. 123, and
has been det erm ined as if t he Com pany had account ed f or it s em ployee st ock opt ions under t he f air
value m et hod of t hat St at em ent . The f air value f or t hese opt ions w as est im at ed at t he dat e of grant
using a Black-Scholes Opt ion Valuat ion M odel w it h t he f ollow ing w eight ed-average assum pt ions f or
1996, 1997 and 1998: risk-f ree int erest rat es of 6.00% , dividend yields of 0% . Volat ilit y f act ors of t he
expect ed m arket price of t he Com pany' s Ordinary Shares of 0.804 f or 1996, 0.532 f or 1997 and 0.584
f or 1998 and a w eight ed-average expect ed lif e of t he opt ion of f our years.
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The w eight ed average f air values at grant dat es of opt ions grant ed during 1996, 1997 and 1998, w ere
$ 8.66, $ 6.58 and $ 4.24, respect ively.
The Black-Scholes opt ion valuat ion m odel w as developed f or use in est im at ing t he f air value of t raded
opt ions t hat have no vest ing rest rict ions and are f ully t ransf erable. In addit ion, opt ion valuat ion m odels
require t he input of highly subject ive assum pt ions, including t he expect ed st ock price volat ilit y. Because
t he Com pany' s st ock opt ions have charact erist ics signif icant ly diff erent f rom t hose t raded opt ions, and
because changes in t he subject ive input assum pt ions can m at erially aff ect t he f air value est im at e, in
m anagem ent ' s opinion, t he exist ing m odels do not necessarily provide a reliable single m easure of t he
f air value of it s st ock opt ions.
For purposes of pro-f orm a disclosure, t he est im at ed f air value of t he opt ions is am ort ized as an expense
over t he opt ions' vest ing period. The pro-f orm a inf orm at ion is as f ollow s:
Year ended Decem ber 31,
1996

1997

1998

U.S. dollars (In t housands, except per share am ount s)
As report ed net , incom e (loss) f or t he year

$ 1,398

$ (10,454)

$ (6,459)

Pro-f orm a net incom e (loss)

$

524

$ (11,612)

$ (7,344)

Pro-f orm a basic earnings (loss) per share

$

0.11

$

(2.39)

$

(1.25)

Pro-f orm a dilut ed earning (loss) per share

$

0.11

$

(2.39)

$

(1.25)

c. Dividends:
Dividends on Ordinary Shares if any, w ill be paid in NIS. Dividends paid t o shareholders out side Israel
w ill be convert ed int o dollars on t he basis of t he exchange rat e prevailing at t he dat e of paym ent .
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SELECTED STATEM ENTS OF OPERATIONS DATA
a. Summary inf ormat ion about geographic areas:
The Com pany m anages it s business on a basis of one report able segm ent . See Not e 1 f or a brief
descript ion of t he Com pany' s business. The Com pany' s business is divided int o six m ain geographic
areas: Israel, Europe (except England), England, Nort h Am erica, Asia and ot her regions. Tot al revenues
are at t ribut ed t o geographic areas based on locat ion of cust om ers.
This dat a is present ed in accordance w it h SFAS 131 " Disclosures about Segm ent s of an Ent erprise and
Relat ed Inf orm at ion" , w hich t he Com pany has ret roact ively adopt ed f or all period present ed.
The f ollow ing present s t ot al revenues f or t he year ended Decem ber 31, 1996, 1997 and 1998:

1996

1997

1998

$ 3,257

$ 4,101

$ 3,726

12,780

14,794

17,310

England

3,426

6,024

7,320

Nort h Am erica

6,784

5,945

6,289

Asia

6,659

5,151

1,764

Ot her

3,510

1,417

2,351

$ 36,416

$ 37,432

$ 38,760

$ 11,297

$ 11,114

$ 11,168

Europe (except England)

400

319

364

England

174

244

175

Nort h Am erica

458

317

189

Asia

-

-

35

Ot her

-

-

-

$ 12,329

$ 11,994

$ 11,931

Israel
Europe (except England)

The Com pany’s long-lived asset s as of Decem ber 31, are as f ollow s :
Israel

b. Dat a on major dist ribut ors, percent age of t ot al revenues (Not e 16 ):
Year ended Decem ber 31,

Wacom Co. Lt d. (" Wacom " )
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1996

1997

1998

18 %

10 %

4 %
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c. Research and development cost s:
Year ended Decem ber 31,
1996
Tot al cost s

$

6,950

1997
$

6,758

1998
$

4,080

Less - royalt y-bearing grant s

(1,922)

(285)

-

Less - capit alizat ion of
sof t w are cost s

(2,417)

(3,125)

(1,283)

$ 2,611

$ 3,348

Research and developm ent , net

$

2,797

$

(268)

d. Financial expenses, net :
Int erest and bank charges

$

Loss arising f rom f oreign
currency t ransact ions

$

(240)

(108)
$

NOTE 13:-

(413)

(521)

(248)
$

(488)

(54)
$

(322)

RELATED PARTIES - TRANSACTIONS AND BALANCES
a. In 1995, t he Com pany signed an agreem ent w it h M ashov w hereby t he Com pany agreed t o lease 41%
of t he building ow ned by M ashov f or a period of f ive years. The annual lease expense is $ 190.

b. Transact ions w it h relat ed part ies:

Year ended Decem ber 31,
1996

1997

1998

General and adm inist rat ive
expenses (1)

$ 436

$

798

$

542

Financial expenses, net

$ 169

$

473

$

51

(1)

Including rent expenses paid t o M ashov and m anagem ent f ees t o a principal shareholder.

c. Balances of account s w it h relat ed part ies are linked t o f oreign currency, in part , bearing no int erest
annually.
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COM M ITM ENTS AND CONTINGENT LIABILITIES
a. Lease commit ment s:
The Com pany leases part of it s f acilit ies f rom M ashov (see Not e 13a). Cert ain subsidiaries rent f acilit ies
under operat ing leases f or periods ending in 1999 - 2004.
Fut ure m inim um lease com m it m ent s under non-cancelable operat ing leases f or t he years ending
Decem ber 31, are as f ollow s:

1999

$

726

2000

341

2001

206

2002

102

2003-2004

96
$

1,471

Rent expenses f or t he years ended Decem ber 31, 1996, 1997 and 1998 w ere approxim at ely $ 694,
$ 915 and $ 738, respect ively.

b. Guarant ees:
1. The Com pany has guarant ees t o several banks am ount ing t o $ 800, in f avor of it s aff iliat es.
2. As of Decem ber 31, 1998, t he Com pany provided guarant ees in connect ion w it h bank credit t o
suppliers in t he am ount of $ 63.

c. Charges:
As collat eral f or t he Com pany' s liabilit ies, a f ixed charge on t he Com pany' s plant and f ixed asset s and a
f loat ing charge on t he Com pany' s right s of any kind w ere recorded, in f avor of a bank.

d. Legal proceedings:
The Com pany is involved in arbit rat ion w it h an aff iliat ed com pany. In t he opinion of t he Com pany' s
m anagem ent , all of t he claim s w ill be reject ed and, t heref ore, no provision in respect of such claim s has
been recorded in t he Com pany' s f inancial st at em ent s.
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EARNINGS (LOSS) PER SHARE
The f ollow ing t able set s f ort h t he com put at ion of basic and dilut ed earnings (loss) per share:
Year ended Decem ber 31,
1996

1997

1998

Net incom e (loss)

$ 1,398

$ (10,454)

$ (6,459)

Num erat or f or basic and dilut ed earnings (loss) per
share - incom e available t o shareholders

$ 1,398

$ (10,454)

$ (6,459)

4,720

4,853

5,870

75

-

-

4,795

4,853

5,870

Denom inat or f or basic earnings (loss) per share w eight ed average shares
Eff ect of dilut ive securit ies
Denom inat or f or dilut ed earnings (loss) per share adjust ed w eight ed average shares and assum ed
conversions

NOTE 16: -

Basic earnings (loss) per share

$

0.30

$ (2.15)

$ (1.10)

Dilut ed earnings (loss) per share

$

0.29

$ (2.15)

$ (1.10)

SUBSEQUENT EVENTS
a. On January 1, 1999, t he Com pany ent ered int o a joint vent ure w it h it s dist ribut or in Japan, Wacom .
M agic Sof t w are Japan (" M SJ" ), a com pany t hat is ow ned 80% by M agic and 20% by Wacom , w ill buy
f rom Wacom all t he right s relat ing t o t he Japanese version of M agic product s. M SJ paid in 1998 $ 750
t o Wacom and w ill pay an addit ional am ount of $ 1,250 in 1999. Wacom w ill also be ent it led t o
royalt y paym ent s in f ixed quart erly paym ent s t ot aling $ 1,000 over a f our-year period.
In addit ion, M SJ w ill pay pref erred dividend at t he rat e of 35% of it s net incom e t o Wacom ,
com m encing in t he f irst quart er of 1999. This pref erred dividend w ill expire upon t he earlier of (i) t he
32nd quart erly paym ent or (ii) t he accum ulat ed paym ent of t he am ount of $ 1,800
b. In January 1999, t he Com pany exercised an opt ion t o increase it s ow nership int erest in Rent al t o 75% .
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