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Dear Shareholder,

We are pleased to report Frutarom’s results and achievements
in 2006, a year in which we continued implementing our
strategy for rapid growth, combining profitable organic growth
in core activities with acquisitions, while continuing to realize
our ambitious goals. This year we attained one of our goals:
Frutarom is now counted among the top ten flavor companies in
the world.

For the seventh consecutive year, Frutarom achieved growth in
sales and profits. Sales grew by 17.8% to USS 287.2 million and
gross profit rose by 12% to USS 105.9 million. Operating profit
rose by 10% to USS 37.1 million. Net profit rose by 10.6% to USS
29.7 million, while achieving a net profit of 10.3%. The trend of
improvement was expressed in profit per share, which increased
from USS 0.49 to USS 0.52 per share.

The excellent results we present for 2006 were achieved in a
challenging business environment, which for some time has
been characterized by rising prices for many of the raw
materials used in Frutarom’s production. Frutarom continues
seeking to improve profit margins by raising the selling prices of
both the Flavors Division’s and Fine Ingredients Division’s
products in order to ensure further improvement to margins in
the future.

The trend of consolidation in our industry, which reduces the
number of players in the field, continued in 2006. Frutarom is
one of the more active companies in the market in acquisitions.
Our management devotes considerable resources to identifying
and realizing additional acquisitions that will fit our rapid
growth strategy and ensure that we continue to create value for
you, our shareholders.

At the beginning of 2006, Frutarom acquired 70% of the share
equity of the Nesse group. Nesse develops, produces, markets
and sells innovative, unique solutions that incorporate savory
flavors and unique functional ingredients. This acquisition
bolstered the technological capabilities and product range that
Frutarom offers its customers in the savory field, and

.



contributed to solidifying Frutarom’s position as a leading global
flavors supplier.

In October 2006, Frutarom acquired 100% of the shares of the
Acatris Health group. Acatris manages its multinational activity
from centers in Holland, Belgium and the United States. Acatris
Health develops, produces and markets active ingredients with
scientifically proven health attributes. The acquisition of
Acatris boosts Frutarom’s position as a leading supplier of
unique natural ingredients and extracts, with proven health
values.

The two acquisitions made in 2006 further the realization of
Frutarom’s vision:

“To be the Preferred Partner for Taste and Healthy Success.”

Frutarom continues striving to achieve rapid, profitable organic
growth in core activities at rates that surpass those of the
industry. We continue to concentrate both on our large
multinational customers and on mid sized and local customers,
providing all with the same excellent, quality service in
accordance with their individual and special needs. We will
persist in strengthening Frutarom’s presence in developed
markets such as West Europe and the United States, and in
augmenting and intensifying our activity in Asia and the
emerging markets through further penetration of additional
markets that have higher growth rates than the global average.
Frutarom continues to offer its customers a varied and
expansive product range consisting mainly of natural products,
along with new, innovative products, created with advanced
technologies, such as functional and organic food ingredients.

The trends and fast expansion of the food market in recent
years are developing in the direction of natural, tasty and
healthy. We are witness to the increasing demand in consumer
demand (in both the food and cosmetic markets) for natural
products that have health and dietary values (reduced calories,
fat, salt, cholesterol, etc.), for organic products and for
products with attributes proven to prevent disease and
strengthen the immune system (functional food). We also see




growing consumer demand for products with ‘clean labels.’
Frutarom identified these trends some time ago and took
strategic actions to position the Company at a unique
crossroads, integrating our varied capabilities by combining the
complementary activities of our two Divisions with the
acquisitions made in recent years. Together, these initiatives
enable us to provide our customers with advanced, unique
solutions that blend excellent taste and health.

We regard our research and development, technology and
innovation as core competencies, a significant advantage, and
one of our internal growth engines. Our research centers
continue to invest resources in developing new and innovative
added-value products that yield high profit margins, and to
partner with leading research institutes, academic institutions
and start-ups worldwide. Our research and development =fforts
will constitute the basis for our continued growth in coming
years and allow us to persevere in providing high added value to
our customers. As part of realizing our strategy, we are in the
advanced stages of building a new innovation cenier in
Switzerland that will be among the most innovative and unique
in the field and enable us to create, together with our
customers, the most advanced solutions in the field of taste and
health.

To further strengthen Frutarom, we have continued expanding
and deepening the managerial infrastructure and team that will
allow us to sustain our accelerated growth and achieve our
ambitious goals. Frutarom’s augmented management is working
to realize the synergy and many cross selling opportunities
within and between the Divisions and our customers and
products, whether existing or added through future
acquisitions.

To conclude on a personal note, our continued success could
not have been achieved without the dedication and work of all
of Frutarom’s employees throughout the world and their
ongoing quest for creativity and excellence. For this, we would
like to acknowledge and thank them. The initiative and
excellence of Frutarom’s employees, under the guidance of our
experienced global management team, constitute a strong




foundation for our continued growth and future success. We
are confident that, with the continued contribution of our
employees and management and the ongoing support of our
board members and our shareholders, we will continue to
develop and grow our Company. We will continue to supply
innovative, quality products to our many loyal customers,
spread throughout the world, provide them with excellent
service, and successfully meet the ambitious goals and
challenges ahead of us.

Sincerely,
Dr. John J. Farber Ori Yehudai
Chairman President & CEO

The Board of Directors

March 20, 2007
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FORWARD-LOOKING STATEMENTS

This report includes statements that are “forward-looking statements.” Forward-looking
statements, as defined in the Securities Law — 1968, include forecast estimates or other
information relating to future events or circumstances whose occurrence is not certain and
which are not solely in the Company’s control. These forward-looking statements can be
identified, among others, by the use of terms such as, “believes,” “estimates,” “intends,”
“expects,” “plans,” “will” or, in each case, their negative or other variations or comparable

terminology, or by discussions of strategy, pians, objectives, goals, future events or intentions.

By their nature, forward-locking statements involve risk and uncertainty. Forward-looking
statements are not guarantees of future performance and the actual results of the Company’s
operations, financial conditions and its development, including the realization of its strategy

and goals, may be materially different from those described or discussed in this report.

important factors that could cause the actual results of the Company’s activity, financial status
and development, including realization of its strategy and goals, to differ materially from those
described in this report, include, among others: competition in the markets in which the
Company operates; changes in demand for the Company’s products; changes in the Company’s
ability to introduce, produce and market new products; future changes in accounting policies;
the ability of the Company to successfully identify and acquire complementary products and
companies; the ability of the Company to merge activities and/or companies that have bheen
and/or will be acquired by it; the impact of certain laws, regulations and standards, especially
in the areas of the environment, intellectual property, tax, health and safety; currency
fluctuations; the Company’s ability to obtain regulatory approvals for its products; the
Company’s ability to maimain access to raw materials; and the recruitment and continued

employment of key employees.

Subject to the requirements of the Tel Aviv Stock Exchange and/or the London Stock Exchange
and/or as required by applicable law, the Company does not intend to update any industry

information or forward-looking statements set out in this report.
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hapter 1 - THE COMPANY'S BUSINESS AND ITS
DEVELOPMENT

the following terms will have the meaning ascribed to them:

"Us§" -

"Financial reports” -

"The Company"” or
"Frutarom” -

"The Regulation” -
"Share” -

"GDR" -
"Flachsmann” -
"IFF" -

"Nesse" -

*Acatris” -

United States dollar

The financial reports of the company as at
December 31, 2006 attached as chapter 3 1o
this report

Frutarom Industries Ltd., including all its
subsidiaries

Income Tax Regulation (New Version)
Ordinary share par value NIS 1.00 of the
Company

Global Depositary Receipt

Emil Fachsmann AG

International Flavors & Fragrances Inc.

GewurzMUhle Nesse GmbH and Gewurzhihle
Nesse Gebr. Krause GmbH

Acatris Inc., Acatris Specialities Holding B.v.,
and Acatris Belgium NV

All the data in this report are in US dollars unless stated otherwise,

1. The Group's Actlivity and Description of the Development of its
Business
General
1.1, Frutarom Industries Ltd. {the "Company" or "Frutcrom’)

was associated in Israel in 1995 as a private company
with limited shares under the name Frutarom NewCo
(1995) Lid. In 1996 the Company changed its name to
Frutarom Industries Ltd.




1.2

1.3.

1.4.

1.5.

1.6.

1.7.

Frutarom Ltd., a wholly owned subsidiary through which
the Company coordinates and holds its business and
production activity, was established in 1933 as Frutarom
Palestine Lid. Frutarom's operations initially consisted of
the cultivation of aromatic plants and flowers for the
extraction and distillation of flavor and fine ingredients
materials and essential oils.

In 1952, Frutarom's assets were purchased by
Electrochemical Industries Ltd. ("EIL").

In May 1996, as part of the Company's spin off from EIL,
the Company's shares were listed for trade on the Tel
Aviv Stock Exchange.

Today, the Frutarom Group is a global leading company
in the field of flavors and unique fine ingredients mainly
for the food, beverage and pharmaceutical industries.
Each year the Company produces, markets and sells
over 15,000 products to more than 5,000 customers in
over 120 countries, and has production facilities in
Europe, North America, Israel and Asia.

In February 2005, the Company raised capital from
international and Israeli institutional investors by issuing
shares and registering GDRs for trade on the London
Stock Exchange Main List. The net proceeds from the
capital raising are intended for use in financing future
strategic acquisitions as part of Frutarom's rapid growth
strategy, combining rapid internal growth of core
activiies at above average indusiry growth, with
strategic acquisitions of activities and knowhow in
Frutarom's main fields of activity and in strategic
geographic locations, as well as to refinance the cost of
acquiring IFF's European Food Systems business, which
was completed during the second half of 2004.

For additional information on the Company's growth
strategy refer to section 39 of this report. For additional
information on the acquisition of IFF's Food Systems
business in Europe, refer to section 1.15 of this report.

The main shareholder in the Company is the ICC Group,
which, through ICC Industries Inc.!, hoids 1,964,761

1 Dr. John Farber, the chairman of the board of directors of the Company, is the
controling shareholder of ICC Industries Inc.




shares, comprising 3.41% of the Company's share equity
and voting rights, and through 1ICC Handels AG? holds
19,227,347 shares, comprising 33.34% of the Company's
share equity and voting rights.

2 A company wholly owned by ICC Industries Inc.




The Group Structure?

Frutarom Industries Lid. J

Frutarom Lid.

J

Fruta:nm Mexim s. A

Frutarom Trust bid
— ‘\J h;mnamnal_ﬁu-mrn C;M'p. ' Fruﬁmm LEJ‘\ Inc.
[—  Famarominc.
— Fm’“ CU'G L‘ﬂ e Turkish Hnlding Llﬂ 2
. N . . e e .
I F m Russia L — Fruta:um Swﬂzerland Ltd. .
.- . —f\ Fﬂn:amm Nordlc NS
— Frutarom Ukralne Ltd B
— . Frutamm Geﬂ'nany GmbH
— Frutm'om Kazakhstan Ltd P
> R i GewurzMnhle Nm GmbH
mem Flavms.{il:r;t;a—ns Co Ltﬂ Gewu:zMuhh Nesse
Gebr. Xrause Grri:H
_( Far Aromatic Gida Urunieri — 'Flad:sma.m Pmpeﬂks Lt
. Sanavi Va Ticaret Sirketi Ltd, -
o T | Flachsmann ia Ltﬂ'
— Fuwomdo Braxil Lida. — “'“EE[I:;F.?E.' Bolarus L.
e — I;r;.nam}nH(Markeﬂrw S.R.L
Frutarurn Trade and Marketina -
(‘99‘0’ LTd' — Fru'carorn France S.AR.L.
e [ " Fntaom Belgium NV
— Galsim Essences I.td s - L
— Fmtamm Netherlands B.M
L~ ~7% Mexico S, Frin;o_ﬁa—specnimes Belgium N.V.

“Frutarom U.S.A. Haldings inc.*

1 The holding in each of the companys in the Group is 100%, excluding Gewurziuhle Nesse Gebr. Krause
GmbH and GewurzgMohle Nesse GrmbH, where the holding is 70%.

2 Frutnrom Tust Lid, holds shares in the Company in tust or the Group's employees,
3 Dommant company, in the process of being mmoved from the register.
4 Interngtional Frutamm Corp. holds one share in Frutarom Belgium N.V.

« Donmant company.




The Group's Development, Significant Mergers and Acauisitions

1.8.

1.9.

1.10.

112

In the second half of the 1980s, when Frutarom came
under new management, it was decided to adopt @
business strategy whose aims included materially
growing the Company's international activities and
establishing Frutarom as ¢ major multinational company
in its field by substantially expanding the Company's
activity in the flavors sector, which is the Company's
most profitable field of activity.,

At the beginning of the 1990s, Frutarom’s management
decided to expand the Company's global activity
through acquisitions of companies and activities in the
Company's fields of activity.  Accordingly, at the
beginning of the 1990s the Company acquired small
flavors companies in the United States and United
Kingdom. These acquisitions contributed to expcnding
Frutarom's geographic presence, product portfolio and
customer base.

In 1993 the Company made its first strategic acquisition
by acquiring the Meer Corporation in the United Siates,
a company that produced, marketed and sold natural
botanical extracts, gums and natural stabilizers.  This
acquisition provided Frutarom with @ significant foothold
in the American market and substantially expanclied its
natural product portfolio.

During 1997 and 1998, Frutarom made a strategic
decision to penetrate and expand its activity in
emerging markets by establishing subsidiaries in selected
target countries.  Accordingly, Frutarom established
subsidiaries in Russia, Ukraine, Kazakhstan, Belarus and
Romania. The Company also established subsidiaries in
Brazil, Mexico, Turkey and China. Activity in each of
these countries has grown significantly and become an
important part of Frutarom’s current and future activity.
Frutarom intends to continue establishing adcitional
subsidiaries and expanding its activities in emzarging
markets.

Between 1999 and 2006, Frutarom continued executing
its rapid growth strategy by acquiring companies and
activities that are complementary and synergetic 'with ifs
core activities, while ot the same time continuing its
focus and achievement of organic growth at rates




1.13.

1.14.

significantly higher than the industry average growih
rate. During this period Frutarom made several strategic
acquisitions of companies and activities that are
complementary and synergetic with its own core
activities by acquiring Baltimore Spice Israel Ltd. in 1999;
CPL Aromas Lid.'s flavors and fine ingredients activity in
2001 (refer to section 1.13); the Swiss company, Emil
Flachsmann AG, in 2003 (refer to section 1.14); the
European Food Systems activity of International Flavors &
Fragrances during the second half of 2004 (refer to
section 1.15); the German Nesse in January 2006 (refer to
section 1.16); and Acatris in October 2006 (refer fo
section 1.17).

Acquisition of activity from CPL Aromas Lid. - In 2001
Frutarom, through Frutarom (UK) Lid., acquired the
activities and assets of CPL Aromas Ltd.'s flavors and fine
ingredients divisions. In consideration, Frutarom paid
approximately US$ 16 million. This acquisition established
Frutarom's position in the English market, and expanded
its presence in additional international markets (for
instance: Western Europe, the United States and Asig)
and its product portfolio, including new products in the
field of Food Systems.

Acquisition of Emil Flachsmann AG - In June 2003,
Frutarom, through Frutarom (UK) Ltd., completed the
acquisition of 100% of the issued share equity of Emil
Flachsmann AG ("Flachsmann”) for a total consideration
of approximately US$ 18 million.

Flachsmann was established in Switzerland in 1935 and
develops. manufactures, markets and sells natural
flavors, botanical extracts and natural functional food
ingredients for the food and beverage,
pharma/nutraceutical, and flavor and  fragrance
industries.

The acquisition in June 2003 of the Flachsmann activity
shares synergism with  Frutarom's activity and has
significantly  bolstered Frutarom's flavors and fine
ingredients business as well as Frutarom'’s unique natural
product offering. The acquisition contributed to
expanding Frutarom's research and development
knowhow and capabilities and production capacity,
and markedly confributed to expanding Frutarom's
customer base and sales and marketing infrastructure.,




1.15.

In addition, the acquisition also significantly coniributed
to strengthening Frutarom’s market position in Weastern
Europe, such as in Switzerland, Germany and Denmark,
and strengthened its market penetration in markets such
as Korea and Japan. In the Fine ingredients Division, the
Flachsmann acquisition contributed mainly to expanding
Frutarom's natural product portfolio. including pharma-
grade botanical extracts for flavors, functional food and
pharmaceutical/nutraceuticat applications.

Following the Fachsmann acgquisition, Frufarom
implemented a reorganization program in the
Fiachsmann activity in order to reduce costs and o
merge Frutarom's and Flachsmann's marketing activities
by leveraging the considerable synergy existing
between them. The Flachsmann acftivities in Ccnada
and Europe were merged with Frutarom's, while
reducing manpower and closing certain Flachsmann
activities.  Frutarom finalized the first phase cf the
integration of Flachsmann and has now begun the
second phase of utilizing the cross-seling opportunifies
that the Flachsmann acquisition provides.

The Fachsmann acgquisition continues to be an
important  strategic  step  in Frutarom’s  business
development.

Acquisition of IFF's European Food System Activity -
During the second half of 2004 Frutarom, through its
subsidiaries in Switzerland, Germany and France,
completed the acquisition of IFF's European Food System
business. The acquisition price was Eur 33.5 million
(approximately US$ 41.3 million).

The acquired business develops, produces and markets
Food Systems (for details of the Food Systems business
refer to section 8.11 of this report}, and has two
production sites in Switzerland and Germany, as well s
marketing, sales and research and development
activities in Switzerland, Germany and France.

The activity acquired included the Food Systems activity
of IFF Switzerlond and IFF Germany, which were acquired
on August 17, 2004 for the purchase price of Eur 30
million (US$ 37 million).



On October 29, 2004, the Company completed the
acquisition of IFF France's Food Systems activity for the
purchase price of Eur 3.5 million (US$ 4.3 miilion).

According to the purchase agreement, the purchase
price paid by the Company is subject to an adjustment
mechanism based on the net book value of the
inventory, fixed assets and liabilities assumed by the
Company on August 17, 2004 (relative to Switzerland
and Germany) and on October 29, 2004 (relative fo
France) compared with their net book value on
December 31, 2003. After the adjustments, the purchase
price for the acquisition of IFF Food System activity in
Switzerland and Germany was Eur 25.1 million (US$ 31.5
million) and in France, Eur 2.2 million {US$ 2.8 million).

In addition, the acqguisition agreement provides for an
earn-out mechanism according to which the purchase
price may increase or decrease by up to Eur 3.5 million
depending on the results of the acquired business in
2005 and 2006. According to its results in 2005, the
purchase price was reduced by an additional Eur 1.75
miliion and in view of the acquired activity's results in
2004 is expected to be reduced a further Eur 1.75 miliion.

The acquisition of IFF's European Food Systems activity
significantly expanded Frutarom's food and beverage
customer base, geographic reach in Europe, including
entry into countries where Frutarom previously had little
or no presence, and its product portfolio, including sales
of products that integrate flavors, natural functional food
ingredients and Food Systems. Similarly, the acquisition
granted Frutarom new possibilities and opportunities for
cross—selling that it is now working to realize.

Upon completing the acquisition of the food systems
activity in  France, Frutarom implemented a
reorganization plan that included the transfer of the
production activity conducted by IFF in France to
Frutarom's food systems production sites in Switzertland
and Germany, with the aim of reducing costs and
improving production efficiency. Frutarom also leverage
the synergies by integrating the sales and marketing and
R &D teams in Europe; and the operational activities with
the food systems (ripples} business in UK.




1.16.

Acquisition of Nesse — On January 2006, Frutarom signed
an agreement to acquire 70% of the issued and paid up
share equity of GewurzMuhie Nesse GmbH and
GewurzMuhle Nesse Gebr. Krause GmbH. Compaonies
owned bt the Krause family, the seliers. The acquisition
was performed through Frutarom Germany GmoH, a
wholly owned subsidiary of Frutarom.

Nesse has been active since 1880 and ftoday is an
international group achieving high internal growth that
employs about 110 people. Nesse operates two
production sites in Germany and has sales and
marketing representatives in 20 additional countries,
mainly Eastern and Western Europe. Nesse develops,
produces, markets and sells innovative, unique savory
solutions that include savory flavors and specialty
functional ingredients. Neese's extensive customer base
includes hundreds of food manufacturers, principally in
Eastern and Western Europe.

The consideration paid by Frutarom upon signature of
the agreement for the acquisition of 70% of Nasse's
issued and paid up shares was Eur 18.41 milion. In
addition, the sellers are entitled to a one time iuture
payment on March 31, 2008, which will be based on
continued improvement, to the extent achieved, in
Nesse's operating profit in the years 2005-2007.

As part of the acquisition agreement, for a period of two
years as of the end of 2007 Frutarom has a call option to
purchase and the sellers have a put option to sell the
remaining 30% of Nesse's issued and paid up shares. The
exercise price will be based on 30% of the average
annual operating profit achieved by Nesse during the
eight quarters preceding the exercise of the ootion,
multiplied by 4.5.

This strategic acquisition was another significant
milestone in implementing Frutarom's rapid growth
strategy.  The acquisition significantly strengthened
Frutarom's fechnological capabilities and offering to
customers in the savory field and contributes to
strengthening and positioning Frutarom in both Western
and Eastern Europe as a leading flavors supplier. The
Nesse acquisition expanded Frutarom's geographic
spread to additional countries in which Frutarom was less




1.17.

active, such as Poland, Czech Repubilic, Latvia, and
others.

Nesse's savory activity is synergetic with Frutarom's
activities in the more than 120 countries in which
Frutarom operates, especially in Western and Eastern
Europe. Frutarom intends to take advantage of its large,
dedicated global sales and marketing infrastructure to
realize the substantial cross-selling opportunities created
by the acquisition, by expanding both the customer
base and the product portfolio.

On May 23, 2006, the Company issued an immediate
report that included an estimation of the value of
Nesse's assets and liabilities.

Acquisition of Acatris - In October 2006, Frutarom
completed the acquisition of 100% of the issued and
paid share equity of the American company, Acatris
Inc.; of the Dutch company, Acatris Specialities Holding
B.V.

Acatris manages multinational activity from its centers in
Holland and Belgium, through which it produces and
markets active ingredients and unique, natural botanical
extracts with scientifically proven health attributes that
are supported by clinical research and protected by
patents, and owns the Lifeline products line that
includes, among others, the products Fenulife, Soyilife
and Linumlife. The Acatris group sells its products to over
450 customers, some leaders in their fields, mainly in
Western Europe and the USA in the nutraceutical, food,
functional food and cosmeceutical markets.

The acquisition of Acatris was strategic and is an
additional important step in implementing Frutarom'’s
strategy for rapid growth. This acquisition substantially
strengthens the unique, natural product portfolio offered
by Frutarom to its customers, particularly in the rapidly
growing nutraceutical and functional food markets, and
Frutarom's position as a leading global manufacturer in
these markets.

The activity of Frutarom and Acatris are highly synergistic,
especially in the field of unique natural products.
Frutarom is working to realize this synergy and
immediately after the acgquisition began o integrate

i0
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2.1,

22.

Acatris's activity with the global organization of
Frutarom’s Fine Ingredients Division, particutarty with the
activity of Frutarom Switzerland (formerly Flachsmann) in
the field of unigque natural botanical extracts.

As part of the process of integrating Acatrs into
Frutarom's activity, the names of the companies were
changed. as follows: the American company, Acatris
Inc., to Frutarom Inc.; Acotris Belgium NV to Frutarom
Belgium NV; and the Dutch company, Acatrs
Specialities Hoiding B.V., to Frutarom Netherlands B.V.

The Group's Fields of Operation

Frutarom is a global company that develops,
manufactures, markets and sells flavors and fine
ingredients used in the production of food and beverage,
flavors and fragrances, pharma/nutraceutical, personal
care and other products. The Company's operates
principally in two divisions, each of which is a main field of
activity and reports as a business sector in the Company's
consolidated financial reports (refer also to Note 6 in the
financial reports for 2006, which are included in this
pericdic report), as detailed below:

The Flavors Division — Frutarom's Flavors Division develops,
produces, markets and sells high quality, value added
sweet and savory fiavors and Food Systems used rnainly
by manufacturers of food ond beverages and other
consumer products. Frutarom develops for its customers
thousands of different flavors, most of which are tailor-
made, and continuously develops new flavors in order to
meet changing consumer preferences and customer
needs. The Favors Division is the most profitable of
Frutarom's Divisions and has experienced rapid growth
since 2001. Sales for the Flavors Division increased from
US$ 39.1 million in 2001 to US$ 187 million in 2006. The
growth in the Flavors Division's sales derives frorn the
Division's focus on both developed and emerging
markets and by serving multinational, mid sizec and
iocal customers, and the executfion of strategic
acquisitions.  The proportion of Frutarom's total sales
represented by the Flavors Division's products has
increased from 38.7% in 2001 to 65.1% in 2006.

The Fine Ingredients Division -~ The Fine Ingredients
Division develops, produces, markets and sells natural
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2.3.

flavor extracts, natural functional food ingredients,
natural  pharma/nutraceutical  extracts,  specialty
essential oils, citrus products, aroma chemicals, and
natural gums.  The products of the Fine Ingredients
Division are sold principally to the food and beverage,
flavor and fragrance, pharmaceutical and personal
care industries.  The Fine Ingredients Division has
experienced significant growth since 2001, with sales
increasing from US$ 57.5 million in 2001 to US$ 98.4 million
in 2006. The growth in sales was achieved by focusing
primarily on the development of new and innovative
value-added products, and as a result of several
strategic acquisitions, and by focusing on multinational,
mid sized customers. The proportion of Frutarom's total
sales represented by the Fine Ingredients Division's
products totaled 34.2% in 2006.

Although a majority of the fine ingredients produced by
the Company are sold to third parties, a portion of
Frutarom's specialty fine ingredients production, for
example in citrus, is reserved solely for use by the Flavors
Division in its production of certain flavors, giving
Frutarom a unique advantage.

Trade & Marketing Activity — In addition to the Flavors
and Fine Ingredients Divisions, Frutarom trades and
markets various raw materials produced by third parties
to customers in Israel. As a result of this activity being
considered non core by management and its low
volume, it will not be reviewed separately in this report.
in 2006 the activity fotaled US$ 6.7 million and ifs relative
portion of Frutarom's total sales was 2.3%.

Investments in the Company's Capital and Transactions in _its

Shares

3.1.

In a material private placement to institutional investors
made by the Company in July 2003, the Company
recruited a total of approximately NIS 51 million ($ 11.6
million) against the allocation of 5,135,000 shares in the
Company. For details on the stated significant private
offering refer to the immediate report of the Company
regarding a significant private placement and non
significant private offering dated July 10, 2003, which
was publicized on July 10, 2003 and the amendment o
the above mentioned immediate report dated July 13,
2003 that was publicized on July 14, 2003.
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3.2.

3.3.

3.4.

3.5.

In a significant private placement and non significant
private offering made by the Company in January 2004,
the Company allocated 900,000 shares par value NIS
1.00 each of the Company to three officers in the
Company, including the President of the Comparny, Mr.
Ori Yehudai, as part of the Options Plan for officers (refer
to section 29.10 of this report). For details on the stated
private offering refer to the immediate report of the
Company regarding a significant private placement
and non significant private offering dated December 21,
2003, which was publicized on December 21, 2003 and
section one of the immediate report on the resulis of the
General Meeting to approve a firansaction with a
controling party and/or to approve a private offering
dated January 15, 2004, which was published on
January 15, 2004.

In o non significant private placement made ky the
Company in June 2004, the Company dallocated to an
officer 150,000 inconvertible options in accordance with
the instructions in Section 102(b)(3} of the Income Tax
Regulation {New Version). Each option may be
exercised to one ordinary share par value NIS 1.00 each
of the Company and in total to 150,000 ordinary shares
of the Company. For detaqils on the stated grivate
offering refer 1o the immediate report of the Company
regarding a private offering that is not significant dated
May 18, 2004 as published on May 15, 2004.

On February 8 2005 the Company completed an
offering by way of issuing its shares and registering GDRs
in the London Stock Exchange Main Listing ('capital
recruitment”). In recruiting the capital the Company
offered 10,000,000 ordinary shares (in the form of shares
and GDRs wherein each GDR represents one share). The
shares were sold for NIS 33.50 for each share and the
GDRs for US$ 7.63 for each GDR (the "Offering Price”).
The Company received proceeds of approximately US$
76.3 milion for the Offering. The net proceeds
(deducting commission to the underwriters and other
expenses related to the Offering, totaling US$ 4.9 million)
received by the Company totaled US$ 71.4 million.

As part of the offering stated in section 3.4, ICC Handels
AG of the ICC Group, which is the controlling party in the
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| 3.6.

3.7.

3.8.

Company, sold 2,000,000 shares in the Company at the
Offering Price.

On February 16, 2005, UBS, on behalf of the underwriters,
nofified the Company and ICC Handels AG of the full
exercise of the over- dllotment option given by the
Company and by ICC Handels AG o purchase up 1o
1,200,000 additional shares in the Company at the
Offering Price. Upon exercise of the option, the
Company issued 600,000 additional shares and 600,000
existing shares were sold by ICC Handels AG.

Once the option was exercised, the total size of the
Offering was 13,200,000 shares of the Company of which
10,600,000 were sold by the Company and 2,600,000 by
ICC Handels AG. Upon exercise of the option, the
proceeds from the offering totaled o US$ 4.6 million. The
net proceeds (minus commission to the underwriters and
other expenses related to the Offering totaled US$ 0.2
million) that the company received increased by US$ 4.4
million and totaled US$ 75.8 miillion.

In a significant private placement and non significant
private offering made by the Company in January 2006,
the Company aliotted 725,000 non-transferable options
to four senior officers of the Company, among them the
Company's president, Mr. Ori Yehudai. The options were
aliocated to the officers without remuneration in
accordance with the instructions of Section 102(b)(3} of
the Internal Revenue Qrdinance. Each option is
exercisable into one share in the Company, and in total
for 725,000 ordinary shares in the Company. For details
on the stated private offering refer to the immediate
report of the Company regarding a private offering that
is not significant, dated January 3, 2006 as published on
January 3, 2006 and amended to the immediate report
dated January 4, 2006 and published on the same date.

4. Distribution of Dividends

4.1.

The Company's policy regarding distributing dividends,
including the amount of the distribution, depends on
several factors, including the level of the Company's
profitability and its investment plans.
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4.2.

4.3.

In recent years the Company has declarec and
distributed dividends to its shareholders as detailed in the
following table (in NIS thousands):

Year Price Per Share Total Sum
2003 0.10 4,104
2004 0.11 5,180
2005 0.13 7.49¢
2006 016 9 ,22E

The stated dividend does not require the approval of a
court of law,

Upon approval of the financial reports for the period
ended December 31, 2006, the Board of Directors of the
Company decided to distribute a cash dividend in the
amount of NIS 0.18 per share for an overall total of NIS
10,382 thousands.

The Company intends to continue distributing dividends
to its shareholders in the future. At the same time, there
is no certainty that the stated dividend will be declared
and distributed in the future, and it is also uncertain that
if a future dividend were 1o be distributed, it would be in
accordance with that described above.
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5.

CHAPTER 2 — OTHER INFORMAT

Financial Data Regarding the Company's Fields of Activity

5.1. Following are financial data for the Group broken down
by fields of activity for the years 2004 through 2006 (in
US$ 000):
20046 Field of activity Adjustment to Consoli-
Flavors Fine consolidated dated
ingredients
Income | From externat 187,030 93.468 6,749 287,247
From other fields of activity
- 4,896 {4,896) --
Total Income 187.030 98.364 1,853 287.247
Expenses | Expenses that are income
of other fields of activity
4,894 - {4.898) -
Expenses that are not
income of ofher fields of 152.286 91.078 6828 | 250,192
activity
Total Expenses 157,182 91,078 1,932 250,192
Operating Profit 29,848 7,285 (79) 37.055
Total Assets 130,724 49,595 136,376 316,697
2005 Field of activity Adjustment to Consoli-
Flavors Fine consolidated dated
Ingredients
Income From external 150,437 87.040 6,326 243,803
From other fields of activity
- 2,728 (2.728) 0
Total Income 150,437 89.768 3.598 243.803
Expenses | Expenses that are income
of other fields of activity
2,728 - {2.728) 0
Expenses that are not
income of other fields of
activity
123,440 80,308 6,317 210,065
Total Expenses 126,168 80,308 3,589 210,045
Operating Profit 24,249 9,450 9 33,738
Total Assets 93,558 44,507 95,801 233,848
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2004 Field of activity Adjustment t> | Consoli-
Flavors Fine censolidated dated
Ingredients
Income From external 110,908 79120 6,752 196,780
From other fields of activity
2.612 -2.612 o
Total Income 110,908 | 81,732 4,140 196,780
Expenses | Expenses that are income
of other fields of activity
2,612 -2,612 0
Expenses that are not
income of other fieldsof | 95044 | 75220 6,604 174,768
activity
Total Expenses 95,554 75,220 3,992 174,768
Operating Profit 15,352 6512 148 22,012
Total Assets 105,271 51170 57,279 213,740
5.2. Significance of Adjustment to Consolidated — Trade and
marketing activity and sales and purchases between
divisions are cancelled in the framework of the
adjustment to the consolidated.
5.3. Explanation of Developments — For an explanation cf

developments that occurred in the data shown above
refer to the explanation in the Directors Report for the
vear ended December 31, 2006.

Market Environment and Influence of External Factors on the

Company's Activity

Market Environment — Global Flavor and Fragrance Industry

6.1.

Frutarom operates in the global flavors and fine
ingredients markets. The segments of the flavors market
in which Frutarom operates are flavor compounds and
food systems. The segments of the fine ingredients
market in which Frutarom operates include principally
natural  flavor extrocts, natural  functional  food
ingredients, natural  pharma/nutraceutical  extracts,
specialty essential oils, citrus products and aroma
chemicals.




6.2. Research company Leffingwell & Associates estimates
that in 2004, the global market for flavors, fragrances
and fine ingredients amounted to approximately US$ 18
bilion. Frutarom does not operate in the market for
fragrance compounds, but does operate in the markets
for natural functional food ingredients (which are not
included in the above estimate) and therefore estimates
that the global market in which it operates had sales of
approximately US$ 15 billion.

6.3. SRI Consultants3 and IAL Consultants estimate that global
sales in the flavor and fine ingredients markets in which
Frutarom operates will grow at an annual rate of
between 2% and 4% from 2005 to 2008. The growth rate
is expected to be significantly higher in certain emerging
markets, in which Frutarom operates, such as Easiern
Europe, Russia, China, India, and South America, both as
a result of expected increases in GNP and changes in
consumer preferences in these markets. SRI Consultants
estimates that the market for functional food ingredients
in Europe and the USA is expected to grow at a higher
average annual rate than other segments, of about 9%.

6.4. The flavor, fragrance and fine ingredients industry can
be divided into main groups: (i) large multinational
companies, (i} mid-sized companies and (iii) local and
smali companies.

Large multinational companies generally operaie
globally and have revenues in excess of US$ 500 million.
In 2003, there were six such companies, and according
to SRI Consultants they represented approximately 50%
of the flavor, fragrance and fine ingredients market as
measured by sales (excluding sales,of natural functional
food ingredients and pharma/nutraceutical exiracts).
These companies generally focus primarily on customers
who are large multinational food and beverage
producers.

Local and small companies generally have revenues of
iess than US$ 100 million {most of them are much smaller
and sell only several milion dollars). SRI Consultants
estimates that in 2003 these companies represented
approximately 37% of the flavor, fragrance and fine
ingredients market as measured by sales {excluding sales

3 SRI Consulting 2004
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8.5.

of  natural  functional  food  ingredients  and
pharma/nuiraceutical extracts).  In 2003, there were
over 500 such companies. These companies generaily
focus on smaller local customers and have limited
service and research and development capabilities.

Mid-sized companies generally have revenues of
between US$ 100 milion and US$ 500 milion. In 2003,
there were only eight such mid-sized companies, cnd SR!
Consultants estimates these companies represenied
approximately 13% of the flovor, fragrance and fine
ingredients market as measured by sales (excluding sales
of natural  functional food  ingredients  and
pharma/nutraceutical  extracts). The  mid-sized
company segment includes companies ranging from
those with a regional geographic focus to those with &
global reach and comprehensive product offering.

The flavors and fine ingredients market in which the:
Company is active is characterized by high entry
barriers:

= Long term relationships — The market is characierized
by long term relationships between manufacturers and
their customers, which include mostly the food and
beverage, flavor and fragrance and pharmc/nutra
industries. These industries impart great importance fo
reliability, quality of service and the manufacturers’
knowiedge and understanding of the customers'
needs.

» Research and development - Since the preferences of
the end users are constantly changing and the
customers' markets (mainly food and beverage) are
dynamic and competitive, the market is characierized
by a large number of new and innovative products.
Accordingly, manufacturers are required to invest in
research and development and to offer a wide range
of new innovative products, some of them at the
manufacturer's own initiative and some in cooperation
with the customer.

«» Compliance with quality and regulatory standards -
The flavors and fine ingredients are principally
intended for the food and beverage and
pharma/nuira industries, which are subject to strict
quality and regulatory standards, as a result of which
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manufacturers are required o meet the same sirict
standards.

The importance of flavors in the fina!l product — Since
the flavors play a major role in determining the flavor
of the end-product, they are often a vital element in
determining its success. Since the fiavors can not be
precisely matched and as they represent a
comparatively small percentage of the final product’s
overall cost, the food and beverage manufacture will
usually avoid replacing the flavors manufacturer.

Investments in production in the field of fine ingredients
- In the fine ingredients field, considerabie capital
investment is required to build manufacturing facility
and/or increase production capacity. These
investments comprise a significant entry banier to new
manufacturers in the field.

In view of the entry barriers described above, the market
is characterized by an absence of new manufacturers,
other than through mergers and acquisitions. In general,
the market is characterized by a frend of consolidation
and a decrease in the number of manufacturers.
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CHAPTER 3 -~ DESCRIPTION OF THE COMPANY'S

6.6.

6.7.

BUSINESS BY FIELDS OF ACTIVITY

Frutarom is a giobal company that develops,
manufactures, markets and sells flavors and fine
ingredients used in the production of food and
beverage, flavors and fragrcinces,
pharma/nutraceutical, personal care  and  other
products. The Company's operates prinCipally in two
divisions, each of which constitutes a main field of
activity.4

The activity of the Company's two divisions s
complementary and synergetic to o great extent. This
synergy finds expression in @ number of areas:

» Sales and marketing — Frutarom's sales and marketing
policy is that a single dedicated sales person works
with @ certain customer to sell oll the Frutarom
products produced by the two Divisions. The products
of the Fine Ingredients Division thot are intended for
the food and beverage industry are sold throuch the
Flavors Division's sales personnel.

* Research and development - The knowhow and
knowledge of the Havors Division's sales peopler with
the needs of the food and beverage indusiry enable
the Fine Ingredients Division to develop and prcduce
new and innovative products that meet their needs.

= Operations — A significant number of Frutarom's

production sites are shared by the FHavors ancd Fine
Ingredients Divisicns, thereby sharing the same
resources.

» Fine ingredients - Most of the fine ingredients
produced by the Fine Ingredients Division are sold to
third parties. At the same time, a small portion of the
fine ingredients are used solely by the Flavors Division in

4 In addition to its flavors and fine ingredients activities, Frutarom also imports and
markets various row materials, not produced by it, to customers in Israel. This activity is
not considered o core activity and in 2006 toicied approximately US$ 6.7 million,
being 2.3% of Fruiarom activity. In view of the fact that this activity is not significant
for Frutarom, it has not been dealt with separately in this report, although it is re corted
as ¢ separate business segment in the financial reports.
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its production of unique flavors that give Frutarom a
unique competitive advantage.

In view of the considerable synergy that exists between
the two divisions and their complementary activity, it is
not always possible to separate the fields of activity
according to the various characteristics.

Flavors Market

7. Overview of the Flavors Market

General

7.1.

7.2.

Flavor compounds are the key building blocks that
impart taste in food and beverage products and, as
such, play a material role in determining the consumer
acceptance of the end products in which they are used.

The Company estimates that global sales of flavor
compounds in 2006 amounted to US$ 7.0 billion. Flavors
products are sold principally to producers of prepared
foods, beverage, dairy, bakery, meat and fish,
confectionery and pharmaceutical products.

Examples of end user products using flavors are:

» Beverages - carbonated, noncarbonated, sport and
functional, alcoholic and juices

= Dairy — yogurt, drinking yogurt, ice cream, cheese and
chilled desserts

» Bakery — cakes and cookies, crackers and cereals

« Confectionery - candy, chocolate, jom and chewing
gum

» Savory and convenience food - ready meals, instant
soup, ready sauces and instant noodles

» Snacks — potato chips and other savory snacks
» Meat - sausages and frankfurters

« Oral hygiene and pharmaceuticals - toothpaste,
mouthwash, vitamins and medicines
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7.3.

7.4.

7.5.

» Others — tobacco, animal feed and pet food

The global market for flavors has expanded rapidly over
the last 60 years, primarily as a result of an increase in
demand for, as well as an increase in the variety of,
consumer end products containing fiavors. The demand
for consumer goods containing flavor products has
increased as a result of rapid population growth and
consumer preferences resulting from various factors such
as increases in personal income, leisure time, health
concerns and urbanization. These factors have led to an
overall increase in food and beverage procducts
containing flavors and to rapid growth in demand for
convenience food and foods with healthier cnd/or
natural content.

The following table sets forth the sales of flavors
compounds by region in 2003 and the projected annual
growth rate in these geographic regionss:

Estimated world Average growth
consumption in 2003 2003-2008
(USS million)
United States 1,930 3.5-4.0%
Western Europe 2,427 3.0-5.0%
Japan 1.185 1.0-2.0%
China 801 5.0-6.0%
Other 700 5.0-6.0%
Total 7,043

In 2003, the United States, Western Europe and Japan
together accounted for approximately 79% of flavors
compounds sales worldwide, although they accounted
for only approximately 10% of the world's population.
Demand for flavor compounds in developed countries is
expected to grow moderately, with more rapid growth
expected in emerging markets such as Eastern Europe,
Russia, China and India. Frutarom believes that the
growth rates are even higher in many of the emerging
markets in which it operates. Sales in these regions are
expected to grow as a result of projected growth in GNP
in these regions.

5 Estimote based on SR! Consultants.
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7.6.

An important segment of the flavors market is the food
systems business, consisting of ripples, filings and other
preparations made from fruit, vegetables and other
natural ingredients used in a wide range of food
products, such as dairy and ice cream, sweet and
savory baked products, convenience food and other
prepared food products.

Characternstics of the Flavors Market

7.7.

7.8.

Reliable and high tevels of service — Food and beverage
producers, the principal customers of flavors
manufacturers, expect reliable and high levels of service
that meet their needs in terms of support and lead time,
while maintaining high gqudality, regulatory and safety
standards. This in turn encourages long ferm
relationships between flavor producers and their
customers. As a result, large multinational customers,
and increasingly, mid sized customers, have limited the
number of their flavor suppliers, placing those that
remain on "core lists," creating a barrier to entry for small
flavor manufacturers.

Research and development — The development of new
flavor products is a complex, artistic and technological
process calling upon the many combined knowledge
and skills of a flavor manufacturer's research and
development personnel. Effective research and
development is important to ensure a continuous stream
of innovative products and fo maintain the profitability
and growth of a flavor manufacturer. The initiative for
the development of new flavor products either comes
from the flavor manufacturer itself or from the customer
for use in a specific newly developed end product. As
such, in order to anticipate market demands, a flavor
manufacturer's research and development personnel
are required to be familiar with the different tasie
requirements of the different end product types and
target markets. In addition, as most flavors are tailor
made for a specific customer, a close collaborative
relationship with customers is required. These flavor
product formulas are generally freated as trade secrets
and remain proprietary to the flavor manufacturer. As
most flavor products are tailor -made specifically for use
in a given end product, customers are less likely to
change suppliers for such flavor products during the
course of such end products’ life cycle.
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7.9.

7.10.

7.1,

Low price sensitivity — Flavor products play a major role in
determining the flavor of the end product to which they
are added, and are offten a vital element in such
product's success. At the same time, flavor products
represent a comparatively small percentage of an end
product’s total cost. Demand for flavor products is
generally less sensitive to changes in price, as customers
generally place a greater emphasis on a flavor preduct's
performance, quality and consistency than on its price
when selecting ¢ supplier.

Production processes — Fiavor products typically contain
a large number of ingredients {typically over 30}, which
are blended using formulas created by a manufacturer's
flavorists. The production processes involved in the
manufacture of flavors products are less complex and
capital  intensive compared fto fine ingredients.
However, the production process for flavor products
requires skill and knowhow to achieve the required
consistency and quality.

High and relatively stable profitability — As the flavors
market tends 1o be characterized by long term
relationships and customer loyalty, combined with
relatively low price sensitivity and simple production
processes, the flavors market generally benefits from
high and stabie margins {including in comparison to the
fine ingredients industry).

End User Market Characteristics

7.12.

As flavors are primarily sold to food and beverage
producers, the flavors market is generally driven by
trends in the food and beverage end user market.
According to Euromonitor, global sales in the food and
beverage market amounted to approximately US$ 1,400
billion in 2003. Frutarom believes that over 50% of such
total global sales in 2003 were generated by mid sized
and local and small food and beverage procucers.
Although there has been a general trend towards
consolidation in the food and beverage indusiry,
Frutarom believes that mid sized {annual revenues of
between US$ 100 milion and US$ 3 billion) and local and
srmal fannual revenues of below US$ 100 million) food
and beverage producers will continue 1o play a
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7.13.

7.4,

significant role in the market, and that new mid sized,
local and small producers will continue to emerge.

The large multinational flavors manufacturers tend to
focus primarily on the large multinational food and
beverage producers, offering their customers a high
degree of service and tallor made product
development. Frutarom believe that these flavors
producers focus to a lesser extent on mid sized
customers, offering limited service and tailor made
product offering to these customers. However, the
Company believes that mid sized and local food and
beverage producers generally require the same degree
of service and ftallor made products as the large
multinational food and beverage producers, and also
require short lead times and manufacturing flexibility.
The local, small flavors manufaciurers generally do not
have the product breadth and service capabilities to
support the mid sized and local food and beverage
producers' needs, creating a market opportunity for mid
sized flavors manufacturer to service this segment.

The following are the main frends in the consumer
market for food and beverage which drive the flavor
market:

» Strong trend fowards natural products — There has
been a general increase in consumer demand for
food and beverage producis that contain natural
ingredients and have dietary values {reducing fat, salt,
cholesterol, etc.). Natural products are generally
perceived by consumers as being of higher quality,
healthier and more environmentally friendly. Similarly,
there is a growing demand for organic products and
so-called ‘clean label' products. As a result, natural
food and beverage products are generally viewed as
specialty, premium products with higher prices. This
trend has created new opportunities for flavors
manufacturers to develop new and innovative natural
flavor products.

» Emerging markets — In recent vyears, certain
developing markets, such as the CIS, Eastern Europe,
China and India, have experienced above market
average growth in demand for flavors products.
Further, these markets have been characterized by @
trend towards increased consumption of processed
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foods, which in turn has driven the emergence of mid
sized, local and small food companies, which creates
new market opportunities for flavors manufacturers.

Local and global tastes - Since fastes vary in different
geographic locations and among difference cultures,
flavors manufacturers are reqguired to have a thcrough
knowledge of local tastes in each of the coun-ries in
which they are active. Accordingly, it Is important for
a global flavors manufacturer to have a physical
presence in its key target markets and to have direct
contact with customers in order to better understand
local tastes and to be able to respond quickly and
efficiently to changes in consumer preferences. There
has also been a trend towards globalization in the
flavors industry, as multinational food and beverage
customers are now launching gtobal brands in many
different markets simultaneously.

Private label - Private label goods manufacturers,
which tend to be mid sized and local and smaill food
manufacturers, have been a growing and increasingly
important customer segment for the flavors industry.
Over the last decade, consumers of food products
have become increasingly price conscious. As Q
result, supermarket chains and other retailers have
generally been increasing their private label product
offerings to cater to this price conscious segment. In
addition, many retaiiers have been placing creater
importance on supporting their own brand image by
expanding ftheir premium private label product
offterings. The price label segment has provided the
flavors industry with new opportunities, as requests are
made to create private label products which closely
resemble popular products on the market or which
have certain other brand image enhancing
characteristics.

Growing market for convenience food — There has
been a general increase in demand for processed
foods with greater convenience (consumed toth in
and outside the home). This increase in demand for
convenience foods has been spured by new
packaging and cooking technologies as well Qs
changing social habits and consumer preferznces.
Examples of convenience foods include "ready to eat”
meals, fresh pasta; ready-to-cook, fresh seasoned or
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marinated meat or pouiltry; salads; and sauces in liquid
form. This has created new opportunities for flavor
manufacturers in the savory flavors field to develop
and market flavors products for this segment.

Key Success Factors in the Flavors Segment

7.15.

The Company's management estimaies that the key
success factors in the flavors segment are:

Long term relationships — Long ferm reiationships with
customers and collaboration in the development of
new products.

Global and local presence in target markets -
Knowledge of the various flavor preferences in the
different markets and the ability to provide giobal and
local support to customers.

Superior and reliable service — The ability to provide a
high level of service and the reliability of a flavors
manufacturer in giving service are crifical both for mid
sized and local customers and for multinational
customers.

Presence in emerging markets - Emerging markets
grow at considerably higher rates compared with
developed markets and a presence in these markefs,
knowledge and understanding of their unique needs
and the ability to provide support to manufacturers in
these markets are a critical success factor.

Strong research and development and innovation -
The ability to develop new innovative products both at
the initiative of the flavors manufacturer and in
collaboration with customers is of extreme importance
in determining a flavors manufacturer's success.

Compliance with strict quality, regulatory and safety
standards — Since the flavors are intended principally
for the food and beverage and pharmaceufical
markets, they must comply with strict quality,
regulatory and safety standards.

28




Products and Services in the Flavors Segment

8.1.

8.2

8.3.

8.4.

The Flavors Division develops, manufacturers, markets
and sells flavor compounds (sweet and savory) and food
systems, an activity that was significantly expanded
through the acquisition of the European food systems
business of IFF during the second half of 2004. The
Flavors Division is the most profitable of Frutarom's
activities and has undergone accelerated growth since
200t. The Flavors Division's sales grew from US$ 39.1
million in 2001 to US$ 187.0 million in 2006. The growth in
the Flavors Division's sales is principally the result of its
growth strategy focusing on both developed and
emerging markets and on multinational, mid sized and
local customers and the successful execution of
strategic acquisitions in recent years. The relative gortion
of the Flavors Division in Frutarom's overall activity grew
from 38.7% in 2001 to 65.1% in 2006.

The Company produces thousands of different flavors for
its customers and contfinuously develops new flavors in
order to meet changing consumer preferences and
customer needs. Frutarom maintains collaberative
relationships with its customers and many of its products
are tailor made. Frutarom's flavor production meets strict
quality, safety and reguiatory standards, whichr are
required by food and beverage producers.

The combination of long term customer relationshigs and
customer loyailty, with relatively tow price sensitivity and
simple production processes, provide the Flavors Division
with generally higher and more stable margin compared
to the Fine Ingredients Division.

As the success of many of the flavors developed by
Frutarom depends on knowledge of local fastes,
Frutarom maintains local research and development
iaboratories and sales and marketing operations in close
proximity to its customers. In addition, Frutarom’s global
presence enables it to infroduce new tastes to local
markets. Frutarom's global reach also provides it with the
means to service the needs of food and beverage
producers who launch global brands in many markets
simultaneously.

Frutarom's Flavors Division is also responding to the
growing trend for private label products. Private label
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8.5.

8.6.

8.7.

8.8.

goods manufacturers tend to be mid sized and locdl
food and beverage producers, which is a customer
segment Frutarom is well positioned to support. Frutarom
offers these customers a comprehensive product
offering, personalized service and flexibility in terms of
minimum quantities and supply times.

Frutarom has also positioned itself to respond to growing
consumer demand for natural products, as most of the
Flavors Division's products are based on natural
ingredients. In addition, in response fo growing demand
for convenience foods, Frutarom also positioned itself to
respond to these growing needs and currenily offers a
variety of sweet and savory flavor compounds and food
systems based on vegetables, fruits and other natural
ingredients used in convenience foods by food
manufacturers.  Frutarom significantly strengthened its
product offering in savory flavors and specially
functional products for convenience foods with ifs
acquisifion of Nesse in January 2006.

As stated, Frutarom divides the activities of the Flavors
Division into two main categories: {i) flavor compounds
and (i} food systems.

Flavor Compounds - The Flavors Division offers a wide
variety of flavor compounds designed to enhance or
create new tastes or to mask certain tastes in processed
foods and beverages to which they are added. The
flavor compounds produced by the Company are used
primarily as ingredients in consumables manufactured by
food and beverage producers, such as soft drinks and
juices, dairy and ice cream products, baked goods,
confectionery, chewing gum, and a variety of savory
foods including snacks, soups and salad dressings, as
well as meat and meat substitutes.

Most flavor compounds consist of numerous fine
ingredients  ({typically more than 30} combined
according to formulas developed in the Company's
laboratories by its research and development team. The
development of flavor compounds is undertaken either
at Frutarom's own initiative or according to the unigue
requirements of ifs various customers.

Frutarom offers natural, nature identical and artificial

flavor compounds. Natural flavor compounds are
manufactured from natural ingredients, such as natural
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8.9.

8.10.

8.11.

8.12.

extracts and essential oils. Nature identical and artificial
compounds are produced using synthefic ingredients,
Some of Frutarom’s flavor products use fine ingredients
manufactured by the Fine Ingredients Divisicn for
exclusive in house use.

Frutarom produces savory flavor compounds for flavored
potato chips, crackers and other savory snacks. Flavor
products for dred prepared food  products
manufacturer by Futarom include savory flavor
compounds containing seasonings for instant soups,
dried pasta sauces and other dry prepared food
products. Further, Frutarom produces savory flavors,
seasonings and specialty functional ingredients for meat,
poultry and fish processors, as well as a line of flavor
compounds for products utilizihg meat substitutes,
designed to help impart meat flavor to vegetarian
preparations.

Frutarom sells its flavor compounds in stable liquid, paste,
powder, emulsion and granulated form and sometimes
bundled with stabilizers and emulsifiers {ingredients which
alter texture and other properties of the products to
which they are added}.

Food Systems - The Flavors Division produces a wide
variety of food systems. These food systems include
sauces, ripples, filings and other preparations made: from
fruit, vegetables and other natural ingredients used in a
wide range of food products, such as dairy {yogurts, ice
cream, chilled desserts, butier and cheese), sweet and
savory baked products, "ready to eat” meals and other
convenience food products. Frutarom’s food systems
business allows it to combine several fields of its core
expertise, as the food systems often are produced using
flavor compounds, natural flavor extracts and
increasingly, natural  functional  food ingredients
manufactured by Frutarom, allowing it to provide
customers with food systems which are comprehensive,
tailor made food production solutions.

Frutarom  designs food  systems  with  special
characteristics, such as specific flavor and/or functional
food qualities, high speed filling capabilities (allowing the
food system to be integrated into the end product more
guickly and efficiently}, freeze-thaw stability {allowing @
product to be frozen and defrosted without affecting its
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consistency, structure or palatability) and high volume
fruit integrity {containing a high percentage of fruit).
Frutarom offers o variety of savory vegetable based
preparations for applications such as pizza toppings.
filled breads, pasta fillings and other prepared meal
products. Frutarom also offers a variety of sweet fruit,
vanilla, chocolate and toffee preparations and sauces,
low calorie sauces and fruit preparations, which can
include functional food ingredients in order to heip
impart well-being benefits to the food products to which
they are added.

9. Segmentation of the Income and Profitability of Products and

Services

9.1.

Following are the Company's sales (in US$ millions) for the
years 2004 through 2006 deriving from the Flavors
Division, their portion of the Company's total income, the
amount of gross and operating profit for the flavors field
and their rate:

2006 2005 2004
Company's totalincome 287,247 243,803 | 196,780
Income from flavors
segment 187,030 156,595 | 110,908
% of Company's total
income 65.1% 61.7% 56.4%
Gross profit 71,831 63,229 44,795
% of Gross profit 38.4% 40.4% 40.4%
Operating profit 29,848 25,202 15,352
% of Operating profit 16.0% 16.1% 13.8%

10. New Products

10.1.

The Flavors Division develops many new products as part
of its ongoing activity. Many of the new products are
developed in cooperation with a specific customer or
are tailor made o the needs of a specific customer. No
one new product developed by the FHavors Division is
significant in terms of expected sales turnover and/or
development costs.

11. Customers

11.1.

The Flavors Division has an extensive customer base
comprising hundreds of large multinational, mid-sized,
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12.

13.

11.2.

11.3.

local and small customers. The Flavors Division's
customers are primarily  food and beveroge
manufacturers. The Flavors Division's customers are
located in about 120 different countries worldwide.

The Flavors Division does not have any customers whose
purchasing turnover constitutes over 10% of the
Company's sales turnover. The management of the
Company estimates that it has no dependency ¢cn any
of its customers.

Most of the sales are to regular customers since, as
described above, the flavors segment is characterized
by long term relationships and customer loyalty.  As is
accepted in the flavers market, there are no long term
supply contracts.

Orders Backlog

12.1.

As is accepted in the flavors market, orders are received
on an ongoing basis, close to the supply date and
therefore "orders backlog" has no significance.

Competition

13.1.

13.2.

In the market for flavors products, Frutarom's competitors
consist mainly of large global manufacturers, mic sized
companies and  smaller, local manufacturers.
Competition is based to a iorge extent on product
quality, the ability to establish and maintain long term
customer relationships, value added service, reliability
and tailor made product development. As the cost of
flavors products used in the end products for which they
are designed is comparatively small, this market tends to
be comparatively less price sensitive. Flavors
manufacturers are required to differentiate themselves
by maintaining close coliaborative relationships with
customers, thorough knowledge and understanding of
target markets, effective research and development
and an established reputation for consistent, reliable
and effective service, product supply and quality, and
the ability to supply product on short notice and with
short lead time.

The large multinational flavors manufacturers are

established, experienced companies with a global
presence ond established technical and commercial
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13.3.

13.4.

capabilities, focusing primarily on large multinationals
customers. The large multinational flavors producers with
whom Frutarom competes include Givaudan, IFF, Inc.,
Firmenich, Symrise GmbH & Co. KG, Quest International
(which was recently acquired by Givaudan} and
Takasago international Corporation.

The mid sized flavors manufacturers with whom Frutarom
competes tend to focus on both large multinational
food and beverage producers as well as mid-sized and
smalier food and beverage producers who tend to
operate on a regional basis. Mid-sized flavor
manufacturers with whom Frutarom competes include
Mane, Robertet and Wild Flavors, Inc.

There are in excess of 500 small and local flavors
manufacturers with more limited research and
development capabilities who focus on narrow market
segments and local customers. In recent years there has
been a trend towards consolidation in the flavors
manufacturing industry, resulting in increasing market
concentration.

14. Production Capacity

14.1.

Since production processes in the flavors segment are
simple and do not require significant capital investment,
production capacity is not a significant factor or ¢
limitation to the Company's ability to meet demands by
its customers or its ability to grow in the flavors segment.
For more production capacity information refer to
section 27 1o this report.

Fine Ingredients Market

15. Overview of the Fine Ingredients Market

General

15.1.

Frutarom's Fine ingredients Division is focused mainly on
developing, producing and marketing natural fine
ingredients for the food and beverage, flavor and
fragrance, pharma/nutraceutical and personal care
industries. Fine ingredients are often sold directly to food
and beverage manufacturers, who use them in the
manufacture of consumer end products. Flavor and
fragrance manufacturers use fine ingredients products
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as the building blocks for the flavor and fragrance
compounds they manufacture.

15.2. Frutarom operates in the following segments of the fine
ingredients market:  natural flavor exiracts, natural
functional food ingredients, ratural

pharma/nutraceutical extracts, specialty essential oils
and citrus products, aroma chemicals, and rnatural
gums.

15.3. According to SRI Consultants, global sales in 2003 for
natural extracts/essential cils and aroma chemicals are
estimated at US$ 4.9 bilion. Sales of functional food
ingredients  (excluding sales of functional food
ingredients outside of the United States and Europe and
excluding sales of pharma/nutraceutical extracts) in
2003 were estimated at US$ 2.8 billion. The global fine
ingredients markets in which the Company operates had
estimated sales of approximately US$ 7.7 billion in 2003,
of which 37% were for functional food ingredients, 36%
for sales of natural extracts/essential oils, and 27% for
sales of aroma chemicals.

15.4. According to SRI Consultants, sales of functional food
ingredients in the United States and Europe are
expected to grow approximately % annually beiween
2003 and 2008. Freedonia¢ estimates that globatl sales of
natural extracts/essential oils will grow at an annual rate
of approximately 3.6% between 2006 and 2008.
Frutarom believes that the market for natural extracts
may grow at a higher rate. Global sales of aroma
chemicals are expecied to grow approximately 3%
annually between 2006 and 2008. Sales of natural
extracts/essential oils and aroma chemicals in certain
developing markefs, such as Eastern Europe, Russia,
China and India, are projected to grow at significantly
higher rates than in West European, North American and
Japanese markets.

Chara