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012 Smile.Communications Ltd. (NASDAQ: SMLC)
Ongoing Execution Yet Outlook Tangled In M&A Dance

Sector Perform
Above Average Risk

Price: 8.47 Price Target: 10.00
Implied All-In Return: 18%
Shares 0/S (MM): 25.3  Market Cap (MM): 214
Dividend: 0.00 Yield: 0.0%
Institutional Ownership: 11%  Enterprise Val. (SMM): 221.0
Avg. Daily Volume (MM): 0.06
3-Yr. Est. EPS Growth: 15.00%

Investment Opinion

SMLC is executing well and as we expected delivered 2Q09 atad ahead as macro
headwinds are abating. However, we believe SMLC prospects hinge on
Eurocom's expansion quest, as peer Scailex outbid it for a 51% stake in Partner at
$17.5/share. Aswe outlined yesterday, M&A premium to SMLC will likely fade;
instead, Eurocom may engage more aggressively in acquiring niche mobile
player Mirs, which may entail levering-up to finance the deal and the story will
likely revolve around delivering operational synergies. We reiterate Sector
Perform and see better plays: 1) M&A premium fades and burden of proof for
SMLC dtrategic direction increases; 2) lack of fundamental catalyst other than
potential dividendsinto 2010 if M&A efforts are exhausted; and 3) SMLC trades
broadly in line with peers and we don't think industry multiples are heading
higher.

2Q09 a tad ahead, as previewed; tweaking estimates higher

Revenues of N1S291m (+2%Q/Q;+10% Y/Y) bested our NI1S288m as | SP (52%
mix) wasin line while ILD (48% mix) was ahead following arebound from a
slow 2009 start. Record EBITDA of NIS71m (24.3% margin) benefited from
revenue growth, one-timers and higher D&A. "Clean" EBITDA wasin line at
~NIS65m. EPS of NIS1.02, was above our NI1S0.95 and strong NI1S59m OCF,
brought net debt to NIS177m from NIS253m.

We maintain our 2H09 revenue and EPS estimates essentially unchanged,
nudging EBITDA to reflect higher D& A. For 3Q09 we model
NIS297m/NIS70m/NIS1.07. We project 2009 at NI1S1.17B/272m/4.08 and
introduce a preliminary 2010 quarterly breakdown, maintaining revenue at
NIS1.23B and EPS of NIS4.68, nudging EBITDA to NIS296m (was: N1S292m).

Reshuffling the landscape

We're somewhat puzzled that Eurocom didn't outbid Scailex for PTNR aswe
believe it could have gained more from possible synergies of merging subsidiary
SMLC under Partner's umbrella. Eurocom is likely to continue its quest for
mobile foothold with several possible scenarios: (1) Race for Mirslikely heats
up, yet while MoC may favor Eurocom/SMLC or HOT; deal entails financial and
operationa risks. (2) SMLC pursues MVNO, a 2010 story where the business
case may be challenging; concurrently, Eurocom may seek international
opportunities. The prospects for SMLC shares hinge on the acquisition targets
and deal structure, as some outcomes may benefit shareholders as Eurocom pulls
dividends upstream while others may require SMLC to lever-up and increase
execution risk.

Priced as of prior trading day's market close, EST (unless otherwise noted).
For Required Conflicts Disclosures, see Page 5.
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Details

2Q09 beat

Aswe previewed, SMLC delivered a modest beat to our revenue, EBITDA and EPS estimates and execution is on track in both ISP
and ILD segments. Revenues of NIS291m were up 2% Q/Q and 10% Y/Y and bested our N1S288m estimate.

ISP (Internet Service Provider, 52% mix) revenues of NI1S150m (+1% Q/Q;+14% Y/Y) were in line with our estimate. The upside was
provided again from ILD (International Long Distance, 48% mix) revenues of N1S141m (+4% Q/Q;+7%Y/Y), which came in above
our conservative 1% Q/Q growth estimate of NIS136m. The company reported local tel ephony lines were 120k, implying VoB
additions are on plan to meet the stated 5% market share goal of 150K subscribers by year-end 2009.

OpEx was down sequentialy as 012 Smile benefited from a NI1S3.8m one-timer and EBITDA of NIS71m (24.3% margin), was better
than our conservative estimate of NI1S65m (22.5% margin). Netting the one-timer and D& A which was NIS1m higher than expected,
"clean” EBITDA wasin line at ~N1S65m. EPS was N1S1.02, above our cash EPS estimate of NI1S0.95. Operating cash flow was
strong at NIS59m and net debt decreased to NIS177m from NIS253m in 1Q09.

Improving backdrop; tweaking estimates higher

Management noted macro headwinds are easing up and end markets are back on the growth path. This was supported by the recovery
in ILD and on-track resultsin ISP. Thisis concurrent with positive commentary from mobile peer Partner and ILD/ISP peer Netvision.
Recall, Israeli MoC noted ILD minutes were up 2%. Elsewhere, we believe competition from Partner will increase into 2010 on the
ISP front.

We maintain our 2H09 and revenue and EPS estimates while nudging up our EBITDA estimate to reflect higher D& A. For 3Q09 we
maintain revenues of NIS297m and cash EPS of NIS1.07, and nudge EBITDA to NIS70m (23.5% margin) up from NIS69m. For

FY 09 we now model NIS1.17B/272m/4.08 atad above our prior NIS 1.17B/264m/4.01. We are introducing our preliminary FY 10
quarterly breakdown and maintain revenues’EPS at NI1S1.23B/4.68 and nudge EBITDA to NIS 296m from NI1S292m.

Reshuffling the landscape

We are somewhat puzzled Eurocom did not outbid Scailex for PTNR as we believe it could have gained more from possible synergies
of merging subsidiary SMLC under Partner's umbrella. With Scailex winning the Partner bid, Eurocom and its subsidiaries are |eft to
continue their quest for mobile foothold. As we noted yesterday we now see three possible scenarios for SMLC:

1. Theracefor nicheiDEN player Mirs (5% market share) will likely heat up. While we believe the regulator will favor SMLC or
HOT winning the deal; it till entails financial, operational and headline risks to SMLC/ IGLD. On the flip side, we note Mirs
M&A can fit well with MV NO plans, especialy as the buyer gets a bunch of cellular sites.

2. SMLC may continue working towards MVNO license, though we see this as a 2010 story, and the long-term business case may be
challenging.
3. Lastly, the Eurocom group may decide to give up Isragli efforts and seek investments outside I sraeli borders.

Binary options of future deal financing

We believe runner-ups for Mirs are Eurocom/SMLC, Hot, Pelephone and Cellcom while PTNR isless likely to get aggressive given
ownership changes. Our sense is that Matorola, which is Mirs' 100% owner, may find it difficult to obtain the $300-400m price tag
quoted in the press it was looking for, and we believe a more realistic valuation would bracket this at $220-300m or 4x-5.5x EBITDA.

Either way, any potential deal would require aseal of approval from the anti-trust commission and more importantly the Ministry of
Communications. Having Mirs under the arm of an incumbent cellular provider may get in the way of MoC's aim to "invigorate"
competition. That said, we believe mobile competition will heat up if Mirsisacquired by a non-cellular player like Eurocom or Hot, as
they will seek to increase market share, which would raise the competitive flames and may pressure margins.

We believe the prospects for SMLC shares hinge on the acquisition targets and deal structure, as some outcomes may benefit SMLC
shareholders as Eurocom pulls dividends upstream and others may require SMLC to lever-up and increase execution risk. In addition,
we note Mirs may weigh on SMLC's margins as Mirs EBITDA margins are just over half of other mobile peers at ~21% dueto its
legacy Push-to-Talk customer base, including the Israeli Defense Forces and may be required to upgrade the network, which may
entail CapEx injections.

RBC Capital Markets® 2
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Valuation
SMLC trades at a 4.8x and 4.6x our EV/EBITDA on FY09E and FY 10E, respectively. Thisis below peersat ~5.7 and ~5.5x. 012
Smile also trades at discount P/E of 8x P/E our FY 09 cash EPS estimate, below telecom peers which garner P/E of ~10x.

Our $10 target is based on ~5x EV/EBITDA and 11x P/E on our FY 09 estimates, broadly in line with domestic and international
telecom peers.

Price Target Impediment

While we believe SMLC'srisk profile is lower than most of the names in our universe we assign an Above Average Risk qualifier
compared to other equities due to the following:

« Execution on strategy as company enters VoB and WiMax.

e Merger synergies of 012 and Smile may not be realized to full extent.

Potential changes in competitive landscape: Fiercer competition from NetVision,Bezeq and Hot with the latter two capable of
service bundling or from Partner's entry into | SP/VoB in early 2009.

e Changesin regulatory environment - VoB, Bezeq restrictions, WiMax.
012 Smile is dependent on the infrastructure of Bezeq and Hot to provide its services.
e Company exposed to Macro economy slowdown, currency changes.

L]

Company Description

012 Smile Communication is aleading innovative service provider in Israel, offering International Long Distance (roughly half of
mix) and Broadband Access and related V oice over Broadband services (roughly half of revenue). The company commands roughly
1/3 market share in its key business lines. 012 Smile is 72% owned by Internet Gold and related to the Eurocom Communications
Group and its shares trade on the NASDAQ and the Tel Aviv Stock Exchange.

RBC Capital Markets® 3
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012 Smile Communications (NASDAQ: SMLC)
Income Statement
(000 of NIS -- New Israeli Shekel except per share, FY Dec)

Daniel Meron, +1-212-428 6259 / daniel.meron@rbccm.com

2006A 2007A 1Q08A 2Q08A 3Q08A 4Q08A 2008A 1Q09A 2Q0%A 3Q09%E 4Q09%E 2009E 1Q10E 2Q10E 3Q10E 4Q10E 2010E
Mar Jun Sep Dec Mar Jun Sep Dec Mar Jun Sep Dec
Internet Services Revenue 428,023 486,765 129,700 131,507 140,300 148,000 549,507 148,700 150,000 154,900 161,000 615,000 160,900 163,500 166,900 166,600 657,900

Q/Q -1% 1% 7% 5% 0% 1% 3% 4% 0% 2% 2% 0%

Yry 17% 14% 14% 10% 15% 13% 13% 15% 14% 10% 9% 12% 8% 9% 8% 3% 7%

% mix 41% 44% 49% 50% 50% 50% 50% 52% 52% 52% 54% 53% 54% 54% 53% 54% 53%
International Long Distance Voice 610,427 615,968 133,657 132,100 141,503 150,000 557,260 135,700 140,905 142,200 135,700 554,505 138,300 140,800 149,400 143,400 571,900

Q/Q -5% -1% 7% 6% -10% 4% 1% -5% 2% 2% 6% -4%

Yry 21% 1% -16% -16% -10% 7% -10% 2% 7% 0% -10% 0% 2% 0% 5% 6% 3%

% mix 59% 56% 51% 50% 50% 50% 50% 48% 48% 48% 46% 47% 46% 46% 47% 46% 47%
Revenue 1,038,450 1,102,888 263,357 263,607 281,803 298,226 1,106,993 284,400 290,905 297,100 296,700 1,169,105 299,200 304,300 316,300 310,000 1,229,800

Q/Q -3% 0% 7% 6% -5% 2% 2% 0% 1% 2% 4% -2%

Yry 20% 6% -5% -5% 1% 10% 0% 8% 10% 5% -1% 6% 5% 5% 6% 4% 5%
Cost of revenue 753,672 760,705 176,690 177,367 193,156 206,203 753,416 198,973 201,821 203,200 203,500 807,494 204,400 206,900 213,800 211,200 836,300

% of Revenue 72.6% 69.0% 67.1% 67.3% 68.5% 69.1% 68.1% 70.0% 69.4% 68.4% 68.6% 69.1% 68.3% 68.0% 67.6% 68.1% 68.0%
Gross profit 284,778 342,183 86,667 86,240 88,647 92,023 353,577| 85,427 89,084 93,900 93,200} 361,611 94,800 97,400 102,500 98,800 393,500

Gross profit margin 27.4% 31.0% 32.9% 32.7% 31.5% 30.9% 31.9% 30.0% 30.6% 31.6% 31.4% 30.9% 31.7% 32.0% 32.4% 31.9% 32.0%
Selling and market expenses 165,145 157,304 38,516 36,048 40,742 43,129 158,435 37,793 35,304 39,400 39,200 151,697| 38,100 39,100 41,000 39,500 157,700

% of Revenue 16% 14% 15% 14% 14% 14% 14% 13% 12% 13% 13% 13% 13% 13% 13% 13% 13%
General and administrative expenses 48,936/ 57,984 12,802 15,479 14,118 13,514 55,913 12,621 12,739 13,100 13,100 51,560 12,900 13,200 13,400 13,500 53,000

% of Revenue 5% 5% 5% 6% 5% 5% 5% 4% 4% 4% 4% 4% 4% 4% 4% 4% 4%
Impairment, merger and other charges 18,833 10,433 4,802 1,903 0 0| 6,705 0 0 0 0 0| 0 0 0 0| 0|
Total operating expenses 232,914 225,721 56,120 53,430 54,860 56,643 221,053 50,414 48,043 52,500 52,300 203,257 51,000 52,300 54,400 53,000 210,700

Yry #DIV/0! -3% 11% 0% -5% -11% -2% -10% -10% -4% -8% -8% 1% 9% 4% 1% 4%
Operating Income 51,864 116,462 30,547 32,810 33,787 35,380 132,524 35,013 41,041 41,400 40,900 158,354 43,800 45,100 48,100 45,800 182,800

% of revenue 5.0% 10.6% 11.6% 12.4% 12.0% 11.9% 12.0% 12.3% 14.1% 13.9% 13.8% 13.5% 14.6% 14.8% 15.2% 14.8% 14.9%

Yry 8% 125% 1% 9% 9% 30% 14% 15% 25% 23% 16% 19% 25% 10% 16% 12% 15%
Depreciation & Amortization 120,970 110,243 26,543 29,816 28,789 30,238, 110,054 27,337 28,405 28,400 28,400 112,542 28,400 28,400 28,400 28,400 113,600
EBITDA 191,667 237,138 61,892 62,626 62,576 65,618 252,712 62,350 70,685 69,800 69,300 272,135 72,200 73,500 76,500 74,200 296,400

EBITDA margin 18% 22% 23.5% 23.8% 22.2% 22.0% 23% 21.9% 24.3% 23.5% 23.4% 23% 24.1% 24.2% 24.2% 23.9% 24%

Yry 15% 24% 7% 6% 2% 7% 7% 1% 13% 12% 6% 8% 16% 4% 10% 7% 9%
Financial income (expenses), net -60,514 -52,043 -4,587 -10,758 -7,966 -4,100 -27,411 -3,800 -5,222 -5,200 -5,200 -19,422 -5,200 -5,200 -5,300 -5,300 -21,000
Income before taxes -8,844] 64,486 25,960 22,052 25,821 31,280 105,113 31,213 35,819 36,200 35,700 138,932 38,600 39,900 42,800 40,500 161,800
Tax on income 8,084] 23,462, 2,278 2,486 3,300 7,800 15,864 7,600 9,853 9,100 8,900 35,453 9,700 10,000 10,700 10,100 40,500

% of pre tax income -91% 36% 9% 11% 13% 25% 15% 25% 25% 25% 25% 26% 25% 25% 25% 25% 25%
Net Income -16,928 40,957 23,682 19,566 22,521 23,480 89,249 23,613 25,966 27,100 26,800 103,479 28,900 29,900 32,100 30,400 121,300

% of revenue -2% 4% 9% 7% 8% 8% 8% 8% 9% 9% 9% 9% 10% 10% 10% 10% 10%

Yry NA NA 50% 117% 83% 213% 118% 0% 33% 20% 14% 16% 22% 15% 18% 13% 17%
EPS -0.92 2.10 0.93 0.77 0.89 0.93 3.52 0.93 1.02 1.07 1.05 4.08 1.13 1.16 1.23 1.15 4.68

Q/Q 185% -17% 15% 4% 1% 10% 4% -1% 7% 2% 6% -7%

Yry NA NA 9% 57% 33% 182% 67% 0% 33% 20% 14% 16% 21% 13% 15% 9% 15%
Shares Out 18,370 19,493 25,360 25,360 25,360 25,360 25,360 25,356 25,346 25,346 25,446 25,373 25,600 25,850 26,100 26,450 25,900
Proforma numbers.

Source: RBC Capital Markets, Company reports.
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Required Disclosures

Conflicts Disclosures

The analyst(s) responsible for preparing this research report received compensation that is based upon various factors, including total
revenues of the member companies of RBC Capital Markets and its affiliates, a portion of which are or have been generated by
investment banking activities of the member companies of RBC Capital Markets and its affiliates.

RBC Capital Markets Corp. makes a market in the securities of 012 Smile.Communications Ltd. and may act as principal with regard
to sales or purchases of this security.

The author is employed by RBC Capital Markets Corp., a securities broker-dealer with principal officeslocated in New York, USA.

Explanation of RBC Capital Markets Equity Rating System

An analyst's 'sector' is the universe of companies for which the analyst provides research coverage. Accordingly, the rating assigned to
a particular stock represents solely the analyst's view of how that stock will perform over the next 12 months relative to the analyst's
sector average.

Ratings

Top Pick (TP): Represents best in Outperform category; analyst's best ideas; expected to significantly outperform the sector over 12
months; provides best risk-reward ratio; approximately 10% of analyst's recommendations.

Outperform (O): Expected to materially outperform sector average over 12 months.

Sector Perform (SP): Returns expected to be in line with sector average over 12 months.

Underperform (U): Returns expected to be materially below sector average over 12 months.

Risk Qualifiers (any of thefollowing criteria may be present):

Average Risk (Avg): Volatility and risk expected to be comparable to sector; average revenue and earnings predictability; no
significant cash flow/financing concerns over coming 12-24 months; fairly liquid.

Above Average Risk (AA): Volatility and risk expected to be above sector; below average revenue and earnings predictability; may
not be suitable for a significant class of individual equity investors;, may have negative cash flow; low market cap or float.

Speculative (Spec): Risk consistent with venture capital; low public float; potential balance sheet concerns; risk of being delisted.

Distribution of Ratings

For the purpose of ratings distributions, regulatory rules require member firms to assign ratings to one of three rating categories - Buy,
Hold/Neutral, or Sell - regardless of a firm's own rating categories. Although RBC Capital Markets' ratings of Top Pick/Outperform,
Sector Perform and Underperform most closely correspond to Buy, Hold/Neutral and Sell, respectively, the meanings are not the same
because our ratings are determined on arelative basis (as described above).

Distribution of Ratings
RBC Capital Markets, Equity Research

Investment Banking
Serv./Past 12 Mos.

Rating Count Percent Count Percent
BUY[TP/QO] 527 46.50 124 23.53
HOLD[SP] 528 46.60 91 17.23
SELL[U] 79 7.00 5 6.33
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Rating and Price Target History for: 012 Smile.Communications Ltd. as of 08-11-2009 (in USD)
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TP: Top Pick; O: Outperform; SP: Sector Perform; U: Underperform; I: Initiation of Research Coverage; D: Discontinuation of Research Coverage; NR: Not Rated;
NA: Not Available; RL: Recommended List - RL: On: Refers to date a security was placed on a recommended list, while RL Off: Refers to date a security was
removed from a recommended list.

Created by BlueMatrix

References to a Recommended List in the recommendation history chart may include one or more recommended lists or model
portfolios maintained by a business unit of the Wealth Management Division of RBC Capita Markets Corporation. These
Recommended Lists include the Prime Opportunity List (RL 3), a former list called the Private Client Prime Portfolio (RL 4), the
Prime Income List (RL 6), the Guided Portfolio: Large Cap (RL 7), and the Guided Portfolio: Dividend Growth (RL 8). The
abbreviation 'RL On' means the date a security was placed on a Recommended List. The abbreviation 'RL Off' means the date a
security was removed from a Recommended List.

Conflicts Policy

RBC Capital Markets Policy for Managing Conflicts of Interest in Relation to Investment Research is available from us on request. To
access our current policy, clients should refer to

http://www.rbeecm.com/cm/file/0..63022,00.pdf

or send a request to RBC CM Research Publishing, P.O. Box 50, 200 Bay Street, Royal Bank Plaza, 29th Floor, South Tower,
Toronto, Ontario M5J 2W7. We reserve the right to amend or supplement this policy at any time.

Dissemination of Research and Short-Term Trading Calls

RBC Capital Markets endeavours to make al reasonable efforts to provide research simultaneously to al eligible clients, having
regard to local time zones in overseas jurisdictions. RBC Capital Markets' research is posted to our proprietary websites to ensure
eligible clients receive coverage initiations and changes in rating, targets and opinions in a timely manner. Additional distribution may
be done by the sales personnel via email, fax or regular mail. Clients may also receive our research via third party vendors. Please
contact your investment advisor or institutional salesperson for more information regarding RBC Capital Markets research.

RBC Capital Markets also provides eligible clients with access to a database which may contain Short-Term trading calls on certain of
the subject companies for which it currently provides equity research coverage. The database may be accessed via the following
hyperlink https://www?2.rbccm.com/cmonline/index.html. The information regarding Short-Term trading calls accessible through the
database does not constitute a research report. These Short-Term trading calls are not formal ratings and reflect the research analyst's
views with respect to market and trading events in the coming days or weeks and, as such, may differ from the price targets and
recommendations in our published research reports reflecting the research analyst's views of the longer-term (one year) prospects of
the subject company. Thus, it is possible that a subject company's common equity that is considered a long-term 'sector perform' or
even an 'underperform’' might be a Short-Term buying opportunity as aresult of temporary selling pressure in the market; conversely, a
subject company's common equity rated a long-term ‘outperform' could be considered susceptible to a Short-Term downward price
correction.

Analyst Certification

All of the views expressed in this report accurately reflect the personal views of the responsible analyst(s) about any and al of the
subject securities or issuers. No part of the compensation of the responsible analyst(s) named herein is, or will be, directly or
indirectly, related to the specific recommendations or views expressed by the responsible analyst(s) in this report.

Disclaimer

RBC Capital Markets is the business name used by certain subsidiaries of Royal Bank of Canada, including RBC Dominion Securities Inc., RBC Capital Markets
Corporation, Roya Bank of Canada Europe Limited and Royal Bank of Canada - Sydney Branch. The information contained in this report has been compiled by RBC

% RBC Capital Markets® 6
A
RBCH



https://www2.rbccm.com/cmonline/index.html

August 12, 2009 012 Smile.Communications Ltd.

Capital Markets from sources believed to be reliable, but no representation or warranty, express or implied, is made by Royal Bank of Canada, RBC Capital Markets, its
affiliates or any other person as to its accuracy, completeness or correctness. All opinions and estimates contained in this report constitute RBC Capital Markets
judgement as of the date of this report, are subject to change without notice and are provided in good faith but without legal responsibility. Nothing in this report
constitutes legal, accounting or tax advice or individually tailored investment advice. This material is prepared for general circulation to clients and has been prepared
without regard to the individua financial circumstances and objectives of persons who receive it. The investments or services contained in this report may not be
suitable for you and it is recommended that you consult an independent investment advisor if you are in doubt about the suitability of such investments or services. This
report is not an offer to sell or a solicitation of an offer to buy any securities. Past performance is not a guide to future performance, future returns are not guaranteed,
and aloss of original capital may occur. RBC Capital Markets research analyst compensation is based in part on the overall profitability of RBC Capital Markets, which
includes profits attributable to investment banking revenues. Every province in Canada, state in the U.S., and most countries throughout the world have their own laws
regulating the types of securities and other investment products which may be offered to their residents, as well as the process for doing so. As a result, the securities
discussed in this report may not be eligible for sale in some jurisdictions. This report is not, and under no circumstances should be construed as, a solicitation to act as
securities broker or dealer in any jurisdiction by any person or company that is not legally permitted to carry on the business of a securities broker or dealer in that
jurisdiction. To the full extent permitted by law neither RBC Capital Markets nor any of its affiliates, nor any other person, accepts any liability whatsoever for any
direct or consequential loss arising from any use of this report or the information contained herein. No matter contained in this document may be reproduced or copied
by any means without the prior consent of RBC Capital Markets.

Additional information is available on request.
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