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REPORT ON OPERATIONS

THE GROUP

Despite the extremely negative market conditions brought about by the world
economic crisis and its particularly strong impact on the Telecommunications Cables
and Systems Sector, although it has experienced a slowdown, the Group as a whole
has in general outperformed its principal competitors.

The Telecommunications Cables and Systems Sector reference markets are
undergoing an unprecedented worldwide crisis which is impacting industry-wide
performance far more than could possibly have been predicted. The serious
difficulties the sector has been encountering since mid-2001 have become
increasingly marked and have caused a two-thirds fall in world demand to date. The
collapse in volume has also been followed by a significant drop in prices.
The comparison between the first half of 2001 and the first half of 2002 is a
comparison between the best period in the history of Telecom Cables and Systems
and what is proving to be the worst period ever recorded.

Consequently, despite the positive results recorded by the Energy Cables and
Systems Sector and the Tyres Sector, the operating profit of the Group during the six-
month period, equal to approximately Euros 93 million, compared to Euros 184
million in the first half of 2001 (Euros 243 million if we consider the supply
agreement with Cisco Systems), posts a decrease of Euros 91 million.

Against this difficult backdrop, the Group has taken significant action to keep costs
in check, which, in the first half of 2002, led to gross efficiency gains in terms of
overheads and operating processes equa to approximately Euros 90 million. The
Group is therefore demonstrating its capacity to react to the drastic changes taking
place on the market.

The Energy Cables and Systems Sector, which, in turn, is feeling the effects of the
decisively negative international economic situation, shows an improvement in
profitability, whereas the Tyres Sector confirmed the positive trend already recorded

in the first quarter, with further growth in the high-performance segments.



The improved performances by the Energy Cables and Systems and Tyres Sectors
combined with the cost restraints were, however, insufficient to fully offset the
negative performance recorded by the Telecommunications Cables and Systems
Sector. The Group will accentuate the actions aready implemented to improve
profitability, even though, at present, the market offerslittle expectation of an upturn

in the short term.

Maijor events during the six-month period

In February, Pirelli Finance (Luxembourg) S.A. signed a derivative equity swap
agreement with JP. Morgan on 100,000,000 Olivetti S.p.A. shares, expiring
December 2006.

Settlement can either be made through the physical delivery of the shares or through
the payment of the differentials compared to the market prices.

The initial price is equal to Euros 1.4213 per share plus quarterly interest at the 3-
month Euribor plus a spread of 143 bps.

In March, the placement was completed for bonds of Euros 500,000,000 issued by
Pirelli Finance (Luxembourg) S.A., maturing April 4, 2007, with a fixed interest rate
of 6.5 percent.

The bond issue serves to satisfy the objective of refinancing short-term debt by
optimizing the financial structure of the Group from the standpoint of both interest
rates and maturity dates. The proceeds from the issue were received at the beginning

of April.

On April 22, 2002, an agreement was signed for the sale of the 25.3 percent interest
in the company Epiclink S.p.A., a company specialized in provided outsourcing
services in the area of Information and Communication Technology, to Telecom
ItaliaS.p.A..

The sale took place on August 1, 2002, once authorization was received from the

antitrust authorities.



The highlights of the Group taken from the consolidated financial statements for the

six months ended June 30, 2002 can be summarized as follows:

(in millions of euros)

6/30/2002 6/30/2002 6/30/2001 12/31/2001
(excluding Olimpia)

. Net sales 3,352 3,352 3,946 7,509
. Gross operating profit 278 278 432 666
% of net sales 8.3% 8.3% 10.9% 8.9%

. Operating profit 93 93 243 295
% of net sales 2.8% 2.8% 6.2% 3.9%

. Financial income (expenses) 82) (*) 82 (*) 33 (22)
. Share of earnings (losses) of equity investments - (54) - 33
. Extraordinary items 24 24 52 (16)
. Income taxes (33) (33 (128) (138)
. Net income (loss) 2 (52) 200 86
% of net sales 0.1% (1.6)% 5.1% 1.1%

. Net income (loss) attributable to Pirelli S.p.A. (52) 197 82
. Earnings per share (in euros) (0.03) 0.10 0.04
. Shareholders equity 5,207 5,870 5,660
. Shareholders' equity attributable to Pirelli S.p.A. 5,023 5,672 5,462
. Equity per share (in euros) 250 2.83 272
. Net financial (liquidity)/debt position 1,618 (2,225) 1,089
. Capital expenditures 150 310 643
. R&D expenditures 115 109 237
. Employees (at period-end) 38,043 40,674 39,127
. Factories (number) 81 86 84
. Pirelli Sp.A. ordinary shares (no. in millions) 1,919 1,917 1,918
. Pirdlli S.p.A. savings shares (no. in millions) 88 88 88
. Total Pirelli S.p.A. shares (no. in millions) 2,007 2,005 2,006

(*) includes adjustments to securities for Euro 21 million

Net sales

Net sales amount to Euros 3,352 million and decreased by 15.1 percent (11.9

percent net of the exchange effect) compared to the first half of the prior year

(Euros 3,946 million). The reduction is essentialy due to a contraction in the net

sales of the Telecom Cables and Systems Sector (about -65 percent), even

though the market share in the sector recorded an increase.



This change can be summarized as follows:

Currency exchange - 3.2%
Volumes - 9.1%
PricesMix - 2.8%

- 15.1%

The distribution of net sales by sector and geographical areais asfollows:

1% half 2002 1% half 2001 1% half 2002 1% half 2001
Sector Geographical area
Energy Cables and Systems 48% 43% Italy 18% 15%
Other European countries 43% 42%
Telecom Cables and Systems 8% 20%
North America 12% 16%
Tyres 44% 37% Central and South Americe 13% 15%
Australia, Africaand Asia 14% 12%

Gross oper ating profit

Gross operating profit is Euros 278 million (8.3 percent of net sales), compared
to Euros 432 million in the first six months of 2001 (10.9 percent of net sales).
The reduction of some 35 percent is principally in the Telecom Cables and
Systems Sector, while the Tyres Sector remained stable and the Energy Cables
and Systems Sector recorded an improvement.

It should be highlighted that the first half of 2001 benefited from Euros 59

million of profit on the supply contract with Cisco Systems.



Operating profit

Operating profit is Euros 93 million, down from Euros 243 million in the first
half of 2001 (Euros 184 million excluding the supply agreement with Cisco
Systems). Operating profit as a percentage of net salesis 2.8 percent (6.2 percent
in 2001).

The change can principally be ascribed to:

in millions of eur os

Currency exchange - 8
Prices (excluding metals)/mix - 39
Volumes - 118
Net efficiencies + 66
Materials + 21
Per unit costs - 23
Supply Agreement with Cisco Systems - 59
Other + 10

- 150

Net efficiencies led to a gross reduction in overheads and process costs of Euros
87 million (including Euros 67 million of labor costs) which were countered by
the negative effects on costs caused by volume reductions equal to Euros 21

million.

Financial income (expenses)

The net financial expense balance is Euros 82 million compared to a net
financia income balance of Euros 33 million in the same period of 2001. The
balance includes Euros 21 million for the adjustment of securities in portfolio to
market value and the remaining Euros 61 million refer to net financial expenses
connected with net debt.



Share of earnings (losses) of equity investments

The share of the earnings (losses) of equity investments of Euros 54 million
refers to the share of the result of Olimpia S.p.A., accounted for using the equity
method.

Extraordinary items

Extraordinary items show an income balance of Euros 24 million and principally
include the gains realized by Pirelli S.p.A. (Euros 17 million) under the far-
reaching real estate reallocation process. This includes the sale of the
representative offices in Rome and the historical Bicocca degli Arcimboldi to
Pirdli & C. ApA..

In the first half of 2001, extraordinary items chiefly included the pre-tax gain on
the sale of Pirelli S.p.A. treasury shares on the open market (Euros 30 million)
and Euros 36 million paid by Cisco Systems as part of the sale of the Terrestrial
Optica Systems businessin 2000.

Net income (10ss)

The net result isaloss of Euros 52 million (after financial expenses of Euros 136
million, extraordinary income of Euros 24 million and income tax expenses of
Euros 33 million) compared to a net income of Euros 200 million in the first half
of 2001 (after financial income of Euros 33 million, extraordinary income of
Euros 52 million and income tax expenses of Euros 128 million).

Excluding the share of the net loss of Olimpia, the result would be a net income

of Euros 2 million for the six months to June 30, 2002.

The net income (loss) attributable to Pirelli S.p.A. for the six months to June 30,

2002 is a loss of Euros 52 million (excluding the impact of the net loss of

10



Olimpia, the net result attributable is a net income of Euros 2 million) compared

to a net income of Euros 197 million for the first six months of 2001.

Shareholders equity

Shareholders equity went from Euros 5,660 million at December 31, 2001 to
Euros 5,207 million at June 30, 2002 due to the loss for the six months (Euros 52
million), the payment of dividends (Euros 149 million) and most particularly to

negative tranglation adjustments of Euros 236 million.

This reduction can be summarized as follows:

. Trandlation adjustments (236)
. Net lossfor the period (52)
. Dividendsto third parties paid by:
- Pirdlli Sp.A. (148)
- Other Group companies (D) (149
. Directors remuneration (13)
. Other changes (©))
(453)

Shareholders’ equity attributable to Pirelli S.p.A. at June 30, 2002 is Euros 5,023
million compared to Euros 5,462 million at December 31, 2001.

Net financial position

The net financial position shows a debt position of Euros 1,618 million

compared to Euros 1,089 million at December 31, 2001.

The variation of Euros 529 million can be explained by the analysis of the

following cash flows:

11



(in millions of euros)

. Exchange differences

. Operating profit

. Depreciation and amortization
. Net investments:

- intangible assets and property, plant (158)
and equipment
- financial assets (30)

. Change in working capital
. Changein provisions and other

. Freecash flows

. Reclassification of derivatives referring to Olivetti securities (*)
. Extraordinary items

. Financia income (expenses)

. Income taxes

. Dividends paid

. Other changes

. Net cash flows

. Changesin shareholders equity

93
184
(188)

(21)
©)

59

(77)
24
(136)
(33)
(149)
(219)

1

(531)

. Changein net financial position

(529)

*)

This refers to the reclassification to financial assets of Convertible Bond Asset Swaps on Olivetti S.p.A. 2010
convertible bonds and Share Swap Transactions on Olivetti S.p.A. shares/ Olivetti S.p.A. 2010 convertible bonds held

by the subsidiary Pirelli Finance (Luxembourg) that were previously classified as current financial assets.

“Other changes’ principally include the fina payment of taxes of Euros 263
million inherent to the sale of Optical Technologies to Corning and the payment
of Euros 72 million that had been set aside in prior years for the production
optimization program, al of which was partly countered by the sale of tax

receivables to Unicredit Factoring S.p.A. and Mediofactoring S.p.A. totaling

Euros 113 million.

Capital expenditures

Capital expenditures total Euros 150 million, compared to Euros 310 million for

the first six months of 2001.

Theratio of capital expendituresto depreciation is 0.94 (1.88 in 2001).

12



R& D expenditures

The Group’s priority commitment to research and technological innovation was
again confirmed in the first half of 2002, with an increase in the costs incurred
by the Group for this purpose. R&D costs are entirely charged to the statement
of income and increased from Euros 109 million in the first half of 2001
(representing 2.8 percent of net sales) to Euros 115 million (representing 3.4
percent of net sales) in the first half of 2002.

During the first half of 2002, the operations of Pirelli Labs were marked by the
opening, in February, of a new building housing the laboratories and the clean
rooms. The new premises in Milan have been entirely built from the conversion
of an old industria building, which was completely renovated and equipped to

meet the most advanced technological requirements.

Pirelli LabsMaterial Innovation

During the first six months of 2002, the advanced research activities of Material

Innovation, which provide support for the other sectors, concentrated mainly on

the following areas:

- for the tyres sector, development of the CCM (continuous compound
mixing) process, the modeling of some aspects of the MIRS production
process and the development of some devices in connection with the Cyber
Tyre project;

- for the telecom sector, development of new proprietary house coatings,

- for the energy sector, continuation of research into new superconductive
materials.

Asfar as more long-term projects are concerned, innovative components for Fuel

Cells were developed and patented, of both the PEM (proton exchange

membrane) and SOFC (solid oxyde fuel cell) type.
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Pirelli Labs Optical Innovation
The major projects on which the operations of Optical Innovation focused
included:

- tunable lasers and optical add and drop multiplexers (needed to make
telecom systems in metropolitan areas more flexible);

- systems to carry mobile signals on fiber optic cables (which will make it
possible to achieve considerable savings in network infrastructures for
mobile tel ephone services of the third generation);

- devices to manage fiber optic signals at users homes which will make it
possible to handle flows of data a thousand times greater than those

currently available at costs comparabl e to those sustained today.

Employees

Employees number 38,043 at June 30, 2002, compared to 39,127 at December
31, 2001. In the first six months of the year, there was a net reduction of 1,084

(excluding temporary employees, there was areduction of 1,406).

The workforce can be analyzed as follows:

6/30/2002 12/31/2001
Tota workforce 38,043 39,127
of which, temporary employees 2,994 2,672
Active work force 35,049 36,455

Factories

At June 30, 2002, the number of factories had fallen from 84 at December 31,
2001 to 81. The reduction can be analyzed as follows: 3 plant facilities in the
Energy Cables and Systems Sector and 1 in the Telecom Cables and Systems
Sector were closed while, in the Tyres Sector, a new factory was opened in the
United States.

14
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Related party disclosures

According to Consob Communications No. 97001574 of February 20, 1997 and No.
98015375 of February 27, 1998 which deal with related party transactions among
Group companies, the effects of such transactions on the balance sheet and statement
of income of the consolidated financia statements at June 30, 2002 are presented in
the following table.

The effects deriving from the transactions between Pirelli S.p.A. and its subsidiaries
are disclosed in the financial statements and in the notes of the parent company and,
like those among subsidiaries, are eliminated upon the preparation of the
consolidated financial statements.

All the transactions, including those between the parent company and its subsidiaries
and among the subsidiaries, fall within the ordinary operations of the Group,
governed by market terms, and there are no transactions of an unusua and

exceptional nature, or constituting a potential conflict of interest.

The following table presents the major transactions at June 30, 2002 that the Pirelli
S.p.A. Group has entered into with the parent companies (Pirelli & C. A.p.A. and
Pirdli & C. Luxembourg S.A.) and the subsidiaries of the latter companies, which

areincluded in the scope of consolidation of Pirelli & C. A.p.A..

(in millions of euros)

With subsidiaries of Pirelli

Type of transaction With parent companies & C.ApA Total
TRADE RECEIVABLES AND OTHER 0.3 153 15.6
TRADE PAYABLES AND OTHER (0.5) (4.5) (5.0)
FINANCIAL RECEIVABLES 111.2 3421 453.3
FINANCIAL PAYABLES (4.8) (43.2) (48.0)
REVENUES FOR GOODS AND SERVICES 0.6 20 2.6
COSTS FOR GOODS AND SERVICES (2.2) (5.3 (7.4)
FINANCIAL INCOME 11 5.9 7.0
FINANCIAL EXPENSES (11.4) (0.5 (11.9)
EXTRAORDINARY INCOME 16.5 0.0 16.5

EXTRAORDINARY EXPENSES 0.0 (0.3 (0.3)




Transactions of Pirelli S.p.A. and its subsidiaries with the parent companies mainly
refer to the following:
financial receivables, relating to loans receivable by Pirelli International Ltd —
UK (subsidiary of Pirelli S.p.A.) from Pirelli & C. Luxembourg S.A.;
financial payables, relating to payables from transactions on the current account
by Pirelli Servizi Finanziari S.p.A. with Pirelli & C. A.p.A.;
revenues for goods and services, relating to the performance of various services
rendered by Pirelli S.p.A. and Pirelli Informatica S.p.A. to Pirelli & C. A.p.A.;
costs for goods and services, relating to costs for corporate secretarial services
and internal auditing rendered by Pirelli & C. A.p.A. on behalf of Pirelli Sp.A.;
financial income and expenses, relating to interest income and expenses on the
aforementioned current account transactions and loans, as well as costs and
revenues for hedging transactions carried out by Pirelli International Ltd. — UK
(subsidiary of Pirelli S.p.A.) on behalf of Pirelli & C. A.p.A;;
extraordinary income relating to the gain realized by Pirelli S.p.A. on the sale of
the representative offices in Rome and Bicocca degli Arcimboldi to Pirelli & C.
A.p.A.. Such sae originated from the possibility of re-allocating the assets to
Pireli & C. A.p.A. since these properties are used by the entire Group.

Transactions of Pirelli S.p.A. and its subsidiaries with the subsidiaries of Pirelli &
C. A.p.A. manly refer to the following:
trade receivables and other, relating to the sale of real estate properties of Pirelli
Cavi e Sistemi Sp.A. (subsidiary of Pirelli Sp.A.) to Lambda Sr.l. (indirectly
held subsidiary of Pirelli & C. A.p.A.);
trade payables and other, relating to services rendered by companies in the
Pirelli & C. Real Estate S.p.A. Group (subsidiary of Pirelli & C. A.p.A.) to Pirelli
Sp.A. and itssubsidiaries;
financial receivables and payables, relating to transactions on the current
account by Pirelli Servizi Finanziari S.p.A. with companies in the Pirelli & C.
Real Estate S.p.A. Group (subsidiary of Pirelli & C. A.p.A.);
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revenues for goods and services, relating to cost recoveries for various services
rendered by Pirelli Sp.A. and Pirelli Informatica S.p.A. (subsidiary of Pirelli
S.p.A.) on behalf of Pirelli & C. Real Estate S.p.A. and its subsidiaries;

costs for goods and services, relating to costs for property management services
incurred by Pirelli S.p.A. and its subsidiaries for the services rendered by
companiesin the Pirelli & C. Real Estate S.p.A. Group (subsidiary of Pirelli & C.
A.pA);

financial income and expenses, relating to interest income and expenses on the

aforementioned current account and loan transactions.

Furthermore, in order to provide more complete disclosure, the transactions in the
first half of 2002 between the Pirelli S.p.A. Group and the Olivetti Telecom Group
are described below. These transactions fall within the ordinary operations of the
Group, are carried out at arm’s length and there are no transactions of an unusual and
exceptional nature or constituting a potential conflict of interests. Such transactions
refer to:

revenues for goods and services, relating mainly to the supply of

telecommunications cables (Euros 30.2 million);

costs for goods and services, relating mainly to telephone services received

(Euros 4.3 million);

trade receivables, relating to the supply of the goods and services described

above (Euros 32.0 million);

trade payables, relating to the telephone services described above (Euros 1.8

million).



Significant subsequent events and futur e outlook

As far as the prospects for the second half of 2002 are concerned, in terms of the
operating profit, given the steady performance of the Energy Cables and Systems and
Tyres Sectors, it is expected that the trend registered by the Group in the first half of
the year will be essentially confirmed, thanks to the measures already implemented to
improve efficiency, athough it will still be affected by the evolution of the reference
market of the Telecom Cables and Systems Sector.

Management of the Group will continue to carefully monitor the situation of strong
instability prevailing in the macroeconomic scenario, with particular reference to the
telecom and energy markets, ready to step up rationalizing measures if it should

prove necessary.
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CABLESAND SYSTEMSSECTOR

For a comparison with the prior year, the combined highlights of the Cables and

Systems Sector for the six months ended June 30, 2002 are presented in the following

table:

(in millions of euros)
Energy Cables Telecom Cables  Combined Tota Total

6/30/2002 6/30/2002 6/30/2002 6/30/2001  12/31/2001
. Net sales 1,614 284 1,898 2,478 4,688
. Gross operating profit 77 11 88 251 357
% of net sales 4.8% 3.9% 4.6% 10.1% 7.6%
. Operating profit (loss) 26 (20) 6 161 179
% of net sles 1.6% (7.)% 0.3% 6.5% 3.8%
. Financial income (expenses) (27) (10) 37) 9 (33)
. Extraordinary items 10 (1) 9 22 11
. Income taxes (20) 2 (12) (75) (81)
. Net income (loss) () (33) (34 117 76
% of net sales (0.1)% (11.6)% (1.8)% 4.7% 1.6%
. Net financial (liquidity)/debt position 521 409 930 729 890
. Capital expenditures 30 52 82 192 359
. R&D expenditures 23 26 49 48 112
. Employees (at period-end) 13,421 3,220 16,641 19,392 18,314
. Factories (number) 47 12 59 65 63




ENERGY CABLESAND SYSTEMS SECTOR

The highlights of consolidated financial statements for the six months ended June 30,
2002 of the Energy Cables and Systems Sector can be summarized as follows:

(in millions of euros)

6/30/2002 6/30/2001 12/31/2001

. Net sales 1,614 1,691 3,532
. Gross operating profit 77 69 149
% of net sales 4.8% 4.1% 4.2%

. Operating profit 26 20 52
% of net sales 1.6% 1.2% 1.5%

. Financial income (expenses) 27) n.d nd
. Extraordinary items 10 n.d n.d
. Income taxes (20) n.d nd
. Net income (loss) (1) n.d n.d
% of net sales (0.1)% n.d nd

. Net financial (liquidity)/debt position 521 n.d 526
. Capital expenditures 30 n.d 129
. R&D expenditures 23 n.d n.d
. Employees (at period-end) 13,421 n.d 14,135
. Factories (number) 47 n.d 50

Net sales for the six months ended June 30, 2002 amount to Euros 1,614 million,

with areduction of 4.6 percent from the same period of the prior year.

The change is due to:

Currency exchange - 2.3%
Volumes - 1.8%
Prices- Metals - 2.8%
Prices/Mix + 2.3%

- 4.6%
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Operating profit for the first six months of 2002 is Euros 26 million compared to
Euros 20 million in the first half of 2001. The result includes the positive effect of

the conclusion of a submarine contract equal to Euros 10 million.
As a percentage of net sales, the operating profit is 1.6 percent compared to 1.2

percent in the corresponding period of the prior year.

The change can be summarized as follows:

in millions of eur os

Currency exchange -

Prices (excluding metals)/mix - 6

Volumes - 14

Net efficiencies + 24

Materials + 5

Per unit costs -

Other + 9
+ 6

The net loss for the first half of 2002 is Euros 1 million after financial expenses of
Euros 27 million, extraordinary income of Euros 10 million and income tax expenses

of Euros 10 million.

The net financial position is a debt position of Euros 521 million, which isin line
with that of December 31, 2001 (Euros 526 million).

At June 30, 2002, employees numbered 13,421 with a net reduction of 714 compared
to December 31, 2001 (excluding temporary employees, the reduction is 646).
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A brief commentary is given asfollows:

The decline in sales from the prior year (-4.6 percent) is basically due to lower prices

and adrop in volumes.

In Europe, sales are down by 7 percent owing to a sharp contraction in orders from

domestic and export markets, especially in the U.K. and France.

Sales are down (-1 percent) aso in North America where the drop in prices was only

partly compensated by higher volumes.

Sales in South America fell by 30 percent from the prior year, especialy on account
of the impact of the exchange rate (-22 percent), whereas the reduction in volumes is

in line with the contraction of the domestic markets.

Conversely, the sales performance in the Pacific Asia region (Australia, Indonesia
and China) was positive, registering an increase in sales of 35 percent during the six-

month period.
An analysis of the performance of individual product lines shows that the trend of
Installations was positive, whereas sales revenues decreased in the General Market,

Specia Cables and Accessories segments.

In Submarine Power Systems, work continued with the aim of generating new

contracts in the Offshore Sector. At the same time, an important contract was
acquired from the SEAS group, the leading private Danish operator in the sector of
the transmission and distribution of electrical energy, to link the mainland to one of
the largest offshore windmill parks in the world, situated 11.2 km off the island of
Sjaelland in Denmark. The contract, which is worth more than Euros 16 million, will

make a significant contribution to the spread of “clean” energy in Denmark.
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Research & Development

In the field of Power, work was mainly concentrated in the following areas:

Extenson of Air-Bag'™™ technology for submarine applications,
industrial/special applications (Dry-lam Air-Bag™) and the General Market
(light Air-Bag™). For the above-mentioned activities, Air-Bag™ technology will
become the common basis for a vast range of innovative Pirelli Group products,

and not only in the Power sector.

Development of localized hi-tech network components (RTTR™, RTMS,
WPMS, New DTS) for the management of electrical links through fundamental

Network parameters (power, temperature, etc.).

Development of both distributed (cables) and localized (accessories) networ k
components for use in the creation of super-compact EHV systems, for the
transmission of very high voltages (approximately 2,000 MVA). The supply of
these systems is scheduled for the second half of 2002 (the Bargjas Project).
Work continues to develop innovative systems with the am of catalyzing the
penetration of underground electrical systems for the distribution/transmission of

power, with particular focus on keeping costs competitive.

Development of innovative technologies (Fire Fit™™) for fire-resistant electrical

systems.

Futur e outlook

Despite the difficulties which continue to affect the macroeconomic scenario of the
sector, in the second half of 2002 there are expected to be improvements resulting

from the efficiency and rationalization programs currently underway.



TELECOMMUNICATIONS CABLESAND SYSTEMS SECTOR

The highlights of consolidated financial statements for the six months ended June 30,
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2002 of the Telecommunications Cables and Systems Sector can be summarized as

follows:
(in millions of euros)
6/30/2002 6/30/2001 12/31/2001
. Net sales 284 812 1,230
. Gross operating profit 11 112 134
% of net sales 3.9% 13.8% 10.9%
. Operating profit (loss) (20) 82 76
% of net sales (7.1)% 10.1% 6.2%
. Financial income (expenses) (10) n.d n.d
. Extraordinary items (0] n.d nd
. Income taxes ()] nd n.d
. Net income (loss) (33) n.d n.d
% of net sales (11.6)% n.d nd
. Net financial (liquidity)/debt position 409 n.d 367
. Capital expenditures 52 n.d 206
. R&D expenditures 26 n.d nd
. Employees (at period end) 3,220 n.d 4,077
. Factories (number) 12 n.d 13

Net sales for the six months to June 30, 2002 amount to Euros 284 million, recording

a sharp reduction from the same period of the prior year.

The change is due to:

Currency exchange
Volumes
Prices/Mix

1.9%
49.4%
13.7%

65.0%



The operating loss for the first half of 2002 is Euros 20 million, compared to an
operating profit of Euros 82 million for the first six months of the prior year. The
operating result worsened on account of areduction in volumes and a deterioration in
the mix as a result of the market trend described earlier. The result includes
insurance compensation of Euros 6 million received for the damages suffered in the
fire at the Battipaglia factory of Fibre Ottiche Sud in 2001.

The change can be summarized as follows:

in millions of eur os

Currency exchange + 2
Prices (excluding metal s)/mix - 65
Volumes - 130
Net efficiencies + 25
Materials + 25
Per unit costs - 4
Other (*) + 45

- 102

(*) of which Euros 20 million for lower accruals, Euros 6 million for insurance compensation
relating to Fibre Ottiche Sud, Euros 8 million for fixed overheads charged to/from stock and

effect of hyperinflation and Euros 11 million for adjustments to provisions and other.
The net loss for the first half of 2002 is Euros 33 million after financial expenses of

Euros 10 million, extraordinary expenses of Euros 1 million and income tax expenses

of Euros 2 million.

The net financial position is adebt position of Euros 409 million compared to Euros

367 million at December 31, 2001. The change is due principally to requirements to

fund operations during the period.
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At June 30, 2002 employees number 3,220. Compared to December 31, 2001
(4,077) this constitutes a reduction of 857 (excluding temporary employees there was
areduction of 656).

A brief description of each business areais given asfollows:

In all the geographical areas there was a significant fall in the volumes and prices of

both optical and copper Telecom cables as aresult of the continuous worsening of

market conditions. The fall in volumes, which was accompanied by a deterioration in

terms of product mix, had repercussions on profitability.

The demand for fiber optics was also affected by the trend in the demand for
telecom cables, manifesting itself in the form of a reduction in volumes and prices.
However, the impact of this trend was mitigated to a large extent by the pre-existing
order portfolio and by the mix of fibers that was supplied, making it possible to
maintain a percentage return on margins which was only dlightly lower than that of

the prior year.

The development of new business areas (Fiber to the home — Access Network)

continues. Sales revenues were up compared to the same period of the prior year.

In a market scenario that continues to be extremely negative, the operations of the

Telecom submarine systems business area in the first half of 2002 were marked by

the completion of the Palma-Algiers link and by the start of surveying operations for
the Sumatra BackBone. This project will involve production and installation
operations in the second half of 2002, and is scheduled for completion in the first half
of 2003.

Work also continued to develop products and rationalize operating structures with

the aim of keeping costsin check.



Research & development

In the field of Fiber Optics, during the first six months of 2002, the development of
updates for production processes made it possible to introduce improved versions of
various types of fiber on the market.

In particular, standard monomodal fibers are now available with improved
attenuation and geometry (Gold and Platinum versions) and with PMD (Polarization
Mode Dispersion) guaranteed along the whole section and not just the individual reel.
The premium fibers (MagniLight™, FreeLight™, FineLight™ and FineLight™
Giga) have aso been improved, making it possible to employ them in new areas of

the wavelength spectrum.

In the field of Optical Cables a new range of small-diameter optical cables has been
developed with medium-high potential (72-288 fibers), which are designed to be
installed pneumatically in existing underground wire ducts in the crowded subsoil of
urban areas, thus significantly simplifying instalation operations. In addition, two
types of optical cable with a central tube, rodent-proof metallic covering with a 12-24
fiber count have been qualified and produced on an industrial scale. The new cables
are destined to be installed in the terminal part of the access network.

The supply of a new dielectric cable has started, equipped with particularly robust
protection against lateral stresses which, together with its reduced weight, make it
particularly suitable for problematic laying conditions such as in railway applications.
An optical ground wire (OPGW) has been developed with a central plastic tube and
an aluminum outer sheath with a fiber count of 24 fibers. It has a small outer
diameter with high short circuit current, a factor which makes it ideal for replacing
conventional ground wires, even on old and weak overhead electrical lines, that are

not able to withstand additional weight.
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Futur e outlook

No significant signs of arecovery of the market are expected in the second half of the
year.

The actions geared to improving efficiency which continued during the first half of
the year, the effects of which are expected to be felt as early as the second half of

2002, are intended to mitigate the negative effects of the current market situation.



TYRESSECTOR

The highlights of consolidated financial statements for the six months ended June 30,

2002 of the Tyres Sector can be summarized as follows:

(in millions of euros)

6/30/2002 6/30/2001 12/31/2001

. Net sales 1,488 1,477 2,831
. Gross operating profit 202 201 347
% of net sales 13.6% 13.6% 12.3%

. Operating profit 111 111 172
% of net sales 7.5% 7.5% 6.1%

. Financial income (expenses) (32 (33) (75)
. Extraordinary items (0] ©) 27)
. Income taxes (23) 27) (36)
. Net income 55 51 34
% of net sales 3.7% 3.5% 1.2%

. Net financial (liquidity)/debt position 607 709 684
. Capital expenditures 81 106 262
. R&D expenditures 61 61 125
. Employees (at period-end) 20,533 20,475 19,994
. Factories (number) 22 21 21

Net sales in the first half of 2002 total Euros 1,488 million, with an increase of 0.7

percent compared to the corresponding period of the prior year.

The change can be summarized as follows:

Currency exchange - 5.4%
Volumes + 3.3%
PricesMix + 2.8%

+ 0.7%

Operating profit for the first half is in line with the previous year and amounts to

Euros 111 million, or 7.5 percent of net sales.



The second quarter results were particularly positive with an operating profit of
Euros 57 million compared to Euros 54 million in the second quarter of 2001.

A comparison of the first half of 2002 with the same period of the prior year shows
the following changes:

in millions of eur os

Currency exchange - 7
Volumes + 26
Prices/Mix + 32
Net efficiencies + 5
Materials - 9
Per unit costs - 11
Other (*) - 36

0

(*) of which Euros 7 million for amortization and depreciation, Euros 7 million for the start-up
of Mirs/CCM,Euros 10 million for fixed overheads charged to/from stock and effect of

hyperinflation and Euros 12 million for brand support and other.

Net income is Euros 55 million (after financial expenses of Euros 32 million and
income tax expenses of Euros 23 million) compared to Euros 51 million in the first
half of 2001 (after financial expenses of Euros 33 million and income tax expenses of

Euros 27 million).

The net financial position shows a debt position of Euros 607 million compared to
Euros 684 million at December 31, 2001.

The positive change is due to the share capital increase (with payment of a share
premium effected by the parent company Pirelli S.p.A.) equal to Euros 80 million
countered by the payment of dividends to the same parent company of Euros 30
million.

The rest of the change is due to action taken to improve working capital.
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At June 30, 2002, employees numbered 20,533, including 1,867 temporary
employees.

Compared to December 31, 2001, this constitutes a reduction of 123 in terms of
management and staff, owing to the continuation of projects and activities to
rationalize the workforce. There was no significant variation in the number of
operatives, whereas the number of temporary employees increased by 579, with the
specific am of coping with seasonal peaks of activity and, consequently, augmenting

flexibility.

As far as organizational development is concerned, the new Business Unit

organizational structure begun the prior year has continued to be employed, thus

ensuring a greater concentration of corporate resources and expertise.

In keeping with this guideline, Business Functions were created which are directly
responsible for Business operations. Support Functions were also created to flank the
Business Units and ensure that the Business Units have an optimal, efficient service

through integrated structures.

The scenario

During the first half of 2002, the international economic scenario went through a
delicate stage of transition between recession and recovery. After the sudden
slowdown of production during the prior year, the American economy gradualy
rallied, driven by the build up of inventories and the contribution of consumption. In
particular, a marked recovery was registered during the first quarter, whereas there
was a lessening of this phenomenon during the second quarter. In Europe, too, the
economic situation improved, although the signs of improvement were weaker and
the margins for maneuvering more limited.

In Asia, the weakness of the Japanese economy continued, serioudsly affected by
deflation and by the fragility of its banking system; the new industrialized economies
of South-East Asia once again began to grow at a dynamic pace. Growth in China
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remains strong, and the situation was also positive in India. In Latin America, there
was limited growth in Brazil and a sharp fall in the GDP in Argentina.
In Latin America, especially during the latter part of the six-month period, there were

marked fluctuations in exchange rates.

Sourcing

During the first two months of 2002, prices of raw materials remained at the same
levels as at the end of 2001. However, significant increases were soon registered
towards the end of the first quarter of 2002. These can be attributed amost
exclusively to two factors: the rise in the price of natural rubber and the considerable
increase in ail prices, especially in March and April, following the tensions in the
Middle East.

Vehicle and tyre market

During the first half of 2002, the European automotive market saw vehicle
registrations fall by 4.5 percent. The trend in Italy (-13.4 percent) and Spain (-9.2
percent) was particularly sluggish. During the first half of 2002, the European
commercia vehicle market also suffered a lull, which was more marked in the truck
segment, and less accentuated in the light commercial vehicles sector. Particularly in
Italy, the latter continue to record a more than satisfactory trend (+9.6 percent), partly
as aresult of the positive effects of the Tremonti Law.

In Europe, saes of tyres for the Car Origina Equipment segment fell by
approximately 5.0 percent, following the trend of automotive production. However

there were positive signs from the Light Truck segment.

As far as the Replacements Channel is concerned, in Europe, demand in the first six
months of 2002 was down dlightly, both in the Car segment (-1.0 percent) and the
Truck segment (-2.2 percent). Conversely, the Light Truck segment reported an

increase of 4.0 percent compared to the prior year.
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As regards extra-European car markets, the United States market reported a
particularly positive performance. During the first months of 2002, car production
rose 6.0 percent compared to 2001. The increase in production during the first half of
2002 favored the growth of the Origina Equipment Channel. Conversely, the tyre
Replacements Channel reported a sharp decline during the first half of the year, of

1.5 percent.

As regards Latin America, during the first half of 2002 there was a generaized
decline in both the Argentinean and Venezuelan markets. However, there were some
encouraging signs from the Brazilian market. In fact, during the first months of 2002,
the Replacements Channel reported significant growth, which was more accentuated
in the Light Truck segment and less remarkable in the Car and Truck segments. As
far as Origina Equipment is concerned, the Truck segment remained fairly steady,
compared to the decline of the Car and Light Truck segments.

Elsewhere, the Japanese market recovered dlightly, despite the pressure from
deflation and stagnant consumption. The Turkish market also reported a positive
trend, with noticeable growth in al the sales channels.
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Consumer Market

Car/Light Truck Business Unit

In a market scenario dominated by static or negative demand and increased
competitiveness, the evolution of the business unit reported positive growth in terms
of volumes and sales compared to the first haf of 2001. The growth was mainly
sustained by performance that was significantly above the market average in the areas
of Europe, Exports and Turkey. There was aso steady growth in Latin America
(despite the negative macroeconomic situation), which more than compensated for
the decline registered in North America. The decline there can be attributed to the
temporary effects of the reorganization of activities, which is still in progress,
resulting from the renegotiation of agreements with Cooper Tire.

There was aso a positive evolution in the mix. The levels of growth were higher
than last year and higher than the current growth rate in the individual marketsin all
the “Performance” segments. This generated an increase in market share for the

entire Car and Light Truck business unit overall and within individual segments.

Furthermore, the first half of 2002 was marked by effective action geared to
improving the product portfolio through the launch of new lines, with different types
of productsin different geographical areas.

The most important event was the launch of the P Zero Nero tyre, destined for the
Ultra High Performance car segment. Thistyre is directed particularly towards those
clients who wish to customize their car by changing the original rims with bigger
diameters and to tune their cars so that they have a more sporting set-up. In the latter
case, the client may be the sports subsidiary of aleading car company or the so-called
“tuners’, who offer the final customer cars that have been completely overhauled in
terms of engineering and performance. The P Zero will therefore generate a goal-
oriented, high-prestige rapport of homologation with certain car companies with the
aim of promoting the tyre as a key product for anyone seeking a high-performance

sports tyre with a higher load capacity, that does not penalize comfort.
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The international launch was organized in South Africa, whereas, in Italy, the
Cinecitta film studios hosted the national event with a celebration through the streets
of Rome. Both events were given considerable coverage by the specialist and non-

specialist Press.

Furthermore, the P6 Four Seasons was presented specifically for the Original
Equipment of cars destined for the United States while the P5000 Super Sport was
presented for Latin America.

In addition, the drive continues to distinctly qualify our commercial approach
towards the clients even further through the constant implementation of the new tools
and methodologies of Customer Relationship Management (from the new Contact
Center being launched on the mgor European markets to the consolidation of e-
business and B2B projects that have been operating in all the areas for some time) in
order to supply the markets with an ever-more efficient and effective response to the

new needs of consumers.

As regards Original Equipment, in Europe, the first six months of 2002 were faced
with a highly competitive market situation marked by pressure over selling prices
caused by the fall in demand. It is important to emphasize the growth in volumes in
the Car Ultra High Performance segment thanks, in particular, to the homologations
obtained with the new P Zero Rosso and P6/P7 products. There was a positive trend
in volumes in Turkey compared to demand in 2001. The trend of volumes in Latin

Americawas in line with forecasts. The business was launched in North America

M otor cycle Business Unit

The first six months of 2002 registered positive growth in sales compared to the same
period of the prior year.

The markets which grew most compared to the prior year are Italy, France and the
United States.
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In terms of market share for the first haf of 2002, in Europe there was a dlightly
positive trend.

The Scooter segment declined due to afall in the market. In this segment, too, there
was an improvement in the market sharein Europe.

As regards the Motorcycle Original Equipment segment, compared to the first half of
2001, thefall in volumesin Japan was more than compensated by the positive trend
in Latin America and in Europe, whereas in the Scooter segment, demand continued

to decline.

Industrial Market

Truck Business Unit

In terms of volumes, the Truck Business Unit reported an increase of 4 percent
compared to the same period of 2001, with the Replacements Channel making a
positive contribution. If we consider individual markets, in Europe the trend was
steady, and the growth of market share acquired in 2001 was maintained. There was a
recovery in Turkey, which had been affected by the market crisis the prior year. In
Egypt, there was an increase that was partly favored by the weakness of the Egyptian
pound while, in Latin America, there was steady growth despite the fact that sales
were penalized by the crisisin Argentina.

During the first half of 2002, new products were introduced for the “R” segment, for
heavy road transport, destined for the markets of Latin America; for the“G” and “Q”
segments, tyres for heavy off-road driving or in particularly difficult road conditions,
for general applications on all the key markets and new measures for heavy transport

and buses (the “H” and “R” segments) destined for Mexico.



Futur e outlook

Although there are different loca variations, for the second half of 2002, the signs
given by economic indicators point to an economic scenario that shows a dlight
improvement. The economic recovery that is progressing with a certain amount of
difficulty in the United States should also have positive effects in Europe and the rest
of the world, including Japan. However, it should be noted that in the area of the
euro, the GDP growth rates should remain a much lower levels than those forecast
for North America and Asia. The future outlook for the Brazilian economy is likely
to be affected by the uncertainties surrounding the presidential elections in October,
which are momentarily having an impact on the currency. In Argentina, the situation
has again become extremely critical. To summarize, bearing in mind the difficulties
prevailing in various countries and the unknown factors associated with the
unresolved crisis in the Middle East and the high price of oil, it is likely that the
growth forecast for the second half of the year will be just sufficient to maintain the

vehicle market at the same levels asin 2001.

In this market context, the performance of the Tyres Sector in the second half of 2002

Is expected to be dightly better than that registered in the prior year.
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PROFORMA DATA

Proforma consolidated financial data assuming the line-by-line consolidation of
Olimpia Sp.A. and the use of the equity method to value its investment in
Olivetti Sp.A.

Proforma consolidated financial data at June 30, 2002 of Pirelli S.p.A. is presented
below, assuming the consolidation line-by-line of Olimpia S.p.A. and the use of the

equity method to value Olimpia sinvestment in Olivetti S.p.A..

Proforma adjustments
Consolidated| Elimination of OlimpiaS.p.A. Consolidation Total proforma] Proforma
financial| Olimpia Sp.A.  line-by-line adjustmentsand adjustments | consolidated
statementsat|  net result consolidation valuation of financial data
6/30/2002 Pirelli] attributable to investment in at 6/30/2002
Sp.A. (1| Pireli Sp.A. Olivetti Sp.A. Pirelli Sp.A.
(60%) using the equity (@]
(in millions of euros) method
Condensed statement of income
- Net sales 3,352 - - - - 3,352
- Operating profit 93] - - - - 93
- Financia income (expenses) / Valuation adj. to financial assets (136) 53 87 (257) (291) (427)
- Extraordinary items 24 (1) - 1) 23
- Income taxes (33) - - - - (33)
- Net income (loss) (52) 53 (88) (257) (292) (344)
- Net income - Pirelli Sp.A. (52) 53 (53) (154) (154) (206)
- Goodwill amortization effect 1 - - 295 295 296
- Net income (excluding goodwill amortization) (51) 53 (88) 38 3 (48)
- Net income - Pirelli S.p.A. (excluding goodwill amortization) (51) 53 (53) 23 23 (28)
Reclassified Balance sheet
- Fixed assets 6,471 72 8,610 (3,449) 5,233 11,704
- Net working capital 1,122 - 66 - 66 1,188
- Total net invested capital 7,593 72 8,676 (3,449) 5,299 12,892
- Financed by:
- Shareholders' equity 5,207 72 5,081 (3,449) 1,704 6,911
- of which shareholders' equity - Pirelli S.p.A. 5,023 72 3,049 (3,317) (196) 4,827
- Provisions 768 - - - - 768
- Net financial (liquidity)/debt position 1,618 - 3,595 - 3,595 5,213

(1) Pirelli S.p.A. consolidated financial statements (investment in Olimpia S.p.A. accounted for using the equity method)
(2) proforma data (line-by-line consolidation of Olimpia S.p.A. and equity method valuation of Olivetti Sp.A.)
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The proforma consolidated financial data has been prepared using the financia
statements of Olimpia S.p.A. for the six months ended June 30, 2002 and the
consolidated financial statements of the Olivetti S.p.A. Group at the same date.

The principa proforma adjustments included in the above table are as follows:

in the column “Elimination of Olimpia S.p.A. net result attributable to Pirelli
S.p.A. (60 percent)”: elimination of the statement of income and balance sheet
effects of valuing Olimpia S.p.A. with the equity method in the Pirelli S.p.A.
consolidated financial statements for the six months ended June 30, 2002;

in the column “Olimpia S.p.A. line-by-line consolidation”: inclusion of the
assets, liabilities, revenues and costs resulting from the financial statements for
the six months ended June 30, 2002 of Olimpia S.p.A., attributing the share of

net equity and results of operations to the minority interest;

in the column “Consolidation adjustments and valuation of investment in
Olivetti S.p.A. using the equity method”: inclusion of the effect of accounting
for Olivetti S.p.A. using the equity method, giving rise to a negative valuation
adjustment of Euros 257 million, of which Euros 110 million relate to the
amortization of implicit goodwill for six months out of a total twenty-year
period, and Euros 147 million to Olimpia S.p.A.’s share of the first half 2002
earnings of the Olivetti Group;
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The “goodwill amortization effect” on the net result is detailed as follows:

in the column “ Consolidated financial statements at June 30, 2002 Pirelli S.p.A.”,
the amount of Euros 1 million refers to the amortization charge for six months on
the goodwill booked by Pirelli S.p.A. in respect of OlimpiaS.p.A.;

in the column “Consolidation adjustments and valuation of investment in Olivetti
S.p.A. using the equity method”, the amount of Euros 295 million includes Euros
110 million for the goodwill booked by Olimpia S.p.A. in respect of Olivetti
S.p.A. and Euros 185 million for the goodwill booked by Olivetti S.p.A. in respect
of Telecom ItaliaS.p.A..

A comparison of shareholders equity and net debt between the consolidated

financial statements of Pirelli S.p.A. and the proforma consolidated financial data of
Pirelli S.p.A. at June 30, 2002 and December 31, 2001 is presented below, assuming:

the line-by-line consolidation of Olimpia S.p.A. and the valuation of the

investment in Olivetti S.p.A. using the equity method,;

the line-by-line consolidation of both Olimpia Sp.A. and the Olivetti S.p.A.

Group.

(in millions of euros)

Shareholders' equity

Net debt

Net debt/Shareholders'
equity

Shareholders' equity Pirelli
Sp.A.

Pirelli S.p.A. Group: consolidated financial statements

Pirelli S.p.A. Group: proforma consolidated data with
Olimpia S.p.A. consolidated line-by-line and Olivetti
S.p.A. valued using the equity method

Pirelli S.p.A. Group: proforma consolidated data with
Olimpia S.p.A. and Olivetti Group consolidated line-
by-line

6/30/2002  12/31/2001

6/30/2002

12/31/2001

6/30/2002 12/31/2001

6/30/2002 12/31/2001

5,207 5,660

6,911 7,739

26,784 30,435

1,618

5213

42,307

1,089

4,598

42,960

0.31 0.19]

0.75 0.59

158 141

5,023 5,462

4,827 5,469

4,827 5,469




41

PIRELLI S.p.A.
Summary data
(in millions of euros)

BALANCE SHEET 6/30/2002 6/30/2001  12/31/2001
Intangible assets 13.6 21.6 15.8
Property, plant and equipment 15.9 27.8 275
Investments 5,829.6 2,693.3 5,707.3
Net working capital 33.9 135.0 (86.1)

5,893.0 2,877.7 5,664.5
Shareholders equity 5,079.0 3,506.8 4,984.9
Provisions 545 76.2 49.1
Net financial (liquidity)/debt position 759.5 (705.3) 630.5

5,893.0 2,877.7 5,664.5
STATEMENT OF INCOME
Financial income (expenses) 2429 14 1,061.1
Value adjustments to financial assets - - (38.2)
Other operating income (expenses) (12.5) (19.8) (37.0)
Income befor e extraordinary items and income taxes 2304 (18.9) 985.9
Extraordinary items 19.9 304 767.9
Income taxes 4.6 (0.2 (264.5)
Net income 254.9 11.8 1489.3
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Financial position

The balance sheet structure of the company changed between December 31, 2001 and
June 30, 2002, as described below:

net invested capital rose by Euros 228.5 million since December 31, 2001 as a
result of the investments made in Pirelli Tyre Holding N.V. — Amsterdam — (Euros
80 million) and in F.C Internazionale — Milan — (Euros 40.9 million) as well asthe
increase in working capital due to the payment of IRPEG taxes for the year ended
December 31, 2001 (Euros 222.2 million), which was partly compensated by the
sale of IRPEG taxes receivable from the tax authorities (Euros 86.5 million) and

the sale of real estate properties (Euros 14.4 million).

shareholders equity increased by the net income for the period and takes into

account the distribution of dividends relating to the prior year.

the net financial position, as a result of these movements, went from a debt
position of Euros 630.5 million at December 31, 2001 to Euros 759.5 million at
June 30, 2002.

Results of operations

The net income for the first half of 2002 is Euros 254.9 million, compared to Euros
11.8 million in the corresponding period of 2001.
The change is due to the dividends booked during the period.
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Components of the results of operations

Financial income (expenses): the amount of Euros 242.9 million (Euros 1.4
million in the first half of 2001) is composed of income from investments in
subsidiaries of Euros 252.8 million and other companies of Euros 1.4 million and

anet interest expense balance of Euros 11.3 million.

Other operating income (expenses): the reduction in operating expenses
compared to the corresponding period of the prior year is due to lower labor

expenses (incentives and bonuses).

Extraordinary items: this caption includes extraordinary income of Euros 24.8

million and extraordinary expenses of Euros 4.9 million.

The Board of Directors
Milan, September 9, 2002



